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Financial Summary

Dollars in millions except per share data June 30, 20071  July 1, 20062 July 2, 20053 July 3, 200445 June 28, 2003¢

Results of operations
Continuing operations

Net sales $12,278 $ 11,460 $ 11,346 $ 11,255 $ 10,250
Operating income? 556 422 946 1,017 791
Income before income taxes 419 192 746 823 584
Income 426 31 615 550 554
Effective tax rates (1.6)% 83.5% 17.6% 33.1% 5.2%
Income per share of common stock
Basic $ 0.58 $ 0.04 $ 0.78 $ 0.70 $ 0.70
Diluted 0.57 0.04 0.77 0.69 0.68
Income from discontinued operations 62 123 104 722 620
Gain on sale of discontinued operations 16 401 - - -
Net income 504 555 719 1,272 1,174
Net income per share of common stock
Basic 0.68 0.72 0.91 1.61 1.49
Diluted 0.68 0.72 0.90 1.59 1.44
Financial position
Total assets $12,190 $ 14,660 $ 14,540 $ 15,044 $ 15,974
Total debt® 4,267 5,948 4,633 5,277 6,262
Per common share
Dividends $ 0.40 $ 0.79 $ 0.78 $ 0.75 $ 0.615
Book value at year-end 3.61 3.22 3.48 3.52 2.44
Market value at year-end 17.40 16.02 19.65 23.17 18.44
Shares used in the determination of net income per share
Basic (in millions) 741 766 789 788 781
Diluted (in millions) 743 768 796 798 812
Other information1©
Net cash flow from operating activities $ 492 $ 1,265 $ 1,349 $ 1,979 $ 1,828
Depreciation 420 541 570 561 532
Media advertising expense 342 433 452 425 460
Total advertising and promotion expense 622 886 930 922 950
Capital expenditures 631 625 538 530 746
Common stockholders of record 76,000 82,000 87,000 91,000 95,000
Number of employees 52,000 109,000 143,000 150,000 146,000

Note: The amounts above include the impact of certain significant items. Significant items include exit activities, asset and business dispositions, impairment charges,
transformation charges, accelerated depreciation and amortization, hurricane losses, curtailment gains and a change in the vacation policy. Further details of these items are
included in the Financial Review on pages 3 and 5.

In 2007, the impact of significant items decreased income from continuing operations before income taxes and income from continuing operations by $418 and $70, respectively.
In 2006, the impact of significant items decreased income from continuing operations before income taxes and income from continuing operations by $468 and $220, respectively.
In 2005, the impact of significant items decreased income from continuing operations before income taxes by $54 and increased income from continuing operations by $169.
53-week year.

In 2004, the impact of significant items, excluding the impact of the 53rd week, decreased income from continuing operations before income taxes and income from continuing
operations by $11 and $5, respectively.

In 2003, the impact of significant items decreased income from continuing operations before income taxes and income from continuing operations by $24 and $12, respectively.
Operating income is reconciled between the income from each of the corporation’s business segments to income from continuing operations before income taxes in Note 24 to the
Consolidated Financial Statements titled, “Business Segment Information.”

The corporation’s effective tax rate declined in 2007 to a tax benefit of 1.6% primarily as a result of the recognition of certain tax benefits from the sale of a subsidiary and the
reduction of certain tax obligations from the finalization of certain tax regulatory examinations and the lapsing of certain statutes in multiple jurisdictions. The corporation’s effective tax
rate in 2006 increased to 83.5% as the corporation recognized a $529 tax charge as a result of the decision to repatriate certain current and prior year earnings of certain foreign
subsidiaries for which repatriation was previously considered to be indefinitely postponed.

In 2007, the corporation utilized proceeds from its disposition activities to pay down substantially all of its notes payable obligations. At the end of 2006, the corporation did not utilize
cash on the balance sheet to repay outstanding notes payable borrowings as it had done at the end of 2005 and in earlier years. At the end of 2005 and in earlier years, the
corporation scheduled certain notes payable obligations, primarily in the form of short-term commercial paper, to mature prior to the end of the year. Further information on these
borrowings is included in the Liquidity section of the Financial Review.

10 Financial amounts include results for both businesses reported in continuing operations and discontinued operations.
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The Consolidated Financial Statements and Notes and the Financial Review should be read in conjunction with the Financial Summary.
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Financial Review

This Financial Review discusses the corporation's results of
operations, financial condition and liquidity, risk management
activities, and significant accounting policies and critical
estimates. The following should be noted regarding the
information presented below:

Discontinued Operations — In September 2006, the
corporation spun off its Branded Apparel Americas/Asia
business by distributing common stock of the business to
holders of Sara Lee common stock. The Branded Apparel
Americas/Asia business is now known as Hanesbrands Inc.
(Hanesbrands). The dividend to shareholders represented 100%
of the common stock of Hanesbrands outstanding at the time
of the spin off. The results of the corporation’s Branded Apparel
Americas/Asia business has been reported as a discontinued
operation as a result of the spin off of this business. In the
corporation’s 2006 annual report, the corporation’s Direct
Selling, U.S. Retail Coffee, European Branded Apparel,
European Nuts and Snacks, U.K. Apparel, U.S. Meat Snacks,
and European Meats businesses had previously been reported
as discontinued operations. The results of operations of all of
these businesses through the date of sale are presented as a
separate line in the Consolidated Statements of Income. Prior
to disposition, the assets and liabilities of discontinued
operations are aggregated and reported on separate lines of
the Consolidated Balance Sheets. Prior periods have been
reclassified to conform with this presentation. Further
information regarding discontinued operations can be found in
Note 4 to the Consolidated Financial Statements, titled
“Discontinued Operations.”

This discussion should be read in conjunction with the
Consolidated Financial Statements and related notes thereto
contained elsewhere in this annual report. The corporation’s
fiscal year ends on the Saturday closest to June 30. Fiscal
years 2007, 2006 and 2005 were 52-week years. Unless
otherwise stated, references to years relate to fiscal years.
The following is an outline of the analysis included herein:

Overview

Description of the Business Segments

Business Transformation Plan

Review of Consolidated Results of Operations — 2007
Compared With 2006

Operating Results by Business Segment — 2007 Compared
With 2006

Review of Consolidated Results of Operations — 2006
Compared With 2005

Operating Results by Business Segment — 2006 Compared
With 2005
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Financial Condition

Liquidity

Risk Management

Significant Accounting Policies and Critical Estimates
Issued but Not Yet Effective Accounting Standards
Forward-Looking Information

Overview

2007 - During 2007, net sales increased by 7.1%, reflecting
the positive impact of foreign currency rates and improved
results at each of the corporation’s business segments. The
strengthening of foreign currencies versus the U.S. dollar
increased sales by 2.9%, while the impact of business
acquisitions net of dispositions increased net sales by 0.6%.

Income from continuing operations before income taxes in
2007 was $419 million, an increase of $227 million from
2006, composed of the following:

The gross margin increased by $291 million due to the
favorable impact of changes in foreign currency, savings from
continuous improvement programs and an improved product
mix. The gross margin percent declined by 0.2%. The gross
margin percent declined in each business segment except
North American Retail Bakery, primarily due to the impact of
higher commodity and energy prices and competitive market
conditions.

Selling, general and administrative (SG&A) expenses in
2007 were $175 million higher than in the comparable period
of the prior year, primarily due to higher media advertising and
promotion expense, higher distribution and selling expense
and the impact of changes in foreign currency. These higher
costs were partially offset by the benefits from cost reduction
initiatives and lower costs of the corporation’s transformation
program in the current year.

The corporation recognized a $172 million pretax
impairment charge in 2007 and a $193 million pretax
impairment charge in 2006. In addition, net charges for exit
activities, asset and business dispositions were $95 million
and $86 million in 2007 and 2006, respectively. In total,
charges for impairments, exit activities, asset and business
dispositions in 2007 were $12 million less than 2006 amounts.

Contingent sale proceeds of $120 million associated with
the prior sale of a business were received in 2007, which
were $6 million more than were received in 2006.

Net interest expense in 2007 decreased by $93 million
versus 2006, primarily due to lower average debt levels and
higher interest income partially offset by higher average
interest rates.

Income taxes declined by $168 million in 2007 from an
expense of $161 million in 2006 to a benefit of $7 million in
2007. This decline is primarily a result of the corporation
recognizing certain net tax benefits in the current year from the



sale of a subsidiary, and the reduction of certain contingent
tax obligations resulting from the finalization of certain tax
regulatory examinations and reviews, and the lapsing of
certain statutes in multiple jurisdictions.

As a result of the $227 million increase in income from
continuing operations before income taxes and the $168
million decline in the related income tax expense, income from
continuing operations increased by $395 million.

During 2007, the corporation recognized $62 million of net
income from the operating results of discontinued operations
and an after-tax gain of $16 million from the disposition of
discontinued operations. During 2006, the corporation

Impact of Significant Items on Income
From Continuing Operations and Net Income

recognized $123 million of net income from discontinued
operations, which included impairment charges of $338
million and an after-tax gain of $401 million from the
disposition of discontinued operations. In total, the
corporation recognized $446 million less of income in 2007
related to discontinued operations than in 2006.

Net income decreased by $51 million, or 9.4%, while
diluted earnings per share in 2007 decreased by $0.04, or
5.6% reflecting lower average shares outstanding during 2007
as a result of the corporation’s share repurchases. The
following table sets out the significant items that impacted the
results of the corporation in 2007 and 2006.

Year Ended June 30, 2007 Year Ended July 1, 2006

Pretax Net Diluted EPS Pretax Net Diluted EPS

In millions except per share data Impact Tax Income Impact 1 Impact Tax Income Impact 1
Income from continuing operations $419 $ 7 $426 $ 0.57 $192 $(161) $ 31 $ 0.04
Net income $ 504 $ 0.68 $ 555 $ 0.72
Significant items affecting comparability of income from continuing

operations and net income:

(Charges for) income from exit activities, asset and business

dispositions and impairment charges:

(Charges for) income from exit activities $(107) $ 37 $ (70) $(0.09) $(166) $ 55 $(111) $(0.14)

Income from (charges for) asset and business disposition activities 12 (2) 10 0.01 80 (28) 52 0.07

Impairment charges (172) 27 (145) (0.19) (193) 73 (120) (0.16)
Subtotal (267) 62 (205) (0.28) (279) 100 (179) (0.23)
(Charges) income in cost of sales and SG&A expenses:

Transformation charges (119) 42 (77) (0.10) (159) 55 (104) (0.13)

Hurricane losses - - - - (5) 2 (3) -

Accelerated depreciation (32) 12 (20) (0.03) (39) 14 (25) (0.03)

Change in vacation policy - - - - 14 (5) 9 0.01
Impact of significant items on income from continuing operations

before income taxes (418) 116 (302) (0.41) (468) 166 (302) (0.39)
Significant tax matters affecting comparability:

Deferred tax valuation allowance charge - (27) (27) (0.04) - 36 36 0.05

Tax benefit on disposition of a business - 169 169 0.23 - - - -

Contingent tax obligation adjustment - 67 67 0.09 - 332 332 0.43

Change in estimated tax - 21 21 0.03 - - - -

Tax on repatriation of prior years’ earnings - - - - - (291) (291) (0.38)

Other tax adjustments, net - 2 2 - - 5 5 0.01
Impact of significant items on income from continuing operations (418) 348 (70) (0.10) (468) 248 (220) (0.29)
Significant items impacting discontinued operations:

European Branded Apparel impairment - - - - (179) 47 (132) (0.17)

U.S. Retail Coffee impairment - - - - (44) 5 (39) (0.05)

U.K. Apparel impairment - - - - (34) - (34) (0.04)

European Meats impairment - - - - (125) - (125) (0.16)

U.S. Meat Snacks impairment - - - - (12) 4 (8) (0.01)

Charges for exit activities and transformation expenses - - - - (13) 5 (8) (0.01)

European Meats curtailment gain - - - - 11 (3) 8 0.01

Contingent tax adjustments - - - - - (24) (24) (0.03)

Tax benefit from Direct Selling - - - - - 50 50 0.07

Gain on the sale of discontinued operations, net 5 11 16 0.02 466 (65) 401 0.52
Impact of significant items on net income $(413) $359 $ (54) $(0.07) $(398) $267 $(131) $(0.17)

1 The earnings per share (EPS) impact of individual amounts in the table above are rounded to the nearest $0.01 and may not add to the total.
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2006 - During 2006, net sales increased by 1.0% despite the
negative impact of foreign currency and the disposition of
certain businesses after the start of 2005. The weakening of
foreign currencies versus the U.S. dollar decreased sales by
1.1%, while the impact of the business dispositions, net of
acquisitions, reduced net sales by 0.5%.

Income from continuing operations before income taxes in
2006 decreased by $554 million and was composed of the
following:

The gross margin declined by $116 million, due to a 1.4%
decline in the gross margin percent. The gross margin percent
declined in each business segment except North American
Retail Meats, primarily due to the impact of commodity and
energy prices and competitive market conditions.

Selling, general and administrative (SG&A) expenses in
2006 were $169 million higher than in the comparable period
of the prior year, primarily due to costs of the corporation’s
transformation program. These costs, totaling $149 million,
include accelerated depreciation on facilities that will be
exited, relocation and recruiting costs relating to the
centralization of the corporation’s management team and
costs associated with the implementation of the new
information technology systems, partially offset by a credit
from a change in the vacation policy.

In 2006, the corporation recognized a $193 million charge
for the impairment of intangible assets. In addition, net
charges for exit activities, asset and business dispositions
were $86 million and $43 million in 2006 and 2005,
respectively. In total, charges for impairments, exit activities,
asset and business dispositions in 2006 were $236 million
greater than in 2005.
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Contingent sale proceeds of $114 million associated with
the prior sale of a business were received in 2006, which was
$3 million less than were received in 2005.

Net interest expense in 2006 increased by $30 million
versus 2005, primarily due to higher average interest rates
and lower interest income.

Income tax expense from continuing operations increased
by $30 million in 2006, from $131 million in 2005 to $161
million in 2006, as the corporation recognized charges to
repatriate earnings of foreign subsidiaries, which was partially
offset by tax credits from the finalization of certain foreign tax
audits.

As a result of the $554 million decline in income from
continuing operations before income taxes and the $30 million
increase in the related income tax expense, income from
continuing operations declined by $584 million.

During 2006, the corporation recognized $123 million of
net income from discontinued operations and an after-tax gain
of $401 million from the sale of discontinued operations.
Included in the $123 million of net income from operations
are after tax impairment charges of $338 million. During
2005, the corporation recognized net income of $104 million
from discontinued operations, which included after tax
impairment charges of $291 million.

Net income decreased by $164 million, or 22.7%, while
diluted earnings per share in 2006 decreased by $0.18, or
20.0%. The following table sets out the significant items that
impacted the results of the corporation in 2006 and 2005.



Impact of Significant Items on Income
From Continuing Operations and Net Income

Year Ended July 1, 2006

Year Ended July 2, 2005

Pretax Net  Diluted EPS Pretax Net  Diluted EPS
In millions except per share data Impact Tax Income Impact 1 Impact Tax Income Impact 1
Income from continuing operations $192 $(161) $ 31 $ 0.04 $ 746 $(131) $ 615 $0.77
Net income $ 555 $ 0.72 $ 719 $ 0.90
Significant items affecting comparability of income from
continuing operations and net income:
(Charges for) income from exit activities, asset and
business dispositions and impairment charges:
(Charges for) income from exit activities $(166) $ 55 $(111) $(0.14) $ (70) $ 22 $ (48) $(0.06)
Income from (charges for) asset and business disposition
activities 80 (28) 52 0.07 27 9) 18 0.02
Impairment charges (193) 73 (120) (0.16) - - - -
Subtotal (279) 100 (179) (0.23) (43) 13 (30) (0.04)
(Charges) income in cost of sales and SG&A expenses:
Transformation charges (159) 55 (104) (0.13) (9) 3 (6) (0.01)
Hurricane losses (5) 2 (3) - - - - -
Accelerated depreciation and amortization (39) 14 (25) (0.03) (30) 8 (22) (0.03)
Change in vacation policy 14 (5) 9 0.01 - - - -
Curtailment gain - - - - 28 (10) 18 0.02
Impact of significant items on income from continuing
operations before income taxes (468) 166 (302) (0.39) (54) 14 (40) (0.05)
Significant tax matters affecting comparability:
Deferred tax valuation allowance charge - 36 36 0.05 - - - -
Contingent tax obligation adjustment - 332 332 0.43 - 185 185 0.23
Tax on repatriation of prior years’ earnings - (291) (291) (0.38) - - - -
Other tax adjustments, net - 5 5 0.01 - 24 24 0.03
Impact of significant items on income from continuing
operations (468) 248 (220) (0.29) (54) 223 169 0.21
Significant items impacting discontinued operations:
European Branded Apparel impairment (179) 47 (132) (0.17) (305) 43 (262) (0.33)
U.S. Retail Coffee impairment (44) 5 (39) (0.05) (45) 16 (29) (0.04)
U.K. Apparel impairment (34) - (34) (0.04) - - - -
European Meats impairment (125) - (125) (0.16) - - - -
U.S. Meat Snacks impairment (12) 4 (8) (0.01) - - - -
Charges for exit activities and transformation expenses (13) 5 (8) (0.01) (53) 20 (33) (0.04)
European Meats curtailment gain 11 (3) 8 0.01 - - - -
Contingent tax adjustments - (24) (24) (0.03) - 163 163 0.21
Tax benefit (expense) from Direct Selling - 50 50 0.07 - (50) (50) (0.06)
Gain on the sale of discontinued businesses 466 (65) 401 0.52 - - - -
Impact of significant items on net income $(398) $ 267 $(131) $(0.17) $(457) $415 $ (42) $(0.06)

1 The earnings per share (EPS) impact of individual amounts in the table above are rounded to the nearest $0.01 and may not add to the total.
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Cash Flow — The corporation’s cash flow statements include
amounts related to discontinued operations through the date
of disposal. The discontinued operations had a significant
impact on the cash flows from operating, investment and
financing activities during 2007, 2006 and 2005.

Cash from Operating Activities
The cash generated from operating activities was $492 million
in 2007, $1,265 million in 2006 and $1,349 million in 2005.
The most significant reason for the decline in cash from
operating activities was the disposition of a number of
businesses which are reported as discontinued operations.
The cash from operating activities generated by continuing
and discontinued operations is summarized in the following
table:

2007 2006 2005

Cash from operating activities:
Continuing operations $404 $ 410 $ 527
Discontinued operations 88 855 822
Total $492 61,265 $1,349

Changes in current assets and liabilities resulted in the
usage of $527 million of cash in 2007, versus a usage of $44
million in 2006. In 2007, the primary changes in working
capital which impacted cash flow from operations were a
$270 million decline in accrued liabilities; a $212 million
decline in accrued taxes; a $106 million increase in
inventories; and a $93 million increase in accounts payable.

Cash From Investment Activities

The corporation received $568 million from investment
activities in 2007 and $365 million in 2006. In 2005, $232
million of cash was used in investment activities. A significant
amount of cash was received in each period from the
disposition of businesses and assets as well as the collection
of amounts related to prior business dispositions. In total,
$1,224 million, $1,101 million and $307 million were
received in 2007, 2006 and 2005, respectively. The
corporation spent $631 million for the purchase of property,
equipment, computer software, and intangibles in 2007, which
was $6 million and $93 million higher than the amounts spent
in 2006 and 2005, respectively.

Cash from Financing Activities

Net cash used in financing activities was $913 million in
2007, $441 million in 2006 and $1,215 million during 2005. In
each period, significant amounts of cash were both received
from borrowings of debt and used to repay debt. On a net
basis, the corporation received $759 million in 2007 and
$1,098 million in 2006 from borrowings of debt, while in
2005, the corporation repaid $516 million of debt. Purchases
of common stock, net of cash received from issuances during
2007, 2006 and 2005 were $648 million, $534 million and
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$235 million, respectively. The corporation paid dividends of
$374 million in 2007, $605 million in 2006 and $464 million
in 2005.

Further information and details regarding the performance
of the corporation and its business segments follows.

Description of the Business Segments
The corporation’s structure is organized around the following
six business segments:

North American Retail Meats — sells a variety of packaged
meat products to retail customers in North America.

North American Retail Bakery — sells a variety of bakery
products to retail customers in North America and includes the
corporation’s U.S. Senseo retail coffee business.

Foodservice — sells a variety of meat, bakery and beverage
products to foodservice customers in North America.

International Beverage — sells coffee and tea products in
major markets around the world, including Europe, Australia
and Brazil.

International Bakery — sells a variety of bakery and dough
products to retail and foodservice customers in Europe and
Australia.

Household and Body Care — sells products in four primary
categories: body care, air care, shoe care and insecticides.

The following is a description of each of the business
segments. In September 20086, the corporation spun off its
apparel operations in the Americas/Asia, which comprised its
Branded Apparel segment. Upon completion of the spin off,
the results of the Branded Apparel segment were reported as
a discontinued operation and the historical financial
statements were reclassified to conform to this presentation.

North American Retail Meats — sells a variety of packaged
meat products to retail customers in North America. Products
include hot dogs and corn dogs, breakfast sausages and
sandwiches, smoked and dinner sausages, premium deli and
luncheon meats, bacon and cooked and dry hams. The primary
raw materials for these meat products include pork, turkey,
beef and chicken, which are purchased almost entirely from
independent farmers and vendors. The corporation does not
rely on any one vendor or small group of vendors for these raw
materials, and prices fluctuate based on supply and demand
in the marketplace. During 2007, 89% of the segment’s sales
were generated in the U.S., while the remaining sales were
generated in Mexico. Sales are made in the retail channel to
supermarkets, warehouse clubs and national chains. Sales
are generally transacted through Sara Lee’s own sales force
and outside brokers. The major brands under which North
American Retail Meats sells its products include Hillshire
Farm, Ball Park, Jimmy Dean, Sara Lee, Bryan, State Fair,



Kahn'’s and Best’s Kosher in the U.S. and Kir, Zwan, Duby,
and DonFer in Mexico. Seasonality in the North American
Retail Meats segment is balanced by the diverse offering of
products that tends to offset seasonal changes in demand.
For example, sales of hot dogs and lunchmeat increase during
the summer months, and ham and breakfast sausage sales
increase during the winter holiday periods. The meats
business is highly competitive, with an emphasis on product
quality, innovation and price. New product innovations are a
key component to success. The North American Retail Meats
segment competes with other international, national, regional
and local companies in each of the product groups. The U.S.
meats business is regulated by the U.S. Department of
Agriculture, whose focus is on the quality, sanitation and
safety of meat products. The meats business in Mexico is
regulated by Mexican authorities in a similar fashion.

North American Retail Bakery — sells a variety of bakery
products to retail customers in North America. Products
include a wide variety of fresh and frozen baked products and
specialty items, including bread, buns, bagels, rolls, muffins,
specialty bread, frozen pies, cakes, cheesecakes and other
desserts. The North American Retail Bakery segment includes
the results of the corporation’s Senseo retail coffee business
in the U.S. The primary raw materials include wheat flour,
sugar, corn syrup, butter, fruit, eggs and cooking oils, which
are purchased from independent suppliers. The North
American Retail Bakery segment does not rely on any one
vendor or small group of vendors for these raw materials, and
prices fluctuate based upon supply and demand in the
marketplace, weather and government price supports.
Substantially all of the segment’s sales are generated in the
U.S. Sales are made in the retail channel to supermarkets,
warehouse clubs and national chains. Sales are generally
made through Sara Lee’s sales force and independent
wholesalers. The North American Retail Bakery segment offers
delivery directly to retail customer stores and warehouses
through its direct store delivery system, which maintains
approximately 4,400 delivery routes. The major brands under
which North American Retail Bakery sells its products include
Sara Lee, Earth Grains, Grant’s Farm, Colonial, Rainbo,
Holsum, IronKids, Mother’s, Sunbeam, Healthy Choice and
Chef Pierre. Certain brands are used under licensing
arrangements. Sales of products sold under these licensing
arrangements represent less than 7% of total North American
Retail Bakery sales. Seasonality in the North American Retail
Bakery segment is balanced by the diverse offering of
products that tends to offset the seasonal changes in
demand. For example, sales of buns increase in the warm
summer months, and sales of specialty cakes and pies
increase for the winter holiday season. The bakery business is

highly competitive, with an emphasis on product quality,
innovation and value. New product innovations drive growth in
this segment. The North American Retail Bakery segment
competes with other international, national, regional and local
companies in each of the product groups. The bakery
business is subject to the regulations of the Food and Drug
Administration in the U.S. and by similar authorities in foreign
countries.

Foodservice — sells a variety of meat, bakery and beverage
products to foodservice customers in North America. Products
include hot dogs and corn dogs, breakfast sausages and
sandwiches, smoked and dinner sausages, premium deli and
luncheon meats, bacon, meat snacks, cooked and dry hams,
bread, buns, bagels, rolls, muffins, specialty bread,
refrigerated dough, frozen pies, cakes, cheesecakes, roast,
ground and liquid coffee, cappuccinos, lattes, teas and a
variety of sauces, dressings and condiments. The primary raw
materials for these products include a wide variety of items,
including pork, turkey, beef, chicken, wheat flour, sugar, corn
syrup, butter, fruit, eggs, cooking oils and green coffee beans
that are purchased from independent vendors and farmers.
The Foodservice segment does not rely on any one vendor or
small group of vendors for these raw materials, and prices
fluctuate based upon supply and demand in the marketplace,
weather and government price supports. During 2007, virtually
all of the segment’s sales were generated in the U.S. Sales
are made in the foodservice channel to distributors,
restaurants, hospitals and other large institutions. The
Foodservice segment also offers direct delivery of beverage
products to restaurants and warehouses through its direct
delivery system. Unit volumes in the Foodservice segment are
generally a function of consumer eating patterns outside of
the home. Seasonality in the Foodservice segment is balanced
by a diverse offering of products to meet the consumer’s
seasonal eating patterns. The Foodservice segment competes
with other international, national, regional and local
companies in each of the product groups and its products are
generally regulated by various U.S. government agencies, such
as the U.S. Department of Agriculture and the Food and Drug
Administration.

International Beverage — sells coffee and tea products in
certain markets around the world, including Europe, Australia
and Brazil. The significant cost item in the production of coffee
products is the price of green coffee beans, which are
purchased from farmers and coffee bean vendors in various
countries around the world. The price of green coffee
fluctuates based upon supply and demand, weather, the
political climate in the producing nations, unilateral pricing
policies of various nations and speculation in the commodities
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markets. Eighty-four percent of the segment’s sales in 2007
were generated in Western and Central Europe, 12% in Brazil
and 4% in Australia. Sales are made in both the retail channel
to supermarkets, warehouse clubs and national chains, and in
the foodservice channel to distributors. The International
Beverage segment also offers direct delivery to restaurants
and warehouses through its direct delivery system. In Europe,
some of the more prominent brands are Douwe Egberts,
Senseo, Maison du Café, Marcilla, Merrild and Pickwick, while
in South America, significant brands include Café do Ponto,
Café Caboclo, Unido and Café Pildo. Seasonal sales increases
for beverage products are experienced in the second quarter
due to higher consumer consumption in the winter months.
The beverage business is highly competitive, with an
emphasis on quality and value, and the International Beverage
segment competes with other international and regional
companies. Consumer preferences as to the blend or flavor
and convenience of their purchases continue to change, with
differing preferences in various countries and locations around
the world.

International Bakery — sells a variety of bakery and dough
products to retail and foodservice customers in Europe and
Australia. Products include a variety of bread, buns, rolls,
specialty bread, refrigerated dough, frozen desserts and ice
cream. The primary raw materials include wheat flour, sugar,
corn syrup, butter, fruit, eggs, milk and cooking oils, which are
purchased from independent suppliers. The International
Bakery segment does not rely on any one vendor or small
group of vendors for these raw materials, and prices fluctuate
based upon supply and demand in the marketplace, weather
and government price supports. During 2007, 86% of the
segment’s sales were generated in Western Europe, while the
remaining sales were generated in Australia. Sales are made
in the retail channel to supermarkets, warehouse clubs and
national chains and in the foodservice channel to distributors
and other institutions. Sales are generally made through Sara
Lee’s sales force and independent wholesalers. The
International Bakery segment offers delivery directly to retail
customer stores and warehouses through its direct store
delivery system. The major brands under which International
Bakery sells its products include Bimbo, CroustiPate, Ortiz,
BonGateaux and Sara Lee. Seasonality in the International
Bakery segment is balanced by the diverse offering of
products that tends to offset the seasonal changes in
demand. The bakery business is highly competitive, with an
emphasis on product quality, innovation and value. New
product innovations drive growth in this segment. The
International Bakery segment competes with other
international, national, regional and local companies in each
of the product groups.
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Household and Body Care — sells products in four primary
categories: body care, air care, shoe care and insecticides.
Body care consists of soaps, shampoos, bath and shower
products, deodorants, shaving creams and toothpastes, which
are sold primarily in Europe under brands such as Sanex,
Duschdas, Radox, Monsavon and Prodent. Air care provides
air fresheners under the Ambi Pur brand in Europe and certain
Asian countries. Shoe care includes polishes, cleaners and
wax under the Kiwi and Meltonian brands in many countries
around the world. Insecticides are sold primarily in Europe and
Asia under brands such as Vapona, Catch, GoodKnight, Bloom
and Ridsect. Sixty-nine percent of the segment’s sales in
2007 were generated in Western and Central Europe, 21% in
the Asia Pacific region, 5% in the U.S. and the remaining
portion of the segment’s sales were generated primarily in
Africa. The Household and Body Care segment experiences
higher sales in the second half of the fiscal year, as sales of
both body care products and insecticides increase in
anticipation of the warmer summer months. The Household
and Body Care business is highly competitive, with an
emphasis on innovation, quality and value, and Sara Lee
competes with other international and regional companies.

Business Transformation Plan

In February 2005, the corporation announced a transformation
plan designed to improve performance and better position the
corporation for long-term growth. The plan involved significant
changes in the corporation's organizational structure and
portfolio changes involving the disposition of a significant
portion of the corporation's business which are substantially
completed. It also includes a number of actions to improve
operational efficiency. Following is a summary of the status of
these actions and the cumulative cost of the plan.

Organization Structure — The corporation announced plans
to locate the management of its North American businesses
along with substantially all of its corporate staff in a single site
in suburban Chicago. Substantially all of these relocation
activities have been completed. In addition, management has
announced that it will centralize its research and development
activities for North America in a permanent site in suburban
Chicago before the end of fiscal 2009.

In Europe, the corporation continues to execute plans to
centralize management into a single location per country or
region. Each centralized location will be supported by a shared
services organization that will provide back office functions. In
addition, the corporation has taken steps to eliminate a layer
of senior level employees managing its European operations.

Portfolio Changes — The corporation disposed of certain
businesses in order to concentrate financial and management



resources on a smaller number of entities that are better
positioned for increased growth. A total of eight businesses
have been reported as discontinued operations and historical
results have been reclassified. The disposition of all of these
businesses took place in fiscal 2006 and 2007 and a
complete description of the actions taken is presented in the
notes accompanying these financial statements.

The discontinued operations which have been disposed of
provided a significant portion of the corporation's cash flow
from operating activities in fiscal 2006 and 2007. In addition,
a significant portion of the cash provided by the discontinued
operations was generated domestically, and the elimination of
this source of funding required the corporation to repatriate a
greater portion of cash generated outside of the U.S., which in
turn resulted in higher income tax expense, and cash tax
payments.

Improving Operational Efficiency — The third element of the
transformation plan involves initiatives to improve the
operational efficiency of the corporation. Key elements of this
initiative include:

Significant investments to improve information technology
systems and processes. This is primarily related to the cost of
implementing a standardized information technology platform
in the North American operations, outsourcing certain
processing functions, and re-engineering various business
processes. It is anticipated that from 2008 to 2010, the
expenditures for these information technology initiatives will
be approximately $74 million.

The corporation is conducting a review of the management
reporting and legal entities which it maintains. The objective of
this review is to rationalize the number of entities and thereby
reduce administrative and other costs. These actions may
result in charges for severance and gains or losses resulting
from the realization of amounts recognized in the cumulative
translation adjustment account.

The corporation continues to review the operational
efficiency of its manufacturing, distribution and administrative
staff functions. To date, a number of actions have been taken
to reduce the corporation's workforce and close leased and
owned facilities. In addition, the corporation has recognized
increased levels of depreciation expense as a result of
decisions to close a number of facilities, a substantial portion
of which are involved in the production of meat products in the
U.S. Exit activities taken to date are quantified and fully
described in the notes accompanying these financial
statements. It is anticipated that there will be fewer exit
activities as the corporation completes its transformation
program. As a result, the level of increased depreciation
related to the decision to close facilities should decline.

Costs and Savings — The following table summarizes the
pretax costs (income) of the above actions. Amounts related
to continuing and discontinued operations are included in this
table.

Last Six

Months

Fiscal Fiscal Fiscal

(In millions, except employee data) Total 2007 2006 2005

Continuing Operations:
Exit costs — primarily

severance $ 343 $ 107 $ 166 $ 70
Income from business
and asset dispositions (119) (12) (80) (27)
Transformation activities:
Information technology
costs 92 50 42 -
Accelerated
depreciation and
amortization 101 32 39 30
Relocation, recruiting
and retention 94 31 61 2
Consulting 43 10 27 6
Curtailment gain -
workforce reduction (28) - - (28)
Other 44 28 15 1
Impairment charges? 243 50 193 -
Discontinued operations:
Transformation and exit
activities 66 - 13 53
Impairment charges 744 - 394 350
Curtailment gain (11) - (11) -
Gains on sale of
businesses/other (471) (5) (466) -
Total $1,141 $ 291 $ 393 $ 457

Employees to be

terminated 6,809 2,658 2,381 1,770

Excludes $122 million of fiscal 2007 impairment charges which are unrelated to
actions undertaken as part of the transformation plan. The $122 million includes
impairment charges for beverage operations in Brazil and Austria as well as a
Household and Body Care operation in Zimbabwe.

e

The savings resulting from these actions were $160 million
and $62 million in 2007 and 2006, respectively. The
incremental benefits resulting from the ongoing exit and
business transformation activities are a significant factor in
the operating performance of the continuing businesses.
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Review of Consolidated Results of Operations — 2007
Compared With 2006

Dollar  Percent

In millions 2007 2006 Change Change
Net sales $12,278 $11,460 $818 7.1%
Increase/(decrease) in

net sales from

Changes in foreign

currency exchange

rates $ - $§ (312) $312
Acquisitions/

dispositions 134 54 80

Total $ 134 $ (258) $392
Operating income $ 556 $ 422 $134 31.9%

Increase/(decrease) in
operating income from

Receipt of contingent
sale proceeds $ 120 $ 114 $ 6

Changes in foreign
currency exchange

rates - (39) 39
Exit activities, asset
and business
dispositions (95) (86) (9)
Transformation
restructuring charges (119) (159) 40
Accelerated
depreciation (32) (39) 7
Impairment charges (172) (193) 21
Hurricane losses - (5) 5
Change in vacation policy - 14 (14)
Acquisitions/dispositions 4 8 (4)
Total $ (294) $ (385) $ 91

Net Sales — Consolidated net sales increased $818 million, or
7.1%, in 2007 over 2006, to $12,278 million. Changes in
foreign currency, particularly in the European euro and British
pound, increased reported net sales by 2.9%, or $312 million.
The net impact of acquisitions and dispositions in 2007
versus 2006 increased net sales by $80 million, or 0.6%. The
remaining net sales increase was $426 million, or 3.6%. Each
business segment reported higher net sales versus the prior
year — the majority of the sales increase was driven by higher
net sales in the North American Retail Meats, International
Beverage and Household and Body Care business segments,
resulting primarily from higher volumes and an improved sales
mix. See the discussion of operating results by business
segment for further details on each of the business segments.

Unit Volumes - Unit volumes in the North American Retail
Meats segment increased 1%, as increases in the U.S. in both
retail and commodity meats were partially offset by declines in
Mexico. In the North American Retail Bakery segment, unit
volumes declined 4% as declines in unbranded fresh bread
products were only partially offset by increases in frozen
bakery products and single serve retail coffee products. Unit
volumes for branded fresh bakery products were unchanged.
Unit volumes declined 2% in the Foodservice segment as
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declines in beverage and bakery products offset higher unit
sales of meat products. In the International Beverage
segment, unit volumes increased 2% with increases in Brazil
and the retail and foodservice channels in Europe. In the
International Bakery segment, unit volumes increased 2% with
higher volumes in fresh and refrigerated dough products in
Europe and in Australia. The unit volumes for the four core
categories of the Household and Body Care segment
increased 6% in 2007, with growth in each category — body
care, shoe care, air care and insecticides.

Gross Margin Percent — The gross margin percent for the
corporation declined by 0.2% in 2007, from 38.7% in 2006 to
38.5% in 2007. The gross margin percent declined in each
business segment with the exception of North American Retail
Bakery, which was up 0.2%. The gross margin percent was
negatively impacted by higher commodity and energy costs
and inflation, which was partially offset by price increases.

Selling, General and Administrative Expenses —

Dollar Percent
In millions 2007 2006 Change Change
SG&A expenses in the
business segment results:
Media advertising and
promotion $ 581 $ 539 $ 42 7.9%
Other 3,035 2,925 110 3.8
Total business segments 3,616 3,464 152 4.4
Amortization of identifiable
intangibles 67 62 5 8.4
General corporate expenses 340 322 18 5.5
Total $4,023 $3,848 $175 4.6%

Total selling, general and administrative (SG&A) expenses
increased $175 million, or 4.6%, in 2007 over the prior year.
Changes in foreign currency exchange rates, primarily in the
European euro, increased SG&A expenses by $119 million, or
3.2%. Therefore, the remaining increase in SG&A expenses
was $56 million, or 1.4%. Measured as a percent of sales,
SG&A expenses decreased from 33.6% in 2006 to 32.8% in
2007. SG&A expenses as a percent of sales declined in each
of the business segments with the exception of North
American Retail Meats and International Beverage.

Each of the corporation’s business segments experienced
costs related to the corporation’s transformation activities.
Transformation expenses are recognized in SG&A expenses in
the business segments and in general corporate expenses and
generally include accelerated depreciation on facilities that will
be exited, relocation and recruiting expenses related to the
centralization of the corporation’s management team and costs
associated with the disposition of various businesses.



Total SG&A expenses reported in the business segments
increased by $152 million, or 4.4%, between 2006 and 2007,
primarily due to higher media advertising and promotion
expenditures, higher distribution and selling costs and the
impact of changes in foreign currency partially offset by the
benefits of cost savings initiatives and lower costs associated
with the corporation’s transformation program. Amortization of
intangibles increased by $5 million in 2007 versus 2006.
General corporate expenses, which are not allocated to the
individual business segments, increased by $18 million, or
5.5%, primarily due to unfavorable foreign currency results,
partially offset by lower transformation expenses and a
decrease in corporate office and administrative expenses.

As more fully described in Note 4 to the Consolidated
Financial Statements, “Discontinued Operations,” the
corporation has reported its U.K. Apparel business as a
discontinued operation. The corporation’s sale of the U.K.
Apparel business resulted in the corporation retaining the
pension plan for its U.K. employees and its related liabilities
and certain other liabilities for workers’ compensation claims.
As a result, the corporation reflects the net periodic pension
costs associated with these plans in general corporate
expenses in all periods presented. Pension expense related to
these U.K. pension plans increased by $6 million in 2007
versus 2006.

Transformation Actions and Other Significant Items — The
reported results for 2007 and 2006 reflect amounts
recognized for actions associated with the corporation’s
ongoing business transformation program and other significant
amounts. These amounts include the following;:

Business Transformation Costs — These include costs to
retain and relocate existing employees, recruit new
employees, third-party consulting costs associated with
transformation efforts and incremental depreciation costs
associated with decisions to close facilities at dates sooner
than originally anticipated. In addition, the business
transformation effort has resulted in the corporation
eliminating certain employee benefits that has reduced costs
and positively impacted reported results.

Impairment Charges — These costs are included on a
separate line of the Consolidated Statements of Income and
represent charges for the impairment of fixed assets,
intangibles assets, goodwill and investments held by the
corporation. During 2007 and 2006, impairment charges were
recognized in the North American Retail Meats, North
American Retail Bakery, International Beverage, International
Bakery and Household and Body Care segments. Additional
details regarding these impairment charges are discussed
below and in Note 3 to the Consolidated Financial Statements,
titled “Impairment Charges.”

Exit Activities, Asset and Business Dispositions — These
costs are reported on a separate line in the Consolidated
Statements of Income. Exit activities primarily relate to
charges taken to recognize severance actions approved by the
corporation’s management and the exit of leased facilities or
other contractual arrangements. Asset and business
disposition activities include costs associated with separating
businesses targeted for sale and preparing financial
statements for these businesses, as well as gains and losses
associated with the disposition of asset groups that do not
qualify for discontinued operations reporting.

Storm Costs — Operating results were negatively impacted
in 2006 as a result of Gulf Coast hurricane damages.

The following is a summary of the transformation actions
and other significant items that have impacted 2007 and
2006.

In millions 2007 2006
Cost of sales

Accelerated depreciation $ 31 $ 30

Hurricane losses - 2

Transformation costs 10 5
Selling, general and administrative expenses

Impairment charges 172 193

Transformation costs 109 154

Accelerated depreciation 1 9

Hurricane losses - 3

Change in vacation policy - (14)
Charges for (income from)

Exit activities 107 166

Asset and business dispositions (12) (80)
Impact on income from continuing operations

before income taxes 418 468
Income tax benefit (116) (166)
Impact on income from continuing operations $302 $ 302

The costs (income) of the above actions on the corporation’s
business segments and amortization expense are summarized

as follows:
In millions 2007 2006
North American Retail Meats $113 $ 48
North American Retail Bakery 48 208
Foodservice 11 20
International Beverage 139 16
International Bakery 18 44
Household and Body Care 17 28
Impact on the business segments 346 364
General corporate expenses 72 104
Impact on income from continuing operations
before income taxes $418 $468
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2007 - The amount recognized in “Cost of sales,” as noted in
the table above, consists of $31 million of accelerated
depreciation on facilities and equipment targeted for disposal
in the North American Retail Meats, North American Retail
Bakery, Foodservice, International Beverage and Household
and Body Care segments and $10 million of other
transformation expenses. The amounts recognized in “Selling,
general and administrative expenses” include impairment
charges of $172 million to recognize the impairment of
goodwill and certain owned and licensed trademarks in the
International Beverage segment, plant and equipment in the
North American Retail Meats segment, trademarks in the
North American Retail Bakery segment and an investment in
the Household and Body Care segment, a charge of $109
million for actions related to the corporation’s transformation
plan, and a $1 million charge for accelerated depreciation.
The corporation recognized a $95 million charge related to exit
activities, asset and business dispositions during 2007. The
$95 million charge consists of a $107 million charge for exit
activities and a net $12 million of income related to asset and
business dispositions. The $107 million charge for exit
activities consists of a $99 million charge for management’s
approved actions related to the termination of 2,658
employees, a $13 million charge for the exit of certain
noncancelable lease and other contractual obligations, a $1
million charge related to the abandonment of certain
capitalized software, partially offset by $6 million of exit
activities that were completed for amounts more favorable
than originally estimated. The $12 million of income from
asset and business dispositions includes a $23 million gain
primarily related to the disposition of an office building and a
manufacturing and administrative facility. This gain was
partially offset by a $11 million charge for costs associated
with the disposition of businesses. The net impact of these
actions was to decrease income from continuing operations
before income taxes and income from continuing operations
by $418 million and $302 million, respectively, and reduce
diluted EPS by $0.41.

As noted above, the corporation recognized pretax
impairment charges of $172 million in 2007, which includes a
pretax charge to recognize the impairment of $92 million of
goodwill and $26 million of trademarks in the International
Beverage segment, $34 million of property in the North
American Retail Meats segment, $16 million of trademarks in
the North American Retail Bakery segment and the impairment
of $4 million related to an investment in Zimbabwe.

As part of the corporation’s annual impairment review, the
corporation also concluded that it was reasonably likely that
certain other reporting units may become impaired in future
periods. The term “reasonably likely” refers to an occurrence
that is more than remote but less than probable in the
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judgment of management. These reporting units include a
bakery operation in Europe with $454 million of goodwill, a
meat business in Mexico with $23 million of goodwill and a
beverage business in Poland with $70 million of goodwill.
While the fair value of these operations or brands either
approximates or exceeds the carrying value at the present
time and management does not believe that impairment is
probable, the performance of these businesses and brands
requires continued improvement in future periods to sustain
their carrying value. If the performance of these reporting units
and brands does not continue to improve, a future impairment
could result for a portion or all of the goodwill or trademark
amounts noted previously. The largest of these operations is
the corporation’s bakery operation in Europe with $454 million
of goodwill. The fair value of the reporting unit exceeds the
carrying value at the end of 2007. Holding the other valuation
assumptions constant, a downward shift in future operating
profits in excess of 6% across all periods from projected levels
would indicate that the carrying value of the business may be
in excess of the fair value. The amount of any impairment is
dependent on the performance of the business or brand which
is dependent upon a number of variables which cannot be
predicted with certainty.

As a result of the corporation’s transformation program,
the corporation has recognized a liability at the end of 2007 of
approximately $165 million that relates primarily to future
severance and other lease and contractual commitments. A
significant portion of the remaining accrued balance that
relates to severance matters will be paid out within the next
two years and a significant portion of the remaining accrued
balance that relates to lease and other contractual liabilities
will be paid out within the next five years.

2006 — The amount recognized in “Cost of sales,” as
noted in the previous table, consists of $30 million of
accelerated depreciation on facilities and equipment targeted
for disposal in the North American Retail Meats, North
American Retail Bakery, Foodservice, International Beverage
and Household and Body Care segments, $2 million of losses
as a result of Gulf Coast hurricanes and $5 million of other
transformation expenses. The amounts recognized in “Selling,
general and administrative expenses” include an impairment
charge of $193 million to recognize the impairment of certain
owned and licensed trademarks in the North American Retail
Bakery and International Bakery segments, a charge of $154
million for actions related to the corporation’s transformation
plan, a $9 million charge for accelerated depreciation, and $3
million of losses from Gulf Coast hurricanes, which was
partially offset by $14 million of income resulting from a
change in the corporation’s vacation policy for U.S.
employees. The corporation recognized an $86 million charge



related to exit activities, asset and business dispositions
during 2006. The $86 million charge consists of a $166
million charge for exit activities and a net $80 million of
income related to asset and business dispositions. The $166
million charge for exit activities consists of a $159 million
charge for management’s approved actions related to the
termination of 1,873 employees, a $14 million charge for the
exit of certain owned and leased facilities and the
abandonment of certain capitalized software, partially offset by
$7 million of exit activities that were completed for amounts
more favorable than originally estimated. The $80 million of
income from asset and business dispositions includes a $119
million gain related to the sale of working capital of a
European rice product line, certain European skin care and
sunscreen assets, certain assets related to the French and
Belgian Nuts and Snacks business, a minority investment in a
foreign operation and certain other asset dispositions. This
gain was partially offset by a $39 million charge to prepare
businesses for disposition. The net impact of these actions
was to decrease income from continuing operations before
income taxes and income from continuing operations by $468
million and $302 million, respectively, and reduce diluted EPS
by $0.39.

These actions are more fully described in Note 19 to the
Consolidated Financial Statements, “Exit and Disposal
Activities”. As a result of exit activities taken since the
beginning of 2005, and transformation actions taken since the
beginning of the transformation plan in 2005, the
corporation’s cost structure was reduced and efficiency was
improved. The following table summarizes the actual savings
from these actions.

Actual Actual

Savings Savings

Recognized  Recognized

In millions in 2007 in 2006

Restructuring Actions Approved in:

2005 $ 56 $35
2006 99 27
2007 5 -
$160 $62

Receipt of Contingent Sale Proceeds — The corporation
sold its European cut tobacco business in 1999. Under the
terms of that agreement, the corporation will receive an
annual cash payment of 95 million euros if tobacco continues
to be a legal product in the Netherlands, Germany and
Belgium through 2010. The legal status of tobacco in each
country accounts for a portion of the total contingency with the
Netherlands accounting for 67%, Germany 22% and Belgium
11%. If tobacco ceases to be a legal product within any of
these countries, the corporation forfeits the receipt of all
future amounts related to that country. The contingencies

associated with the 2007 and 2006 payments passed in the
first quarters of each of the respective years and the
corporation received the payments. The 2007 payment was
equivalent to $120 million and the 2006 payment was
equivalent to $114 million, based upon respective exchange
rates on the date of receipt. These amounts were recognized
in the corporation’s earnings when received and the payments
increased diluted earnings per share from continuing
operations in 2007 and 2006 by $0.16 and $0.15,
respectively, when they were recognized.

Net Interest Expense — This expense decreased by $93
million in 2007 to $137 million. The decrease was a result of
lower debt levels and higher interest income partially offset by
higher average interest rates.

Income Tax Expense — The effective tax rate on continuing
operations in 2007 and 2006 was impacted by a number of
significant items that are shown in the reconciliation of the
corporation’s effective tax rate to the U.S. statutory rate in
Note 23 to the Consolidated Financial Statements. The
corporation recognized a tax benefit on continuing operations
of $7 million in 2007, or an effective tax rate of (1.6%). The
corporation’s effective tax rate includes a tax charge of $194
million to repatriate to the U.S. the earnings of certain foreign
subsidiaries. Additionally, the effective tax rate was impacted
by net tax benefits during the year related to unusual or
infrequently occurring items. The most significant of these
items are as follows:

The corporation sold the shares of a subsidiary in the first
quarter of 2007, which resulted in a $169 million tax benefit.
Contingent tax obligations were reduced by $67 million
after statutes in multiple jurisdictions lapsed and certain

audits and reviews were completed.

After considering the lower profit expectations of a
Brazilian coffee operation, the corporation concluded that it
was necessary to adjust the valuation allowances on the
deferred tax balances in the Brazilian tax jurisdiction, which
resulted in a $27 million charge for the fiscal year.

The taxes provided on the fiscal 2006 earnings of the
corporation were reduced by $21 million, primarily as a result
of a change in the estimated cost of repatriating $1.7 billion
of cash from multiple foreign jurisdictions.

The corporation’s global mix of earnings, the tax
characteristics of the corporation’s income and the benefit
from certain foreign jurisdictions having lower tax rates also
reduced the corporation’s tax expense during the period.

In 2006, the corporation recognized tax expense of $161
million, or an effective tax rate of 83.5% as the corporation
recognized a $529 million tax charge to repatriate to the U.S.
approximately $1.7 billion of cash related to current and prior

Sara Lee Corporation and Subsidiaries 13



year earnings of certain foreign subsidiaries previously
deemed to be permanently invested. Of the $529 million
charge, $291 million relates to earnings of prior years. This
charge was partially offset by a $332 million credit related to
the favorable outcome of certain foreign tax audits and
reviews that were completed during the period and a $36
million benefit due to a change in a valuation allowance.

As a global commercial enterprise, the corporation’s tax
rate from period to period can be affected by many factors.
The most significant of these factors are changes in tax
legislation, the corporation’s global mix of earnings, the tax
characteristics of the corporation’s income, acquisitions and
dispositions and the portion of the income of foreign
subsidiaries that is expected to be remitted to the U.S. and be
taxable. It is reasonably possible that the following items can
have a material impact on income tax expense, net income
and liquidity in future periods.

The spin off of the Branded Apparel Americas/Asia
business that was completed in 2007 may result in an
increase in the corporation’s effective tax rate in future years
as the operations that were spun off had, historically, a lower
effective tax rate than the remainder of the business and
generated a significant amount of operating cash flow. The
elimination of this cash flow has required the corporation to
remit a greater portion of the future earnings of foreign
subsidiaries to the U.S. than has historically been the case
and resulted in higher levels of tax expense and cash taxes
paid.

Tax legislation in the jurisdictions in which the corporation
does business may change in future periods. While such
changes cannot be predicted, if they occur, the impact on the
corporation’s tax assets and obligations will need to be
measured and recognized in the financial statements.

Facts and circumstances may change that cause the
corporation to revise the conclusions on the ability to realize
certain net operating losses and other deferred tax attributes.

The corporation’s tax returns are routinely audited and
settlements of issues raised in these audits affect the
corporation’s tax expense. The corporation has ongoing audits
in the U.S. and a number of international jurisdictions. The
obligations recognized in the financial statements reflect the
probable finalization of anticipated worldwide audits. In
addition, the corporation believes that it has sufficient cash
resources to fund the settlement of these audits.

Income from Continuing Operations and Diluted Earnings
Per Share (EPS) from Continuing Operations — Income from
continuing operations in 2007 was $426 million, which was
$395 million higher than the prior year. The increase in
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income from continuing operations was primarily due to the
following factors:

The gross margin increased by $291 million, due to the
favorable impacts of changes in foreign currency, savings from
continuous improvement programs and an improved product
mix, partially offset by a 0.2% decline in the gross margin
percent. The gross margin percent declined in each business
segment except North American Retail Bakery, primarily due to
the impact of higher commodity and energy prices and
competitive market conditions.

SG&A expenses in 2007 were $175 million higher than in
the comparable period of the prior year primarily due to higher
media advertising and promotion expense, higher distribution
and selling expense and the impact of changes in foreign
currency, partially offset by the benefits of cost savings
initiatives and a reduction in the cost of the corporation’s
transformation program. SG&A expenses as a percent of sales
decreased from 33.6% in 2006 to 32.8% in 2007.

The corporation recognized a $172 million and $193
million pretax impairment charge in 2007 and 2006,
respectively. In addition, net charges for exit activities, asset
and business dispositions in 2007 and 2006 were $95 million
and $86 million, respectively. In total, charges for
impairments, exit activities, asset and business dispositions
in 2007 were $12 million less than in 2006.

The corporation recognized $6 million more of contingent
sale proceeds from a prior disposition in 2007 than in 2006
due to changes in foreign currency.

Net interest expense decreased by $93 million in 2007
due to a decrease in average borrowing levels and higher
interest income.

Income tax expense decreased by $168 million in 2007
versus 2006.

Diluted EPS from continuing operations increased from
$0.04 in 2006 to $0.57 in 2007. The increase in diluted EPS
from continuing operations in 2007 was favorably impacted by
lower average shares outstanding during 2007 compared to
2006. During 2007, the corporation repurchased 42 million
shares of common stock.



Discontinued Operations — This includes the results of the
corporation’s Direct Selling, U.S. Retail Coffee, European
Branded Apparel, European Nuts and Snacks, U.K. Apparel,
U.S. Meat Snacks, European Meats and Branded Apparel
Americas/Asia businesses. The following summarizes the
results of the discontinued operations for 2007 and 2006:

Dollar  Percent
In millions 2007 2006 Change Change
Net sales $901 $7,079 $(6,178) (87.3)%

Income from operations

before income taxes $92 $ 142 $ (50)
Income tax benefit (expense)

on income from operations (30) (19) (11)
Gain on sale of discontinued

operations 5 466 (461)
Income taxes on gain on sale

of discontinued operations 11 (65) 76

Net income (loss) from

discontinued operations $ 78 $ 524 $ (446)

Results of Discontinued Operations — Net sales of the
discontinued operations decreased by $6,178 million in 2007
as compared to 2006. The corporation completed the sales of
the Direct Selling, U.S. Retail Coffee, European Branded
Apparel, European Nuts and Snacks, U.K. Apparel and the
U.S. Meat Snacks businesses during 2006. Therefore, no
sales were reported in 2007 and less than 12 months of
sales were included in 2006. Additionally, the European Meats
and Branded Apparel Americas/Asia businesses were
disposed of in early 2007 and as such there were less than
12 months of sales in 2007. The income before income taxes
decreased by $49 million in 2007 as a result of there being
less than a full 12 months of results in 2007 and 2006 due to
the timing of the dispositions, as noted above. During 2006,
the corporation recognized the following pretax impairment
charges related to the discontinued operations: a $179 million
charge related to European Branded Apparel, a $44 million
charge related to U.S. Retail Coffee, a $34 million charge
related to the U.K. Apparel business, a $125 million charge
related to the European Meats business and a $12 million
charge related to the U.S. Meat Snacks business. Further
details regarding these charges can be found in Note 4 to the
Consolidated Financial Statements, “Discontinued
Operations.”

The effective tax rate of the pretax income recognized in
discontinued operations was 33.0% in 2007 and 13.2% in
2006. The tax rate in 2006 was impacted by several factors:
first, the impairment charges included $158 million of
non-deductible goodwill; second, certain of the impairment
charges and operating losses are in tax jurisdictions in which
the corporation was unable to recognize a tax benefit; and
finally, the closing of the Direct Selling sales transaction

resulted in the corporation receiving certain tax benefits in the
current period for foreign taxes incurred in 2005.

The corporation’s discontinued operations impacted the
cash flows of the corporation as summarized in the table
below.

In millions — Increase/(decrease) 2007 2006
Discontinued operations impact on:
Cash flow from operating activities $88 $ 855
Cash flow used in investing activities (35) (311)
Cash flow from (used in) financing activities (67) (567)

$(14) $ (23)

Net cash impact of discontinued operations

Cash balance of discontinued operations:

At start of period $14 $ 37
At end of period - 14

(Decrease) increase in cash of discontinued
operations

$(14) $ (23)

Gain on Sale of Discontinued Operations — The corporation
completed the disposition of the European Meats and Branded
Apparel Americas/Asia businesses in early 2007, and
completed certain postclosing adjustments related to the
completed transactions and recognized a pretax and after-tax
gain of $5 million and $16 million, respectively. The
corporation completed the sales of Direct Selling, U.S. Retail
Coffee, European Branded Apparel, U.K. Apparel, European
Nuts and Snacks and U.S. Meat Snacks businesses during
2006 and recognized a pretax and after-tax gain of $466
million and $401 million, respectively. Further details
regarding these transactions are included in Note 4 to the
Consolidated Financial Statements, “Discontinued
Operations.”

Consolidated Net Income and Diluted Earnings Per Share
(EPS) - Net income of $504 million in 2007 was $51 million,
or 9.4%, lower than reported in 2006. The decline in net
income was primarily due to the $446 million decline in
results related to the discontinued operations partially offset
by the $395 million increase in income from continuing
operations. Diluted EPS decreased from $0.72 in 2006 to
$0.68 in 2007, a decline of 5.6%.
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Operating Results by Business Segment —
2007 Compared With 2006

Operating results by business segment in 2007 compared
with 2006 are as follows:

Income From
Continuing
Operations Before

Net Sales Income Taxes

In millions 2007 2006 2007 2006
North American Retail Meats $ 2,638$ 2,534 $ 79 $ 149
North American Retail Bakery 1,998 1,871 (2) (197)
Foodservice 2,197 2,179 139 116
International Beverage 2,617 2,320 317 388
International Bakery 799 742 38 20
Household and Body Care 2,042 1,827 272 216
Total business segments 12,291 11,473 843 692
Intersegment sales (13) (13) - -
Total net sales and operating
segment income 12,278 11,460 843 692
Amortization of intangibles - - (67) (62)
General corporate expenses - - (340) (322)
Contingent sale proceeds - - 120 114
Total net sales and operating
income 12,278 11,460 556 422
Net interest expense - - (137) (230)

Net sales and income from
continuing operations before

income taxes $12,278 $11,460 $ 419 $ 192

A discussion of each business segment’s sales and operating
segment income is presented below. The change in unit
volume for each business segment that is shown in the
following tables excludes the impact of acquisitions and
dispositions, if any.

The intangible amortization in the table above relates to
trademarks and customer relationships. Software amortization
is recognized in the earnings of the segments.

General corporate expenses increased primarily due to
unfavorable foreign currency results partially offset by lower
costs associated with the transformation and lower corporate
office and administrative expenses as compared to the prior
year.
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North American Retail Meats
Dollar Percent

In millions 2007 2006 Change Change
Change in unit volume 1%
Net sales $2,638 $2,534 $104 4.1%

Increase/(decrease) in net sales from
Changes in foreign currency

exchange rates $ -$ 45 4
Acquisition/dispositions 18 - 18

Total $ 18 $ 4 $ 14
Operating segment income $ 79 $ 149 $(70) (46.8)%

Increase/(decrease) in operating
segment income from

Changes in foreign currency

exchange rates $ -$ -$ -
Exit activities, asset and business

dispositions (35) (15) (20)
Transformation charges (17) (21) 4
Impairment charge (34) -  (34)
Acquisition/dispositions (2) - (2)
Vacation accrual - 3 (3)
Accelerated depreciation (27) (15) (12)

Total $ (115)$ (48) $(67)

Unit volumes in 2007 in the North American Retail Meats segment
increased 1% as compared to 2006, consisting of increases of 4%
in the U.S. retail meats and 1% in U.S. commodity meats partially
offset by a 10% decline in Mexico.

Net sales in the North American Retail Meats segment
increased by $104 million, or 4.1%, to $2,638 million in 2007
from $2,534 million in the prior year. During 2007, the
weakening of the Mexican peso decreased reported net sales
by $4 million, or 0.2%. Sales of businesses acquired net of
business dispositions since the beginning of fiscal 2006
increased net sales by $18 million, or 0.7%. The remaining
net sales increase of $90 million, or 3.6%, was primarily due
to increases in U.S. retail unit volumes and a favorable
product mix.

The North American Retail Meats gross margin percent
decreased from 29.7% in 2006 to 29.1% in 2007, primarily
due to higher commodity and labor costs partially offset by
improved manufacturing efficiencies.

Operating segment income in the North American Retail
Meats segment declined by $70 million from $149 million in
2006 to $79 million in 2007. Changes in foreign currency
exchange rates did not have a significant impact on reported
operating segment income. The net impact of exit activities,
accelerated depreciation, transformation expenses and an
impairment charge decreased operating segment income by
$113 million in 2007, while during 2006, the corporation
recognized a net charge of $48 million from exit activities,
transformation charges, accelerated depreciation and a



change in vacation accrual. The net impact of these actions
reduced operating segment income by $65 million, or 44.5%.
The impact of businesses acquired after the beginning of
2006 decreased operating segment income by $2 million, or
0.9%. The remaining operating segment income decline was
$3 million, or 1.3%, compared to the same period of the prior
year as the favorable impact of higher volumes, an improved
product mix, savings from continuous improvement programs
and a reduction in pension, postretirement and other benefit
plan costs were offset by higher commodity costs and higher
media advertising and promotion, distribution and
administrative costs.

North American Retail Bakery

Dollar  Percent

In millions 2007 2006 Change Change
Change in unit volume (4)%
Net sales $1,998 $1,871 $127 6.8%
Increase/(decrease) in net

sales from

Acquisitions $ 106 $ - $106
Operating segment loss $ (2) $(197) $195 99.1%
Increase/(decrease) in

operating segment loss

from

Exit activities, asset and

business dispositions $ (8 $ (1 $ (1)

Transformation charges (21) (18) (3)

Impairment charge (16) (179) 163

Curtailment gain - - -

Acquisitions 7 - 7

Vacation accrual - 3 (3)

Accelerated depreciation (3) (7) 4

Total $ (41) $ (208) $167

The North American Retail Bakery segment also includes the

results of the corporation’s Senseo retail coffee business in
the U.S.

Net unit volumes in the North American Retail Bakery
segment declined 4% during 2007, primarily as a result of a
decline in unbranded U.S. fresh bread business, particularly
with certain private label customers, which was partially offset
by increases in sales of frozen bakery products.

Net sales in the North American Retail Bakery segment
increased $127 million, or 6.8%, over the comparable prior
year period. Acquisitions completed after the start of fiscal
2006 increased sales by $106 million, or 5.7%, during the
period. The remaining increase in net sales of $21 million, or
1.1%, was primarily attributable to certain selling price
increases to offset higher costs, which was partially offset by
lower unit volumes.

The gross margin percent in the North American Retail
Bakery segment increased 0.2% from 46.2% in 2006 to 46.4%
in 2007, as higher pricing, savings from continuous
improvement programs and an improved product mix were only
partially offset by higher costs for commodities and employee
costs.

The North American Retail Bakery segment reported an
operating segment loss of $2 million in 2007 as compared to
a loss of $197 million in 2006. Both 2007 and 2006 were
impacted by some or all of the following: an impairment
charge, exit activities, transformation expenses, accelerated
depreciation, and a change in an employee vacation policy as
shown in the previous table. In 2007, the North American
Retail Bakery segment recognized total expenses of $48
million for impairment charges, exit activities, transformation
expenses and accelerated depreciation, while in 2006, the
segment recognized $208 million of net charges from the
combination of an impairment charge, exit activities,
transformation expenses, accelerated depreciation and a
change in vacation accrual. The net impact of these items in
2007 versus 2006 increased operating segment income by
$160 million. Operating segment income in 2007 increased by
$7 million related to income from acquisitions after the start
of fiscal 2006. The remaining operating segment income
increase of $28 million was primarily attributable to improved
pricing and product mix, the benefits of continuous
improvement programs, lower media advertising and
promotion spending, and a reduction in pension and
postretirement benefit plan costs partially offset by higher
commodity and labor costs.

Foodservice
Dollar Percent

In millions 2007 2006 Change Change
Change in unit volume (2)%
Net sales $2,197 $2,179 $18 0.8 %

Increase/(decrease) in net sales
from

Changes in foreign currency
exchange rates $

-$ (1 s$1
$ 139 $ 116 $23 20.2%

Operating segment income

Increase/(decrease) in operating
segment income from

Changes in foreign currency

exchange rates $ -$ - $ -
Exit activities, asset and business

dispositions (7) (8) 1
Transformation charges (3) (8) 5
Hurricane losses - (5) 5
Vacation accrual - 4 (4)
Accelerated depreciation (1) (4) 3

Total $ (11)$ (21) s10
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Net unit volumes in the Foodservice segment declined 2%
during the period as increases for meat products were offset
by declines in beverage and bakery products.

Net sales in the Foodservice segment increased $18
million, or 0.8% over the comparable prior year period.
Changes in foreign currency, primarily the Canadian dollar,
increased net sales by $1 million. There were no acquisitions
or dispositions that impacted net sales during the period. The
remaining net sales increase of $17 million, or 0.8%, was
primarily due to certain price increases to cover higher
commodity costs.

The gross margin percent in the Foodservice segment
decreased 0.9%, from 27.2% in 2006 to 26.3% in 2007,
primarily from higher commodity and employee costs, partially
offset by certain price increases and savings from continuous
improvement programs.

Operating segment income in the Foodservice segment
increased by $23 million, or 20.2%, from $116 million in
2006 to $139 million in 2007. In 2007, exit activities,
transformation expenses and accelerated depreciation totaled
$11 million, while in 2006, the segment reported a net charge
of $21 million for exit activities, transformation expenses,
accelerated depreciation, hurricane losses and a change in
vacation accrual. The net impact of these items increased
operating segment income by $10 million, or 8.6%. The
remaining operating segment income increased by $13
million, or 11.5%, primarily from the savings from continuous
improvement initiatives, higher pricing and a reduction in
pension and postretirement benefit plan costs partially offset
by higher commodity costs.

International Beverage

Dollar  Percent
In millions 2007 2006 Change Change
Change in unit volume 2%
Net sales $2,617 $2,320 $297 128 %
Increase/(decrease) in net sales
from
Changes in foreign currency
exchange rates $ - $(162) $ 162
Dispositions - 51 (51)

Total $ - $(111) $ 111
Operating segment income $ 317 $ 388 $ (71) (18.4)%
Increase/(decrease) in operating

segment income from
Changes in foreign currency

exchange rates $ - $ (28)$ 28
Exit activities, asset and

business dispositions (12) 3 (15)
Transformation charges (8) (16) 8
Impairment charges (118) - (118)
Dispositions - 8 (8)
Accelerated depreciation (1) (3) 2

Total $ (139) $ (36) $(103)
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Net unit volumes in the International Beverage segment
increased 2% compared to the prior year period, as unit
volumes for retail coffee products increased 2% while
foodservice coffee unit volumes increased less than 1%.
Roast and ground coffee retail unit volumes increased in both
Europe and Brazil.

Net sales in the International Beverage segment increased
by $297 million, or 12.8%, to $2,617 million in 2007. Within
the segment, the impact of foreign currency changes,
particularly in the European euro, increased reported net sales
by $162 million, or 7.6%. Dispositions completed after the
start of 2006 reduced net sales by $51 million, or 2.5%,
during the year. The remaining net sales increase of $186
million, or 7.7%, compared to the comparable period of the
prior year was primarily due to an improved product mix, higher
unit volumes and unit selling prices that increased as the
corporation passed on certain raw material cost increases to
the customer.

The gross margin percent in the International Beverage
segment decreased 0.5% from 43.5% in 2006 to 43.0% in
2007, primarily as a result of higher raw material and labor
costs that were not fully passed along to the customer in the
form of higher selling prices.

Operating segment income for the International Beverage
segment decreased $71 million, or 18.4%, to $317 million in
2007. Changes in foreign currency exchange rates increased
operating segment income by $28 million, or 7.7%. The
International Beverage segment recognized $139 million of
net charges in 2007 related to impairment charges,
transformation charges, exit activities and accelerated
depreciation, while in 2006, $16 million in charges was
recognized. The net impact of these items decreased
operating segment income by $123 million, or 31.3%. The
impact of businesses disposed of after the beginning of 2006
decreased operating segment income by $8 million, or 2.2%.
The remaining operating segment income increase was $32
million, or 7.4%, primarily from higher unit volumes, an
improved product mix and lower pension costs, partially offset
by higher selling and administrative costs and higher media
advertising and promotion expense.



International Bakery

Household and Body Care

Dollar Percent Dollar Percent
In millions 2007 2006 Change Change In millions 2007 2006 Change Change
Change in unit volume 2% Change in unit volume 6%
Net sales $799 $742 $57 7.8% Net sales $2,042 $1,827 $215 11.8%
Increase/(decrease) in net sales from Increase/(decrease) in net
Changes in foreign currency exchange sales from
rates $ - $(51) $51 . .
Changes in foreign currency
Operating segment income $ 38 $ 20 $18 91.3% exchange rates $ - $(102) $102
Increase/(decrease) in operating Acquisitions/dispositions 10 3 7
segment income from Total $ 10 $ (99) $109
Changes in foreign currency exchange N N
rates $ -$(5)$5 Operating segment income $ 272 $ 216 $ 56 25.7%
Exit activities, asset and business Increase/(decrease) in
dispositions (14) (25) 11 operating segment income
Transformation charges (4) (5) 1 from
Impairment charge - (14) 14 Changes in foreign currency
Total $(18) $(49) $31 exchange rates $ - $ (11) $ 11
Exit activities, asset and
Net unit volumes in the International Bakery segment business dispositions - (1) 1
increased 2% in 2007 as compared to 2006, with increases in Transformation charges (13) (19) 6
shipments of dough products and fresh bread in Europe and Impairment charge (4) - (4)
frozen baked goods in Australia. Accelerated depreciation - (8) 8
Net sales in the International Bakery segment increased Acquisitions/dispositions (1) - (1)
$57 million, or 7.8%, over the comparable prior year period. Total $ (18) $ (39) $ 21

There were no acquisitions or dispositions that impacted the
International Bakery segment during the period. The impact of
foreign currency changes, particularly in the European euro,
increased reported net sales by $51 million, or 7.0%. The
remaining net sales increase of $6 million, or 0.8%, was
primarily a result of the higher unit volumes and price
increases to offset certain cost increases.

The gross margin percent in the International Bakery
segment declined 1.8%, from 41.8% in 2006 to 40.0% in
2007, primarily due to an unfavorable product mix and the
impact of higher commodity costs.

Operating segment income in the International Bakery
segment increased by $18 million, or 91.3%, from $20 million
in 2006 to $38 million in 2007. The impact of changes in
foreign currency exchange rates increased operating segment
income by $5 million, or 5.8%. In 2007, the International
Bakery segment recognized $18 million of charges related to
exit activities and transformation expenses and recognized
$44 million of charges in 2006. The net impact of these
charges increased operating segment income by $26 million,
or 104.0%. The remaining decline in operating segment
income of $13 million, or 18.5%, was primarily due to an
unfavorable product mix and higher commodity, energy and
employee costs.

Unit volumes in the Household and Body Care segment for the
four core categories — shoe care, body care, air care and
insecticides — increased 6% in 2007, with increases in all four
categories.

Net sales in the Household and Body Care segment
increased $215 million, or 11.8%, in 2007 to $2,042 million.
The impact of changes in foreign currency exchange rates
increased reported net sales by $102 million, or 5.9%,
primarily due to changes in the European euro and British
pound. The impact of acquisitions, net of product lines that
had been disposed of after the start of 2006 increased net
sales by $7 million or 0.4%. The remaining net sales increase
of $106 million, or 5.5%, was primarily due to higher unit
volumes and an improved product mix.

The gross margin percent in the Household and Body Care
segment decreased 0.1%, from 49.9% in 2006 to 49.8% in
2007, primarily due to lower pricing in a competitive
marketplace and higher costs associated with new product
introductions.

Operating segment income increased $56 million, or
25.7%, to $272 million in 2007. Changes in foreign currency
exchange rates increased operating segment income by $11
million, or 5.2%. In 2007, the Household and Body Care
segment recognized $17 million of charges for transformation
costs and an impairment. During 2006, the Household and
Body Care segment recognized $28 million in charges for exit
activities, transformation costs and accelerated depreciation.
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The change in transformation charges, exit activities, an
impairment charge and accelerated depreciation between
2006 and 2007 increased operating segment income by $11
million, or 7.7%. The 2007 period included $1 million of
losses from acquisitions after the start of 2006, which
reduced operating segment income by 0.5%. The remaining
operating segment income increased by $35 million, or
13.3%, primarily from the increase in unit volumes, the
favorable impact of cost saving initiatives and a reduction in
pension costs.

Review of Consolidated Results of Operations —
2006 Compared With 2005

Dollar Percent
In millions 2006 2005 Change Change
Net sales $11,460 $11,346 $ 114 1.0 %
Increase/(decrease) in net
sales from
Changes in foreign
currency exchange rates $ - $ 114 $(114)
Acquisitions/dispositions 38 96 (58)

Total $ 38 $§ 210 $(172)
Operating income $ 422 $ 946 $(524) (55.4)%
Increase/(decrease) in

operating income from
Receipt of contingent sale

proceeds $ 114 $ 117 $ (3)
Changes in foreign

currency exchange rates - 29 (29)
Exit activities, asset and

business dispositions (86) (43) (43)
Transformation

restructuring charges (159) (9) (150)
Curtailment gain - 28 (28)
Accelerated depreciation (39) (21) (18)
Accelerated amortization

of intangibles - (9) 9
Impairment charges (193) - (193)
Hurricane losses (5) - (5)
Change in vacation policy 14 - 14
Acquisitions/dispositions 2 18 (16)

Total $ (352) $ 110 $(462)

Net Sales — Consolidated net sales increased $114 million, or
1.0%, in 2006 over 2005, to $11,460 million. Changes in
foreign currency, particularly in the European euro and British
pound, decreased reported net sales by 1.1%, or $114
million. The net impact of acquisitions and dispositions in
2006 versus 2005 reduced net sales by $58 million, or 0.5%.
The remaining net sales increase of $286 million, or 2.6%,
primarily resulted from increases in net sales in the North
American Retail Meats segment, driven by higher unit volumes
and an improved product mix; in the International Beverage
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segment, driven by an improved product mix and higher selling
prices to cover higher costs; in the Foodservice segment,
resulting from higher unit selling prices as the segment
passed along higher costs; and in the North American Retail
Bakery segment, due to higher product pricing.

Unit Volumes - Unit volumes in the North American Retail
Meats segment increased 5%, with increases coming in both
the U.S. and Mexico. Increased sales of branded fresh bread
products and the corporation’s single serve retail coffee
products were offset by declines in unbranded fresh bread and
frozen bakery products resulting in a unit volume decline of 1%
versus the prior year in the North American Retail Bakery
segment. Unit volumes were unchanged in the Foodservice
segment as declines in beverage products offset higher unit
sales of meat and bakery products. In the International
Beverage segment, unit volumes declined less than 1% as
volumes in the retail channel were unchanged and volumes in
the foodservice channel declined 1%. In the International
Bakery segment, unit volumes declined 1% as declines for
fresh and frozen products in Europe and Australia were only
partially offset by increases in dough products in Europe. The
unit volumes for the four core categories of the Household and
Body Care segment were unchanged in 2006, as growth in the
body care and shoe care categories were offset by declines in
the air care and insecticides categories.

Gross Margin Percent — The gross margin percent for the
corporation declined by 1.4% in 2006, from 40.1% in 2005 to
38.7% in 2006, as the North American Retail Meats segment
experienced higher gross margins, while the remaining
segments experienced lower gross margins. The gross margin
percent was negatively impacted by higher commodity and
energy costs, lower volumes, and an unfavorable product mix
in certain segments. The gross margin percent in the North
American Retail Meats segment increased 1.4% during the
year as the segment experienced increased unit volumes, a
favorable product mix and lower raw material commodity
costs.

Selling, General and Administrative Expenses -

Dollar Percent

In millions 2006 2005 Change Change
SG&A expenses in the

business segment results:

Media advertising and

promotion $ 539 $ 554 $(15) (2.9)%

Other 2,925 2,812 113 4.0
Total business segments 3,464 3,366 98 2.9
Amortization of identifiable

intangibles 62 67 (5) (7.8)
General corporate expenses 322 246 76 31.1

Total $3,848 $3,679 $169 4.6%




Total selling, general and administrative (SG&A) expenses
increased $169 million, or 4.6%, in 2006 over the prior year.
Changes in foreign currency exchange rates, primarily in the
European euro, decreased SG&A expenses by $49 million, or
1.4%. Therefore, the remaining increase in SG&A expenses
was $218 million, or 6.0%. Measured as a percent of sales,
SG&A expenses increased from 32.4% in 2005 to 33.6% in
2006. SG&A expenses as a percent of sales increased in
each of the business segments with the exception of
International Beverage.

Each of the corporation’s business segments experienced
costs related to the corporation’s transformation activities.
Transformation expenses are recognized in SG&A expenses in
the business segments and in general corporate expenses
and generally include accelerated depreciation on facilities
that will be exited, relocation and recruiting expenses related
to the centralization of the corporation’s management team
and costs associated with the disposition of various
businesses.

Total SG&A expenses reported in the business segments
increased by $98 million, or 2.9%, between 2005 and 2006,
primarily due to costs associated with the corporation’s
transformation program. Amortization of intangibles decreased
by $5 million in 2006 versus 2005. General corporate
expenses, which are not allocated to the individual business
segments, increased by $76 million, or 31.1%, primarily due to
higher transformation expenses, a $16 million increase in
corporate office and administrative expenses and $20 million of
non-recurring income in the prior year related to the favorable
resolution of a withholding tax obligation partially offset by
favorable foreign currency results as compared to the prior year.

As more fully described in Note 4 to the Consolidated
Financial Statements, “Discontinued Operations,” the
corporation has reported its U.K. Apparel business as a
discontinued operation. The corporation’s sale of the U.K.
Apparel business resulted in the corporation retaining the
pension plan for its U.K. employees and its related liabilities
and certain other liabilities for workers’ compensation claims.
As a result, the corporation has recognized the service costs
related to these retained plans in the operations of the
discontinued business and the remaining net periodic pension
costs associated with these plans in general corporate
expenses in all periods presented.

Transformation Actions and Other Significant Items — The
reported results for 2006 and 2005 reflect amounts
recognized for actions associated with the corporation’s
ongoing business transformation program and other significant
amounts. These amounts include the following;:

Business Transformation Costs — These include costs to
retain and relocate existing employees, recruit new

employees, third-party consulting costs associated with
transformation efforts and incremental depreciation costs
associated with decisions to close facilities at dates sooner
than originally anticipated. In addition, the business
transformation effort has resulted in the corporation
eliminating certain employee benefits that has reduced costs
and positively impacted reported results.

Impairment Charges — These costs are included on a
separate line of the Consolidated Statements of Income and
in 2006 represent charges for the impairment of intangible
assets in the North American Retail Bakery and International
Bakery segments. The corporation has focused marketing
support on a fewer number of larger brands and plans to exit
certain other brands. The corporation conducted impairment
reviews for the trademarks utilized in these segments and
recognized impairment charges during 2006. Additional details
regarding these impairment charges are discussed below and
in Note 3 to the Consolidated Financial Statements, titled
“Impairment Charges.”

Exit Activities, Asset and Business Dispositions — These
costs are reported on a separate line in the Consolidated
Statements of Income. Exit activities primarily relate to
charges taken to recognize severance actions approved by the
corporation’s management and the exit of leased facilities or
other contractual arrangements. Asset and business
disposition activities include costs associated with separating
businesses targeted for sale and preparing financial
statements for these businesses, as well as gains and losses
associated with the disposition of asset groups that do not
qualify for discontinued operations reporting.

Storm Costs — Operating results were negatively impacted
in 2006 as a result of Gulf Coast hurricane damages.
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The following is a summary of the transformation and other
significant items that have impacted 2006 and 2005.

In millions 2006 2005
Cost of sales

Accelerated depreciation $ 30 $21

Hurricane losses 2 -

Transformation costs 5 -

Curtailment gain from bakery workforce reduction - (28)
Selling, general and administrative expenses

Impairment charges 193 -

Accelerated depreciation and amortization of

intangibles 9 9

Transformation charges 154 9

Hurricane losses 3 -

Change in vacation policy (14) -
Charges for (income from)

Exit activities 166 70

Asset and business dispositions (80) (27)
Impact on income from continuing operations before

income taxes 468 54
Income tax benefit (166) (14)
Impact on income from continuing operations $302 $40

The costs (income) of the above actions on the corporation’s
business segments and amortization expense are summarized
as follows:

In millions 2006 2005
North American Retail Meats $ 48 $(31)
North American Retail Bakery 208 (6)
Foodservice 20 (2)
International Beverage 16 32
International Bakery 44 5
Household and Body Care 28 9
Impact on the business segments 364 7
General corporate expenses 104 38
Accelerated amortization of intangibles - 9
Impact on income from continuing operations
before income taxes $468 $ 54

2006 - The amount recognized in “Cost of sales,” as noted in
the table above, consists of $30 million of accelerated
depreciation on facilities and equipment targeted for disposal
in the North American Retail Meats, North American Retail
Bakery, Foodservice, International Beverage and Household
and Body Care segments, $2 million of losses as a result of
Gulf Coast hurricanes and $5 million of other transformation
expenses. The amounts recognized in “Selling, general and
administrative expenses” include an impairment charge of
$193 million to recognize the impairment of certain owned
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and licensed trademarks in the North American Retail Bakery
and International Bakery segments, a charge of $154 million
for actions related to the corporation’s transformation plan, a
$9 million charge for accelerated depreciation, and $3 million
of losses from Gulf Coast hurricanes, which was partially
offset by $14 million of income resulting from a change in the
corporation’s vacation policy for U.S. employees. The
corporation recognized an $86 million charge related to exit
activities, asset and business dispositions during 2006. The
$86 million charge consists of a $166 million charge for exit
activities and a net $80 million of income related to asset and
business dispositions. The $166 million charge for exit
activities consists of a $159 million charge for management’s
approved actions related to the termination of 1,873
employees, a $14 million charge for the exit of certain owned
and leased facilities and other assets, partially offset by $7
million of exit activities that were completed for amounts more
favorable than originally estimated. The $80 million of income
from asset and business dispositions includes a $119 million
gain related to the sale of working capital of a European rice
product line, certain European skin care and sunscreen
assets, certain assets related to the French and Belgian Nuts
and Snacks business, a minority investment in a foreign
operation and certain other asset dispositions. This gain was
partially offset by a $39 million charge to prepare businesses
for disposition. The net impact of these actions was to
decrease income from continuing operations before income
taxes and income from continuing operations by $468 million
and $302 million, respectively, and reduce diluted EPS by
$0.39.

2005 - The following is a summary of the actions that
impacted the corporation in 2005. The amount recognized on
the line titled “Cost of sales,” as noted in the previous table
above, consists of a $28 million curtailment gain from the
termination of certain North American Retail Bakery
employees, which was partially offset by a $21 million charge
for accelerated depreciation on certain facilities and
equipment to be disposed of in the North American Retail
Bakery, Foodservice and Household and Body Care segments.
SG&A expenses include an $18 million net charge, which
includes a $9 million charge for accelerated amortization for
the cost to abandon certain North American Retail Bakery
intangible assets and a $9 million charge for transformation
costs. The line titled “Net charges for exit activities, asset and
business dispositions” includes a $43 million net charge that
consists of the following components: $70 million net charge
for certain exit activities and a net $27 million gain from
certain asset and business disposition actions. The $70
million charge for exit activities includes the following
components: a $73 million charge relates to certain
severance actions related to the planned termination of 739



employees, a $6 million charge relates to certain lease exit
and other contractual costs and $9 million of income relates
to certain exit activities that were completed for amounts more
favorable than originally estimated. The $27 million net gain
from asset and business disposition actions includes the
following components: $61 million of income relates to the
disposition of trademarks and working capital related to a
noncore skin care product line, certain trademarks and other
assets of the corporation’s canned meats business and
income from prior business dispositions. Partially offsetting
these amounts is a $34 million charge related to the costs of
evaluating certain asset and business dispositions. The net
impact of these actions was to decrease income from
continuing operations before income taxes and income from
continuing operations by $54 million and $40 million,
respectively, which reduced diluted earnings per share from
continuing operations during the period by $0.05 per share.

Receipt of Contingent Sale Proceeds — The corporation
sold its European cut tobacco business in 1999. Under the
terms of that agreement, the corporation will receive an
annual cash payment of 95 million euros if tobacco continues
to be a legal product in the Netherlands, Germany and
Belgium through 2010. The legal status of tobacco in each
country accounts for a portion of the total contingency with the
Netherlands accounting for 67%, Germany 22% and Belgium
11%. If tobacco ceases to be a legal product within any of
these countries, the corporation forfeits the receipt of all
future amounts related to that country. The contingencies
associated with the 2006 and 2005 payments passed in the
first quarters of each of the respective years and the
corporation received the payments. The 2006 payment was
equivalent to $114 million and the 2005 payment was
equivalent to $117 million based upon respective exchange
rates on the date of receipt. These amounts were recognized
in the corporation’s earnings when received and the payments
increased diluted earnings per share from continuing
operations in both 2006 and 2005 by $0.15 when they were
recognized.

Net Interest Expense — This expense increased by $30
million in 2006, to $230 million. The increase was a result of
higher average interest rates on outstanding debt and a $10
million decrease in interest income due in part to the
corporation’s repatriation of cash from foreign jurisdictions in
early 2006. These funds had previously been invested in
short-term investments.

Income Tax Expense — The effective tax rate on continuing
operations in 2006 and 2005 was impacted by a number of
significant items that are shown in the reconciliation of the

corporation’s effective tax rate to the U.S. statutory rate in
Note 23 to the Consolidated Financial Statements, titled
“Income Taxes.” The corporation recognized tax expense on
continuing operations of $161 million in 2006, or an effective
tax rate of 83.5%, which was impacted by a number of
significant items. The most significant of these items are as
follows:

The corporation recognized a $529 million tax expense as
a result of the decision to repatriate approximately $1.7 billion
of cash related to current and prior years earnings of certain
foreign subsidiaries for which repatriation was considered to
be indefinitely postponed. Of the $529 million charge, $291
million relates to earnings of prior years.

The corporation completed during the period certain
foreign tax audits and reviews and recognized a benefit of
$332 million during the period.

In 2005, the corporation recognized tax expense of $131
million or an effective tax rate of 17.6%. This tax expense
includes a $228 million charge to repatriate earnings of
certain foreign subsidiaries of the corporation, of which $48
million related to the repatriation of income from certain
controlled foreign corporations under the American Jobs
Creation Act of 2004. The charge for the repatriation of
earnings was partially offset by a $185 million tax benefit
related to the finalization of certain foreign tax audits and
reviews.

Income from Continuing Operations and Diluted Earnings
Per Share (EPS) from Continuing Operations — Income from
continuing operations in 2006 was $31 million, which was
$584 million, or 94.8%, less than the prior year. The decline
in income from continuing operations was primarily due to the
following factors:

The corporation’s gross margin declined by $116 million,
primarily as a result of higher commodity costs related to
coffee products and higher energy costs. This resulted in a
lower gross profit margin percent.

SG&A expenses in 2006 increased by $169 million over
the comparable period of the prior year primarily due to costs
associated with the corporation’s transformation plan and
higher distribution costs primarily related to higher energy and
employee costs. SG&A expenses as a percent of sales
increased from 32.4% in 2005 to 33.6% in 2006.

In 2006, the corporation recognized a charge of $86
million for exit activities, asset and business dispositions,
while in 2005, the corporation recognized a charge of $43
million.

In 2006, the corporation recognized an impairment charge
of $193 million related to certain intangible assets in the North
American Retail Bakery and International Bakery segments.
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The corporation recognized $3 million less of contingent
sale proceeds from a prior disposition in 2006 than in 2005.

Due to an increase in average borrowing rates and lower
interest income, net interest expense increased by $30 million
in 2006.

Income tax expense increased by $30 million in 2006
versus 2005.

Diluted EPS from continuing operations decreased from
$0.77 in 2005 to $0.04 in 2006, a decrease of 94.8%.
Diluted EPS in 2006 was favorably impacted by lower average
shares outstanding in 2006 than in 2005. During 2006, the
corporation repurchased 30.1 million shares of common
stock.

Discontinued Operations — This includes the results of the
corporation’s Direct Selling, U.S. Retail Coffee, European
Branded Apparel, European Nuts and Snacks, U.K. Apparel,
U.S. Meat Snacks, European Meats and Branded Apparel
Americas/Asia businesses. The following summarizes the
results of the discontinued operations for 2006 and 2005:

Dollar  Percent
In millions 2006 2005 Change Change
Net sales $7,079 $8,380 $(1,301) (15.5)%

Income from operations

year period; and the European Meats business reported lower
profitability during the period. These declines were partially
offset by the Branded Apparel Americas/Asia business, which
reported higher income in 2006. During 2006, the corporation
recognized the following pretax impairment charges: a $179
million charge related to European Branded Apparel, a $44
million charge related to U.S. Retail Coffee, a $34 million
charge related to the U.K. Apparel business, a $125 million
charge related to the European Meats business and a $12
million charge related to the U.S. Meat Snacks business.
Further details regarding these charges can be found in Note 3
to the Consolidated Financial Statements, titled “Impairment
Charges.”

The effective tax rate of the pretax income recognized in
discontinued operations in 2006 of 13.2% was due to several
factors: first, the impairment charges included $158 million of
non-deductible goodwill; second, certain of the impairment
charges and operating losses are in tax jurisdictions in which
the corporation cannot recognize a tax benefit; and finally, the
closing of the Direct Selling sale transaction resulted in the
corporation receiving certain tax benefits in the current period
for foreign taxes incurred in 2005.

The corporation’s discontinued operations impacted the
cash flows of the corporation as summarized in the table
below.

before income taxes $ 142 $ 243 $ (101) In millions — Increase/(decrease) 2006 2005
Income tax expense on Discontinued operations impact on:

income from operations (19) (139) 120 Cash flow from operating activities $ 855 § 822
Gain on 5_"‘“3 of discontinued Cash flow used in investing activities (311) (102)

operations 466 - 466 Cash flow from (used in) financing activities (567) (718)
Income taxes on gain on .

sale of discontinued Effect of foreign exchange rates on cash (6)

operations (65) - (65) Net cash impact of discontinued operations $(23) $ (4
Net income (loss) from Cash balance of discontinued operations:

discontinued operations $ 524 $ 104 $ 420 At start of period s 37 § a1

. . . At end of period 14 37

Results of Discontinued Operations — Net sales of the © ¥ - b of di F—

) . . - ecrease) increase in cash of discontinue
discontinued operations decreased by $1,301 million, or operations $(23) § (4)

15.5%, in 2006 as compared to 2005. The corporation
completed the sales of the Direct Selling, U.S. Retail Coffee,
European Branded Apparel, European Nuts and Snacks, U.K.
Apparel and the U.S. Meat Snacks businesses during 2006.
Therefore, 12 months of comparable sales were not included
in 2006. Additionally, the remaining two businesses reported
in discontinued operations, Branded Apparel Americas/Asia
and European Meats, reported lower sales in 2006 as
compared to 2005. The income before income taxes
decreased by $101 million in 2006, as the corporation
recognized $394 million of impairment charges in 2006, which
was $44 million higher than the impairment charges in the
prior year; certain businesses have been sold and a full 12
months of results are therefore not included in the current
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Gain on Sale of Discontinued Operations — The corporation
completed the sales of Direct Selling, U.S. Retail Coffee,
European Branded Apparel, U.K. Apparel, European Nuts and
Snacks and U.S. Meat Snacks businesses during 2006 and
recognized a pretax and after-tax gain of $466 million and
$401 million, respectively. Further details regarding these
transactions are included in Note 4 to the Consolidated
Financial Statements, “Discontinued Operations.”

Consolidated Net Income and Diluted Earnings Per
Share - Net income of $555 million in 2006 was $164
million, or 22.7%, lower than reported in 2005. The decline in
net income was primarily due to the $584 million decline in



income from continuing operations partially offset by the net
income from discontinued operations and the gain from the
sale of discontinued operations. Diluted EPS decreased from
$0.90 in 2005 to $0.72 in 2006, a decline of 20.0%.

Operating Results by Business Segment —
2006 Compared With 2005

Operating results by business segment in 2006 compared
with 2005 are as follows:

Income From
Continuing
Operations Before

Net Sales Income Taxes
In millions 2006 2005 2006 2005
North American Retail Meats $ 2534 $ 2,440 $149 $ 179
North American Retail Bakery 1,871 1,812 (197) (4)
Foodservice 2,179 2,142 116 171
International Beverage 2,320 2,288 388 416
International Bakery 742 768 20 70
Household and Body Care 1,827 1,927 216 310
Total business segments 11,473 11,377 692 1,142
Intersegment sales (13) (31) - -
Total net sales and operating
segment income 11,460 11,346 692 1,142
Amortization of intangibles - - (62) (67)
General corporate expenses - - (322) (246)
Contingent sale proceeds - - 114 117
Total net sales and operating
income 11,460 11,346 422 946
Net interest expense - - (230) (200)

Net sales and income from
continuing operations

before income taxes $11,460 $11,346 $192 $ 746

A discussion of each business segment’s sales and operating
segment income is presented below. The change in unit
volume for each business segment that is shown in the
following tables excludes the impact of acquisitions and
dispositions, if any.

The intangible amortization in the table above relates to
trademarks and customer relationships. Software amortization
is recognized in the earnings of the segments.

General corporate expenses increased primarily due to the
costs associated with the transformation, higher corporate
office and administrative expenses, partially offset by
favorable foreign currency results as compared to the prior
year.

North American Retail Meats

Dollar Percent
In millions 2006 2005 Change Change
Change in unit volume 5%
Net sales $2,534 $2,440 $94 3.9%
Increase/(decrease) in net
sales from
Changes in foreign currency
exchange rates $ - $ (99 $ 9
Acquisition/dispositions 5 45 (40)
Total $ 5 $§ 36 $(31)
Operating segment income $ 149 $ 179 $(30) (17.0)%
Increase/(decrease) in
operating segment income
from
Changes in foreign currency
exchange rates $ - $ - $ -
Exit activities, asset and
business dispositions (15) 34 (49)
Transformation charges (21) (3) (18)
Acquisition/dispositions - 4 (4)
Vacation accrual 3 - 3
Accelerated depreciation (15) - (15)
Total $ (48) $ 35 $(83)

Unit volumes in 2006 in the North American Retail Meats
segment for processed meats increased 5% as compared to
2005, consisting of increases of 5% in the U.S. and 8% in
Mexico.

Net sales in the North American Retail Meats segment
increased by $94 million, or 3.9%, to $2,534 million in 2006
from $2,440 million in the prior year. During 2006, the
strengthening of the Mexican peso increased reported net
sales by $9 million, or 0.4%. Sales of businesses acquired net
of business dispositions since the beginning of fiscal 2005
reduced net sales by $40 million, or 1.7%. The remaining net
sales increase of $125 million, or 5.2%, was primarily due to
increases in unit volumes and a favorable product mix partially
offset by certain price reductions in the U.S. market.

The North American Retail Meats gross margin percent
increased from 28.3% in 2005 to 29.7% in 2006 primarily
from the benefit of lower commodity costs and improved
manufacturing efficiencies, which were partially offset by
higher energy and packaging costs and certain price
reductions.

Operating segment income in North American Retail Meats
decreased by $30 million, or 17.0%, from $179 million in 2005
to $149 million in 2006. Changes in foreign currency exchange
rates did not have a significant impact on reported operating
segment income. The net impact of exit activities, accelerated
depreciation, transformation expenses and a change in
vacation policy decreased operating segment income by $48
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million in 2006, while during 2005, the corporation recognized
income from exit activities, net of transformation charges, of
$31 million. The net impact of these actions reduced operating
segment income by $79 million, or 49.2%. The impact of
businesses acquired and disposed of after the beginning of
2005 decreased operating segment income by $4 million, or
4.0%. The remaining operating segment income increase of
$53 million, or 35.9%, as compared to the same period of the
prior year is primarily the result of a $63 million increase in
gross margin, plus the impact of a $4 million decrease in
media advertising costs, partially offset by higher energy,
selling and administrative costs.

North American Retail Bakery

Dollar Percent

In millions 2006 2005 Change Change
Change in unit volume (1)%
Net sales $1,871 $1,812 $ 59 3.2%
Increase/(decrease) in net

sales from

Acquisitions $ 33 §$ - $ 33
Operating segment loss $(197) $ (4) $(193) NM %
Increase/(decrease) in

operating segment loss

from

Exit activities, asset and

business dispositions $ (7 S - $ (7

Transformation charges (18) (2) (16)

Impairment charges (179) - (179)

Curtailment gain - 13 (13)

Acquisition 2 - 2

Vacation accrual 3 - 3

Accelerated depreciation (7) (5) (2)

Total $ (206) $ 6 $(212)

The North American Retail Bakery segment also includes the
results of the corporation’s Senseo retail coffee business in
the U.S.

Net unit volumes in the North American Retail Bakery
segment declined 1% during 2006, primarily as a result of the
decision to exit certain lower margin U.S. fresh bread
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business, particularly with certain private label customers, and
a decline in shipments of frozen bakery products, which was
partially offset by increases in sales of branded fresh bread
products.

Net sales in the North American Retail Bakery segment
increased $59 million, or 3.2%, over the comparable prior year
period. An acquisition completed after the start of fiscal 2005
increased sales by $33 million, or 1.8%, during the period.
The remaining increase in net sales of $26 million, or 1.4%,
was primarily attributable to certain selling price increases to
partially offset higher costs and a favorable product mix.

The gross margin percent in the North American Retail
Bakery segment decreased 0.5% from 46.7% in 2005 to
46.2% in 2006, as higher pricing and improved product mix
increased the gross margin dollars, which was offset by higher
costs for energy and packaging materials and employee costs
that reduced the gross margin percent.

Operating segment income in the North American Retail
Bakery segment decreased by $193 million, from a loss of $4
million in 2005 to a loss of $197 million in 2006. Both 2006
and 2005 were impacted by some or all of the following: an
impairment charge, exit activities, transformation expenses,
accelerated depreciation, a curtailment gain and a change in
an employee vacation policy as shown in the previous table. In
2006, the North American Retail Bakery segment recognized
total expenses of $208 million for impairment charges, exit
activities, transformation expenses, accelerated depreciation
and the change in vacation policy, while in 2005, the segment
recognized $6 million of income from the combination of a
curtailment gain, transformation expenses and accelerated
depreciation. The net impact of the impairment charge, exit
activities, transformation expenses, accelerated depreciation,
curtailment gain and the vacation policy change in 2006
versus 2005 decreased operating segment income by $214
million. Operating segment income in 2006 increased by $2
million related to income from a business that was acquired
after the start of fiscal 2005. The remaining operating
segment income increase of $19 million was primarily
attributable to improved pricing and product mix that led to
higher gross margin dollars and a lower cost structure as a
result of prior restructuring actions.



Foodservice

the segment experienced a net gain of $2 million from a

Dollar Percent . . . . P
I millions 2006 2005 Change Change curtailment gain, partially offset by charges for exit activities
. . and accelerated depreciation. The net impact of these items
Change in unit volume -% . . -
decreased operating segment income by $23 million, or
0,
Net sales $2179 $2142 37 1.7% 12.4%. The impact of businesses disposed of after the
Increase/(decrease) in net beginning of 2005 decreased operating segment income by
sales from $1 million, or 0.4%. The remaining operating segment income
Changes in foreign currency declined by $31 million, or 19.2%, primarily from the impact of
exchange rates $ - $ (2 s 2 | A d hisher fuel ¢
ower gross margins and higher fuel costs.
Dispositions - 2 (2) g g g
Total $ - s - $ - International Beverage
" N Dollar  Percent
Operating segment income $ 116 $ 171 $(55) (31.9)% In millions 2006 2005 Change Change
Increase/(decrease) in Change in unit volume -%
operating segment income Net sales $2,320 $2,288 $32  1.3%
from
Changes in foreign currency Increase/(decrease) in net
exchange rates $ - s - $ - sales from
Exit activities, asset and Changes in foreign
business dispositions (8) (7 (1) currency exchange rates $ - $ 39 $(39)
Transformation charges (8) - (8) Dispositions - 20 (20)
Curtailment gain - 15 (15) Total $ - $ 59 $(59)
Disposition - 1 (1) Operating segment income $ 388 $ 416 $(28) (6.6)%
Hurri | 5 - 5
urrlc.ane osses ®) ®) Increase/(decrease) in
Vacation accrual 4 - 4 operating segment income
Accelerated depreciation (4) (6) 2 from
Total $ (21) $ 3 $(24) Changes in foreign
currency exchange rates  $ - $ 17 $(17)
Net unit volumes in the Foodservice segment were flat during . .
Exit activities, asset and
the period as increases for meats and bakery products were business dispositions 3 (29) 32
offset by declines in beverage products. Transformation charges (16) (3) (13)
Net sales in the Foodservice segment increased $37 Disposition - 3 (3)
million, or 1.7% over the comparable prior year period. Accelerated depreciation 3) - (3)
Changes in foreign currency, primarily the Canadian dollar, Total $ (16) $ (12) $ (4)

increased net sales by $2 million. The 2005 period includes
sales of $2 million from businesses that have been disposed
of after the start of 2005, which decreased net sales by 0.1%.
The remaining net sales increase of $37 million, or 1.8%, was
primarily due to certain price increases to cover higher
commodity costs.

The gross margin percent in the Foodservice segment
decreased 1.5%, from 28.7% in 2005 to 27.2% in 2006,
primarily from higher commodity, energy and employee costs,
an unfavorable sales mix and a curtailment gain that was
reflected in the prior year.

Operating segment income in the Foodservice segment
decreased by $55 million, or 31.9%, from $171 million in
2005 to $116 million in 2006. Both 2006 and 2005 were
impacted by some or all of the following: transformation and
exit activity charges, accelerated depreciation, a curtailment
gain, hurricane losses and a change in the vacation policy. In
2006, exit activities, transformation expenses, accelerated
depreciation and hurricane losses net of the impact of the
change in vacation policy totaled $21 million, while in 2005,

Net unit volumes in the International Beverage segment were
unchanged compared to the prior year period, as unit volumes
for retail coffee products were unchanged while foodservice
coffee unit volumes declined 1%. Roast and ground coffee
retail unit volumes declined in Europe but increased in Brazil.
In Europe, a continuing competitive marketplace, particularly
from private label competitors, negatively impacted unit
volumes, while in Brazil, lower prices and geographic
expansion contributed to the increase.

Net sales in the International Beverage segment increased
by $32 million, or 1.3%, to $2,320 million in 2006. Within the
segment, the impact of foreign currency changes, particularly
in the European euro, decreased reported net sales by $39
million, or 1.8%. Dispositions completed after the start of
2005 reduced net sales by $20 million, or 0.9%, during the
year. The remaining net sales increase of $91 million, or
4.0%, compared to the comparable period of the prior year
was primarily due to unit selling prices that increased as the
corporation passed on certain raw material cost increases to
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the customer and a favorable product mix.

The gross margin percent in the International Beverage
segment decreased 3.4% from 46.9% in 2005 to 43.5% in
2006 primarily as a result of higher raw material costs that
were not fully passed along to the customer in the form of
higher selling prices.

Operating segment income for the International Beverage
segment decreased $28 million, or 6.6%, to $388 million in
2006. Changes in foreign currency exchange rates decreased
operating segment income by $17 million, or 3.7%. The
International Beverage segment recognized $16 million of net
charges in 2006 related to transformation, exit activities and
accelerated depreciation, while in 2005, $32 million in
charges were recognized. The net impact of these items
increased operating segment income by $16 million, or 3.2%.
The impact of businesses disposed of after the beginning of
2005 decreased operating segment income by $3 million, or
0.6%. The remaining operating segment income decrease was
$24 million, or 5.5%, primarily from lower gross margins,
partially offset by lower media advertising and promotion, and
benefits from the corporation’s transformation actions.

International Bakery

Dollar Percent
In millions 2006 2005 Change Change
Change in unit volume (1)%
Net sales $742 $768  $(26) (3.3)%
Increase/(decrease) in net sales
from
Changes in foreign currency
exchange rates $ - $29 $(29)
Total $ - $29 $(29)
Operating segment income $20 $ 70 $(50) (72.1)%
Increase/(decrease) in operating
segment income from
Changes in foreign currency
exchange rates $ - $ 3 $(3
Exit activities, asset and
business dispositions (25) (5) (20)
Transformation charges (5) - (5)
Impairment charge (14) - (14)
Total $(44) $ (2) $(42)

Net unit volumes in the International Bakery segment declined
1% in 2006 as compared to 2005, as increases in shipments
of dough products in Europe were offset by declines in fresh
bread shipments in Europe and frozen baked goods in
Australia.

Net sales in the International Bakery segment decreased
$26 million, or 3.3%, over the comparable prior year period.
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There were no acquisitions or dispositions that impacted the
International Bakery segment during the period. The impact of
foreign currency changes, particularly in the European euro,
decreased reported net sales by $29 million, or 3.8%. The
remaining net sales increase of $3 million, or 0.5%, was
primarily a result of price increases to offset certain cost
increases and increased volumes for refrigerated dough
products.

The gross margin percent in the International Bakery
segment in 2006 declined 0.3%, from 42.1% in 2005 to
41.8% in 2006, primarily due to the impact of higher costs
and lower volumes.

Operating segment income in the International Bakery
segment decreased by $50 million, or 72.1%, from $70
million in 2005 to $20 million in 2006. The impact of changes
in foreign currency exchange rates decreased operating
segment income by $3 million, or 3.5%. In 2006, the
International Bakery segment recognized $44 million of
charges related to the impairment of intangibles, exit activities
and transformation expenses and recognized $5 million of
charges in 2005. The net impact of these charges reduced
operating segment income by $39 million, or 56.5%. The
remaining decline in operating segment income of $8 million,
or 12.1%, was primarily due to higher promotion costs and
higher energy and employee costs.

Household and Body Care

Dollar Percent
In millions 2006 2005 Change Change
Change in unit volume -%
Net sales $1,827 $1,927 $(100) (5.2)%
Increase/(decrease) in net
sales from
Changes in foreign currency
exchange rates $ - $§ 57 §$ (57)
Dispositions - 29 (29)
Total $ - & 86 $ (86)
Operating segment income $ 216 $ 310 $ (94) (30.3)%

Increase/(decrease) in
operating segment income
from
Changes in foreign currency
exchange rates $ - $ 9 $

Exit activities, asset and

(9)

business dispositions (1) 1 (2)
Transformation charges (19) (1) (18)
Accelerated depreciation (8) (9) 1
Dispositions - 10 (10)

Total $ (28) $ 10 $ (38)




Unit volumes in the Household and Body Care segment for
the four core categories — shoe care, body care, air care and
insecticides — were unchanged in 2006, as declines in air
care, due to a competitive marketplace in Europe, and
insecticides were offset by increases for body care and shoe
care products.

Net sales in the Household and Body Care segment
declined $100 million, or 5.2%, in 2006 to $1,827 million.
The impact of changes in foreign currency exchange rates
decreased reported net sales by $57 million, or 2.9%,
primarily due to changes in the European euro and British
pound. The 2005 period includes sales of $29 million from
product lines that had been disposed of after the start of
2005, which reduced net sales by 1.5%. The remaining net
sales decrease of $14 million, or 0.8%, was primarily due to
lower air care unit volumes and lower average selling prices
due to a competitive marketplace.

The gross margin percent in the Household and Body Care
segment decreased 1.7%, from 51.6% in 2005 to 49.9% in
2006, due to lower pricing in a competitive marketplace, the
decline in air care unit volumes and an unfavorable sales mix.

Operating segment income decreased $94 million, or
30.3%, to $216 million in 2006. Changes in foreign currency
exchange rates reduced operating segment income by $9
million, or 2.4%. In 2006, the Household and Body Care
segment recognized $28 million of charges for exit activities,
transformation costs and accelerated depreciation. During
2005, the Household and Body Care segment recognized $9
million in charges for accelerated depreciation, exit activities
and transformation costs. The change in transformation
charges, exit activities and accelerated depreciation between
2005 and 2006 reduced operating segment income by $19
million, or 7.0%. The 2005 period included $10 million of
income from certain product lines that were disposed of after
the start of 2005, which reduced operating segment income
by 2.5%. The remaining operating segment income declined by
$56 million, or 18.4%, primarily from the decline in unit
volumes for air care and gross margins.

Financial Condition

The corporation’s cash flow statements include amounts
related to discontinued operations through the date of
disposal. The discontinued operations had a significant impact
on the cash flows from operating, investing and financing
activities during 2007, 2006 and 2005.

Cash from Operating Activities — The cash generated from
operating activities was $492 million in 2007, $1,265 million
in 2006 and $1,349 million in 2005. The most significant
reason for the decline in cash from operating activities was

the disposition of a number of businesses which are reported
as discontinued operations as the discontinued operations
generated a substantial portion of the cash from operating
activities in 2006 and 2005.

The cash from operating activities generated by continuing
and discontinued operations is summarized in the following
table:

2007 2006 2005

Cash from operating activities:
Continuing operations $404 $ 410 $ 527
Discontinued operations 88 855 822
Total $492 61,265 $1,349

The Branded Apparel Americas/Asia and the European Meats
businesses, which were disposed of in the first quarter of
2007, generated all of the cash from operating activities
related to discontinued operations in 2007 and a significant
portion of the 2006 and 2005 amounts as well.

Changes in current assets and liabilities resulted in the
usage of $527 million of cash in 2007, versus a usage of $44
million in 2006 and $531 million in 2005. In 2007, the
primary changes in working capital which impacted cash flow
from operations were:

Accrued liabilities, other than income taxes, declined by
$270 million as cash contributions to pension and
postretirement plans exceeded the net periodic benefit costs
of the plans by $70; prior to their disposal, $29 million of
cash was used to reduce accrued liabilities of discontinued
operations; and the remainder of the reduction in accrued
liabilities resulted from cash expenditures exceeding expenses
for various operating expenses.

Accrued taxes declined by $212 million primarily as a
result of $378 million of cash tax payments.

$106 million of cash was used to pay for increases in
inventories in the corporation’s segments.

Partially offsetting the above items is an increase in
accounts payable which generated cash of $93 million.

In 2006, the corporation reduced inventories which
generated $108 million of cash, which was offset by $132
million of additional cash that was used to fund various
accrued liabilities and other current assets. In 2005, the
corporation used $531 million of cash to fund working capital
including $199 million to fund higher accounts receivable,
$331 million to fund higher payments for accrued liabilities
and accrued taxes.

Cash from Investment Activities — The corporation received
$568 million from investment activities in 2007 and $365
million in 2006, while in 2005, $232 million of cash was used
in investment activities.
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Net cash (used in) generated from investment activities is
split between continuing and discontinued as follows:

2007 2006 2005

Cash from (used in) investment activities:
$603 $676 $(130)
(35) (311) (102)

$568 $ 365 $(232)

Continuing operations
Discontinued operations

Total

A significant amount of cash was received in each period from
the disposition of businesses and assets as well as the
collection of amounts related to prior business dispositions. In
total, $1,224 million, $1,101 million and $307 million were
received in 2007, 2006 and 2005, respectively.

During 2007, the corporation completed the disposition of
Hanesbrands and the European Meats businesses. The net
assets of businesses disposed of included certain
intercompany loans payable which were paid shortly after the
businesses were disposed of. The corporation received $688
million of cash in total from the settlement of these notes
receivable — $450 million of cash received was related to the
Hanesbrands disposition and $238 million was related to the
European Meats disposition. The corporation also received
$346 million in proceeds primarily related to the disposition of
the European Meats business and received $120 million in
contingent proceeds from the sale of the corporation’s
tobacco product line. The $6 million increase in contingent
proceeds versus the prior year was due to changes in foreign
currency.

In 2006, cash proceeds from dispositions of businesses
and assets were $1,101 million. The $1,101 million received
in 2006 includes proceeds from the sale of the Direct Selling,
U.S. Retail Coffee, European Branded Apparel, European Nuts
and Snacks, U.K. Apparel and U.S. Meat Snacks businesses
that are reported in discontinued operations, the sale of
certain working capital, trademarks and assets related to
certain suncare and rice product lines, proceeds from the sale
of an investment in a foreign company and contingent sale
proceeds from the sale of the corporation’s tobacco product
line. In 2005, the corporation received $307 million in
proceeds from the sale of trademarks, working capital and
fixed assets, the largest portion of which was related to a
canned and shelf-stable meat and poultry business, and the
receipt of the contingent tobacco sale proceeds.

The corporation spent $631 million, $625 million and
$538 million for the purchase of property, equipment,
computer software and intangibles in 2007, 2006, and 2005,
respectively. The increase in 2007 and 2006 is due in part to
an increase in expenditures for certain information technology
assets and for certain costs for the corporation’s new
headquarters facility in Downers Grove, lllinois and other
facilities that are being used to centralize management. The
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corporation expects capital expenditures for property and
equipment to decline to approximately $550 million in 2008
due to lower projected expenditures related to leasehold
improvements and the purchase of certain information
technology assets.

In 2006, the corporation used $78 million of cash for the
purchase of certain businesses, the largest of which was
Butter-Krust Baking, a Mid-Atlantic fresh bread and baking
company for $53 million.

In 2007, the corporation used $647 million of cash to
invest in short-term investments and received $647 million of
cash from maturing short-term investments.

Cash From Financing Activities — Net cash used in financing
activities was $913 million in 2007, $41 million in 2006 and
$1,215 million in 2005.

Net cash (used) generated from financing activities is split
between continuing and discontinued operations in the
following table:

2007

2006 2005

Cash (used in) received from financing
activities:

$(846) $526 $ (497)
(67) (567) (718)
$(913) $ (41) $(1,215)

Continuing operations
Discontinued operations

Total

Significant items impacting the cash used in financing
activities are discussed below.

Prior to being spun off by the corporation, Hanesbrands
borrowed $2,600 million from a group of banks. Net of loan
origination fees, Hanesbrands received $2,558 million of cash
proceeds, and this amount is included in the corporation’s
borrowings of long-term debt. Using a portion of the proceeds
received from the borrowing, Hanesbrands paid a dividend of
$1,950 million to the corporation. Immediately following this
dividend, the corporation distributed to stockholders of record
one share of Hanesbrands common stock for every eight
shares of Sara Lee common stock held. A total of $650
million of cash remained on the Hanesbrands balance sheet
at the spin off date.

Including the borrowing made by Hanesbrands prior to the
spin off noted above, the corporation had total long-term
borrowings of $2,895 million during 2007 and used these
proceeds to repay short-term borrowings and maturing long-
term debt, repurchase common stock and pay dividends.

Short-Term Borrowings — During 2007, the corporation had
net repayments of short-term borrowings of $1,720 million
versus net borrowings of $1,528 million in 2006 and $178
million in 2005. In 2007, the corporation utilized a
combination of cash on hand and the proceeds from the



borrowing of long-term debt noted above to fund the
repayments in 2007.

At the end of 2006, the corporation did not utilize cash on
the balance sheet to repay outstanding notes payable
borrowings as it had done at the end of 2005. At the end of
2005, the corporation scheduled certain notes payable
obligations, primarily in the form of short-term commercial
paper, to mature prior to the end of the year. Cash on hand in
various operating units in different geographic locations was
utilized to repay these commitments when they matured. At
the beginning of the subsequent quarter, issuances of
commercial paper were made and cash was returned to the
corporation’s operating locations. Shortly before the end of
2005, using cash on hand, the corporation repaid $2,080
million of outstanding notes payable. That is, notes payable
and cash would have been higher at the end of 2005 by
$2,080 million had the cash repayments not been made. As a
result of the decision not to utilize cash on hand to repay
outstanding notes payable, the corporation had $2,231 million
of cash on the balance sheet at the end of 2006 and higher
borrowings of short-term debt are reflected in the corporation’s
cash flow statement as a financing activity.

Long-Term Borrowings — During 2007, the corporation had
net borrowings of long-term debt of $2,479 million versus net
repayments of long-term borrowings of $430 million in 2006
and $694 million in 2005. As noted above, prior to the spin
off, Hanesbrands borrowed $2,558 million, which is included
in the $2,479 million of net borrowings in 2007. In 2006 and
2005, the corporation utilized a combination of cash on hand
and short-term borrowings to repay maturing long-term debt.

Issuances of Common Stock — Cash generated from the
issuance of common stock declined from $161 million in
2005 to $27 million in 2006 and $38 million in 2007 as the
corporation eliminated the 15% discount that was offered to
employees to purchase shares through the corporation’s
employee stock purchase program and a lower current stock
price reduced the number of employee stock option exercises.

Purchases of Common Stock — The corporation expended
$686 million to repurchase shares of its common stock in
2007, versus $561 million and $396 million in 2006 and
2005, respectively. An ongoing share repurchase program is in
place that allows the repurchase of the corporation’s common
stock at times management deems appropriate, given current
market valuations. During 2007, the corporation repurchased
41.7 million shares of its common stock. At June 30, 2007,
the corporation had approximately 44.5 million shares
remaining on its existing share authorization. The corporation
intends to repurchase additional shares in 2008 with a total
value of $315 million. These repurchases will be influenced by
market conditions and other factors.

Cash Dividends — Dividends paid during 2007 were $374
million, as compared to the $605 million paid in 2006 and
$464 million paid in 2005. Due to the timing of the
corporation’s year end and the dividend payment date, three
dividend payments were included in 2005 and four payments
in 2006 and 2007. The decline in the dividends paid in 2007
versus the prior year was primarily due to the reduction in the
annual dividend rate, after the spin off of Hanesbrands, from
$0.79 per share in 2006 to $0.40 per share in 2007.

Liquidity

Notes Payable — Notes payable decreased from $1,776
million in 2006 to $33 million in 2007 as the corporation
used cash proceeds from the disposition of businesses and
cash on hand to repay notes payable. The corporation had
cash and cash equivalents on the balance sheet at the end of
2007 and 2006 of $2,520 million and $2,231 million,
respectively.

Debt and Minority Interest — The corporation’s total long-
term debt increased $62 million in 2007, to $4,234 million at
June 30, 2007, from $4,172 million at July 1, 2006, primarily
due to the impact of changes in foreign exchange rates on
foreign denominated debt.

The corporation’s total long-term debt of $4,234 million is
due to be repaid as follows: $1,431 million in 2008, $513
million in 2009, $49 million in 2010, $20 million in 2011,
$1,120 million in 2012 and $1,101 million thereafter. Of the
amounts that are due to be repaid in 2008, approximately
$881 matures in the first quarter, $6 million matures in the
second quarter, $82 million matures in the third quarter, $442
million matures in the fourth quarter and the remainder
matures throughout the year. Debt obligations due to mature
in the next year are expected to be satisfied with cash on
hand, operating cash flows or with additional borrowings.

Including the impact of swaps, which are effective hedges
and convert the economic characteristics of the debt, the
corporation’s long-term debt and notes payable consist of
60.7% fixed-rate debt as of June 30, 2007, as compared with
42.5% as of July 1, 2006. The increase in fixed-rate debt at
the end of 2007 versus the end of 2006 is due to the
repayment of a substantial portion of the corporation’s notes
payable. The corporation monitors the interest rate
environments in the geographic regions in which it operates
and modifies the components of its debt portfolio as
necessary to manage interest rate and foreign currency risks.

Pension Plans — As shown in Note 20 to the Consolidated
Financial Statements, titled “Defined Benefit Pension Plans,”
the funded status of the corporation’s defined benefit pension
plans is defined as the amount the projected benefit
obligation exceeds the plan assets. The underfunded status of
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the plans is $580 million at the end of fiscal 2007 as
compared to $810 million at the end of fiscal 2006.

The corporation adopted the provisions of Statement of
Financial Accounting Standards No. 158, “Employers’
Accounting for Defined Benefit Pension and Other
Postretirement Plans (FAS 158),” which requires the
recognition of the funded status of defined pension and
postretirement plans in the statement of financial position.
The funded status is measured as the difference between the
fair market value of the plan assets and the benefit obligation.
For a defined benefit pension plan, the benefit obligation is
the projected benefit obligation. Any overfunded status should
be recognized as an asset and any underfunded status should
be recognized as a liability. As part of the initial recognition of
the funded status, any transitional asset/(liability), prior
service cost (credit) or actuarial (gain)/loss that has not yet
been recognized as a component of net periodic cost should
be recognized in the Accumulated Other Comprehensive Loss
section of the Consolidated Statements of Common
Stockholders’ Equity, net of tax. Accumulated Other
Comprehensive Loss will be adjusted as these amounts are
subsequently recognized as a component of net periodic
benefit costs in future periods. The method of calculating net
periodic benefit cost under FAS 158 is the same as under
existing practices. The impact of adopting FAS 158 is outlined
in Note 2 to the Consolidated Financial Statements.

The corporation expects to contribute $205 million of cash
to its pension plans in 2008 as compared to $191 million in
2007, $331 million in 2006 and $348 million in 2005. The
2008 contributions are for pension plans of continuing
operations and pension plans where the corporation has
agreed to retain the pension liability after certain business
dispositions were completed. The historical plan contributions
for 2006 and 2005 include contributions of $7 million and
$99 million, respectively, for plans which have been disposed
of as part of a subsequent business disposition. The exact
amount of cash contributions made to pension plans in any
year is dependent upon a number of factors, including
minimum funding requirements in the jurisdictions in which the
company operates, the timing of cash tax benefits for
amounts funded and arrangements made with the trustees of
certain foreign plans. As a result, the actual funding in 2008
may be materially different from the estimate.

During 2006, the corporation entered into an agreement to
fully fund certain U.K. pension obligations by 2015. The
anticipated 2008 contributions reflect the amounts agreed
upon with the trustees of these U.K. plans. Under the terms of
this agreement, the corporation will increase annual pension
funding of the U.K. plans to 32 million British pounds through
2015. Subsequent to 2015, the corporation has agreed to
keep the U.K. plans fully funded in accordance with local
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funding standards. The exact amount of cash contributions
made to pension plans in any year is dependent upon a
number of factors including minimum funding requirements in
the jurisdictions in which the company operates, the tax
deductibility of amounts funded and arrangements made with
the trustees of certain foreign plans. If at any time prior to
January 1, 2016, Sara Lee Corporation ceases having a credit
rating equal to or greater than the following ratings, the annual
pension funding of these U.K. plans will increase by 20%:
Standard & Poor’s minimum credit rating of “BBB-,” Moody’s
Investors Service minimum credit rating of “Baa3” and
FitchRatings minimum credit rating of “BBB-.” The
corporation’s credit ratings are above these levels and are
discussed below in this Liquidity section.

The corporation sold a branded apparel business in the
U.K. and retained certain of the pension obligations of this
business. This specific plan was not included in the funding
agreement noted above. An agreement was reached with the
trustees of this retained plan that annuities would be
purchased to settle the related obligations. Upon the
settlement of this obligation, the corporation will need to
recognize in earnings any unrecognized actuarial gains or
losses related to this plan. It is projected that the plan to be
settled will have an unrecognized actuarial loss of
approximately $20 million at the end of 2008, assuming no
changes in foreign exchange rates. At the present time, the
corporation expects that annuities will be purchased and the
pension obligation will be settled in either late 2008 or 2009.
The impact of the settlement on the corporation’s earnings will
depend upon the amount of the unrecognized actuarial loss at
the settlement date. As of the end of 2007, plan assets
exceeded the plan obligations. At the present time, the
corporation does not anticipate 