
AMERICAN EAGLE OUTFITTERS INC
Form 10-Q
August 30, 2006

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended July 29, 2006

OR

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

Commission File Number: 0-23760

American Eagle Outfitters, Inc.
(Exact name of registrant as specified in its charter)

Delaware
(State or other jurisdiction of incorporation or organization)

150 Thorn Hill Drive, Warrendale, PA
(Address of principal executive offices)

No. 13-2721761
(I.R.S. Employer Identification No.)

15086-7528
(Zip Code)

Registrant's telephone number, including area code:

(724) 776-4857

Former name, former address and former fiscal year, if changed since last report:

Not Applicable

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

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of "accelerated filer and large accelerated filer" in Rule 12b-2 of the Exchange Act. (Check one):
[X] Large accelerated filer [   ] Accelerated filer [   ] Non-accelerated filer

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of The Exchange Act). 
YES [   ] NO [X]

Indicate the number of shares outstanding of each of the issuer's classes of common stock, as of the latest practicable
date: 148,291,448 Common Shares were outstanding at August 25, 2006. 

Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

1



Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

2



AMERICAN EAGLE OUTFITTERS, INC.
TABLE OF CONTENTS

Page
Number

PART I - FINANCIAL INFORMATION

Item 1. Financial Statements

     Consolidated Balance Sheets

          July 29, 2006, January 28, 2006 and July 30, 2005   3

     Consolidated Statements of Operations and Retained Earnings

          Three and six months ended July 29, 2006 and July 30, 2005   4

     Consolidated Statements of Cash Flows

          Six months ended July 29, 2006 and July 30, 2005   5

     Notes to Consolidated Financial Statements   6

     Report of Independent Registered Public Accounting Firm 18
Item 2. Management's Discussion and Analysis of Financial Condition and
Results of Operations 19

Item 3. Quantitative and Qualitative Disclosures about Market Risk 25

Item 4. Controls and Procedures 26

PART II - OTHER INFORMATION

Item 1. Legal Proceedings N/A

Item 1A. Risk Factors 27

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds 30
Item 3. Defaults Upon Senior Securities N/A
Item 4. Submission of Matters to a Vote of Security Holders 30
Item 5. Other Information N/A
Item 6. Exhibits 31

Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

3



PART I

ITEM 1. FINANCIAL STATEMENTS.

AMERICAN EAGLE OUTFITTERS, INC.
CONSOLIDATED BALANCE SHEETS

(In thousands, except per share amounts)

 Assets

 July 29,
 2006

(Unaudited)

January 28,
2006

 July 30,
 2005

(Unaudited)

 Current assets:
     Cash and cash equivalents $331,358 $130,529 $140,138

     Short-term investments 482,732 620,989 485,036

     Merchandise inventory 267,392 210,739 271,661

     Accounts and note receivable 13,290 29,146 22,151

     Prepaid expenses and other 33,953 30,110 27,256

     Deferred income taxes 36,970 43,085 33,194

     Assets held-for-sale - 12,183 13,019

 Total current assets 1,165,695 1,076,781 992,455

 Property and equipment, net of accumulated
depreciation and amortization 404,390 345,518 338,512

 Goodwill 9,950 9,950 9,950

 Long-term investments 117,291 145,774 125,568

 Other assets, net 39,240 27,626 40,389

 Total assets $1,736,566 $1,605,649 $1,506,874

 Liabilities and Stockholders' Equity
 Current liabilities:
     Accounts payable $175,934 $139,197 $145,939

     Accrued compensation and payroll taxes 26,542 48,050 26,729

     Accrued rent 49,954 52,506 47,268

     Accrued income and other taxes 35,397 43,273 17,655

     Unredeemed stored value cards and gift certificates 25,371 43,045 19,111

     Current portion of deferred lease credits 10,402 10,406 10,377

     Other liabilities and accrued expenses 15,026 15,010 12,673

 Total current liabilities 338,626 351,487 279,752

 Non-current liabilities:
     Deferred lease credits 60,036 60,087 58,337

     Other non-current liabilities 44,516 38,523 32,533

 Total non-current liabilities 104,552 98,610 90,870

 Commitments and contingencies - - -

 Stockholders' equity:
     Preferred stock, $0.01 par value; 5,000 shares
authorized; none issued and outstanding - - -

     Common stock, $0.01 par value; 250,000 shares
authorized; 164,183, 162,381 and 161,992
          shares issued; 149,395, 147,931 and 155,302 shares outstanding,
respectively 1,698 1,608 1,603
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     Contributed capital 403,754 370,615 372,072

     Accumulated other comprehensive income 25,054 22,028 13,598

     Retained earnings 1,087,012 978,855 820,769

     Deferred compensation - (1,041) (16,286)

     Treasury stock, 13,985, 13,689 and 6,689 shares,
respectively (224,130) (216,513) (55,504)

 Total stockholders' equity 1,293,388 1,155,552 1,136,252

 Total liabilities and stockholders' equity $1,736,566 $1,605,649 $1,506,874
See Notes to Consolidated Financial Statements
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AMERICAN EAGLE OUTFITTERS, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS AND RETAINED EARNINGS

(Unaudited) 

Three Months Ended
Six Months
Ended

(In thousands, except per share
amounts)

July 29,
2006

July 30, 
2005

July 29,
2006

July 30,
2005

Net sales

$602,326 $515,868 $1,124,754 $972,345

Cost of sales, including certain buying, occupancy and    

     warehousing expenses  (exclusive of depreciation shown

     separately below)

327,792 287,888  596,404 522,205

Gross profit

 274,534  227,980  528,350  450,140

Selling, general and administrative expenses

 143,577 123,774  279,893 240,863

Depreciation and amortization expense

 21,705 18,581  40,938 36,683

Operating income

 109,252 85,625  207,519 172,594

Other income, net

 8,969 4,861  17,064 8,389

Income before income taxes

 118,221 90,486  224,583 180,983
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Provision for income taxes

 46,122 32,452  88,328 67,765 Income from continuing operations, net of tax 72,09958,034 136,255113,218

(Loss) income from discontinued operations, net of tax of $(3)

and $45 for the three and six months ended July 30, 2005,

     respectively -  (15)  - 74

Net income

 $72,099$58,019 $136,255  $113,292

Basic income per common share:

Income from continuing operations  $0.48 $0.38  $0.92 $0.74 Income from discontinued operations - - - - Net income per basic
common share  $0.48 $0.38  $0.92 $0.74

Diluted income per common share:

Income from continuing operations $0.47 $0.37 $0.89 $0.72 Income from discontinued operations  - -  - - Net income per diluted
common share  $0.47 $0.37  $0.89 $0.72 Cash dividends per common share  $0.11 $0.08  $0.19 $0.13

Weighted average common shares outstanding - basic

149,204 153,943 148,840152,763

Weighted average common shares outstanding - diluted

 152,807 157,806  152,407  156,961

Retained earnings, beginning

 $1,031,796 $774,371  $978,855  $726,760

Net income

 72,099 58,019  136,255  113,292Cash dividends  (16,883) (11,621)  (28,098) (19,283)

Retained earnings, ending

$1,087,012$820,769 $1,087,012$820,769

See Notes to Consolidated Financial Statements
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AMERICAN EAGLE OUTFITTERS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS 
 (Unaudited)

Six Months Ended

(In thousands) July 29, 2006 July 30, 2005

Operating activities: (Revised)

Net income  $136,255  $113,292

    Income from discontinued operations             -           (74)

Income from continuing operations    136,255   113,218

Adjustments to reconcile income from continuing
operations to net cash provided by operating
activities:

     Depreciation and amortization       40,938    36,683

     Stock-based compensation       16,196   11,425

     Deferred income taxes        (7,554)    4,284

     Tax benefit from exercise of stock options        7,738  34,071

     Excess tax benefit from exercise of stock options        (5,862)          -

     Write-off and loss on impairment of assets        3,454    2,250

Proceeds from sale of trading securities     183,968          -

Changes in assets and liabilities:

     Merchandise inventory       (56,444) (101,076)

     Accounts and note receivable       10,953    9,822

     Prepaid expenses and other        (3,656)    (1,394)

     Accounts payable      36,557  36,998

     Unredeemed stored value cards and gift
certificates

     (17,713)   (13,620)

     Deferred lease credits          758    1,222

     Accrued liabilities      (18,023)   (18,488)

          Total adjustments    191,310    2,177

Net cash provided by operating activities from
continuing operations

   327,565 115,395

Investing activities:
     Capital expenditures    (103,149)     (38,613)   

     Proceeds from the sale of assets     12,345          -

     Purchase of investments  (211,476) (466,880)

     Sale of investments  194,450 316,578

     Other investing activities          -        (91)

Net cash used for investing activities from  (107,830) (189,006)
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continuing operations
Financing activities:
     Payments on capital leases        (470)        (362)

     Repurchase of common stock from employees     (7,617)   (10,487)

     Cash dividends paid   (28,098)   (19,283)

     Excess tax benefit from exercise of stock options     5,862           -

     Net proceeds from stock options exercised    10,263   43,899

Net cash (used for) provided by financing
activities from continuing operations

  (20,060) 13,767

Effect of exchange rates on cash     1,154      77

Cash flows of discontinued operations (Revised -
See Note 2)
Net cash used for operating activities           -  (13,891)

Effect of exchange rates on cash           -        75

Net cash used for discontinued operations           -  (13,816)

Net increase (decrease) in cash and cash equivalents   200,829    (73,583)

Cash and cash equivalents - beginning of period   130,529  213,721

Cash and cash equivalents - end of period $331,358 $140,138

Supplemental disclosure of cash flow information:

Cash paid during the period for income taxes  $99,615   $48,593

Supplemental disclosure of non-cash transactions:

Transfer of investment securities from available-for-sale to trading
classification $180,787   $         -

See Notes to Consolidated Financial Statements
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AMERICAN EAGLE OUTFITTERS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Interim Financial Statements 

The accompanying Consolidated Financial Statements of American Eagle Outfitters, Inc. (the "Company") at July 29,
2006 and July 30, 2005 and for the three and six month periods ended July 29, 2006 (the "current period") and July
30, 2005 (the "prior period") have been prepared in accordance with accounting principles generally accepted in the
United States of America for interim financial information and with the instructions to Form 10-Q and Article 10 of
Regulation S-X. Accordingly, they do not include all of the information and footnotes required by accounting
principles generally accepted in the United States of America for complete financial statements.  Certain notes and
other information have been condensed or omitted from the interim Consolidated Financial Statements presented in
this Quarterly Report on Form 10-Q. Therefore, these Consolidated Financial Statements should be read in
conjunction with the Company's Fiscal 2005 Annual Report.  In the opinion of management, all adjustments
(consisting of normal recurring adjustments) considered necessary for a fair presentation have been included.

The Company's business is affected by the pattern of seasonality common to most retail apparel businesses. The
results for the current and prior periods are not necessarily indicative of future financial results.

2. Summary of Significant Accounting Policies

Principles of Consolidation

The Consolidated Financial Statements include the accounts of the Company and its wholly-owned subsidiaries. All
intercompany transactions and balances have been eliminated in consolidation.

Fiscal Year

The Company's financial year is a 52/53 week year that ends on the Saturday nearest to January 31.  As used herein,
"Fiscal 2007" refers to the fifty-two week period ending February 2, 2008 and "Fiscal 2006" refers to the fifty-three
week period ending February 3, 2007. "Fiscal 2005" and "Fiscal 2004" refer to the fifty-two week periods ended
January 28, 2006 and January 29, 2005, respectively.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates. On an
ongoing basis, management reviews its estimates based on currently available information. Changes in facts and
circumstances may result in revised estimates.

Foreign Currency Translation

The Canadian dollar is the functional currency for the Canadian business. In accordance with Statement of Financial
Accounting Standards ("SFAS") No. 52, Foreign Currency Translation, assets and liabilities denominated in foreign
currencies were translated into U.S. dollars (the reporting currency) at the exchange rate prevailing at the balance
sheet date. Revenues and expenses denominated in foreign currencies were translated into U.S. dollars at the monthly
average exchange rate for the period. Gains or losses resulting from foreign currency transactions are included in the
results of operations, whereas, related translation adjustments are reported as an element of other comprehensive
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income in accordance with SFAS No. 130, Reporting Comprehensive Income (see Note 5 of the Consolidated Financial
Statements).
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Recent Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes - an
interpretation of FASB Statement 109 ("FIN No. 48"). FIN No. 48 prescribes a comprehensive model for recognizing,
measuring, presenting and disclosing in the financial statements tax positions taken or expected to be taken on a tax
return, including a decision whether to file or not to file in a particular jurisdiction. Under FIN No. 48, a tax benefit
from an uncertain position may be recognized only if it is "more likely than not" that the position is sustainable based
on its technical merits. FIN No. 48 is effective for fiscal years beginning after December 15, 2006 and the Company
will adopt FIN No. 48 beginning in the first quarter of Fiscal 2007. Upon adoption, the cumulative effect of applying
the provisions of FIN No. 48 will be accounted for as an adjustment to the beginning balance of retained earnings for
the first quarter of Fiscal 2007. The Company is currently assessing the impact of FIN No. 48 on its Consolidated
Financial Statements.

In June 2006, the FASB ratified the consensus reached by the Emerging Issues Task Force on Issue No. 06-3, How Sales Taxes Collected from
Customers and Remitted to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross Versus Net Presentation)
("EITF No. 06-3").  EITF No. 06-3 indicates that a company may adopt a policy of presenting taxes within the scope of EITF No. 06-3 either
gross within revenue or net. If taxes subject to EITF No. 06-3 are significant, a company is required to disclose its accounting policy for
presenting taxes and the amounts of the taxes that are recognized on a gross basis.  EITF No. 06-3 is effective for the first interim period
beginning after December 15, 2006 and the Company will adopt EITF No. 06-3 beginning in the first quarter of Fiscal 2007. The Company
presents sales taxes collected from customers on a net basis. Therefore, EITF No. 06-3 will not have an impact on the Company's Consolidated
Financial Statements.

Revenue Recognition

During the three months ended April 29, 2006, the Company reviewed its accounting policies related to revenue
recognition.  As a result of this review, the Company determined that shipping and handling amounts billed to
customers, which were historically recorded as a reduction to cost of sales, should be recorded as revenue.
Accordingly, beginning in Fiscal 2006 these amounts are recorded within net sales. As a result of this change, the
Company recorded $3.7 million and $7.1 million in net sales for the three and six months ended July 29, 2006,
respectively, and reclassified $2.5 and $5.0 million for the three and six months ended July 30, 2005, respectively,
from cost of sales to net sales.

Revenue is recorded for store sales upon the purchase of merchandise by customers.  The Company's e-commerce
operation records revenue upon the estimated customer receipt date of the merchandise. Revenue is recorded net of
estimated and actual sales returns and deductions for coupon redemptions and other promotions. The Company
records the impact of adjustments to its sales return reserve quarterly within net sales and cost of sales. The sales
return reserve reflects an estimate of sales returns based on projected merchandise returns determined through the use
of historical average return percentages.

Revenue is not recorded on the purchase of gift cards. A current liability is recorded upon purchase and revenue is
recognized when the gift card is redeemed for merchandise.

Cost of Sales, Including Certain Buying, Occupancy and Warehousing Expenses

Cost of sales consists of merchandise costs, including design, sourcing, importing and inbound freight costs, as well as
markdowns, shrinkage and promotional costs. Buying, occupancy and warehousing costs consist of compensation,
employee benefit expenses and travel for our buyers and certain senior merchandising executives; rent and utilities
related to our stores, corporate headquarters, distribution centers and other office space; freight from our distribution
centers to the stores; compensation and supplies for our distribution centers, including purchasing, receiving and
inspection costs; and shipping and handling costs related to our e-commerce business.

Selling, General and Administrative Expenses
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Selling, general and administrative expenses consist of compensation and employee benefit expenses, including
salaries, incentives and related benefits associated with our stores and corporate headquarters. Selling, general and
administrative expenses also include advertising costs, supplies for our stores and home office, communication costs,
travel and entertainment, leasing costs and services purchased. Selling, general and administrative expenses do not
include compensation, employee benefit expenses and travel for our design, sourcing and importing teams, our buyers
and our distribution centers as these amounts are recorded in cost of sales.
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Cash and Cash Equivalents, Short-term Investments and Long-term Investments

Cash includes cash equivalents. The Company considers all highly liquid investments purchased with a maturity of
three months or less to be cash equivalents. 

As of July 29, 2006, short-term investments generally included investments with an original maturity of three to twelve months (averaging
approximately three months), consisting primarily of tax-exempt municipal bonds, taxable agency bonds and corporate notes classified as
available-for-sale. Additionally, short-term investments include variable rate demand notes ("VRDNs") and auction rate securities classified as
available-for-sale, which have long-term contractual maturities but feature variable interest rates that reset at short-term intervals. Prior to
January 28, 2006, the Company had included VRDNs as a component of cash and cash equivalents on its Consolidated Balance Sheets. For
comparative purposes, VRDNs at July 30, 2005 have been reclassified from cash and cash equivalents to short-term investments. Additionally,
the purchase and sale of VRDNs has been reclassified from cash and cash equivalents to investing activities on the Company's Consolidated
Statements of Cash Flows.

As of July 29, 2006, long-term investments included investments with an original maturity of greater than twelve months, but not exceeding five
years (averaging approximately twenty months) and consisted primarily of agency bonds and debt securities issued by states and local
municipalities classified as available-for-sale.

Unrealized gains and losses on the Company's available-for-sale securities are excluded from earnings and are reported as a separate component
of stockholders' equity, within accumulated other comprehensive income, until realized. When available-for-sale securities are sold, the cost of
the securities is specifically identified and is used to determine any realized gain or loss. Proceeds from the sale of available-for-sale securities
were $194.5 million and $316.6 million for the six months ended July 29, 2006 and July 30, 2005, respectively. For the three and six months
ended July 29, 2006, $0.5 million of realized losses related to available-for-sale securities were included in other income, net and no gains or
losses were realized for the three or six months ended July 30, 2005.

The following table summarizes the fair market value of our cash and marketable securities, which are recorded as
cash and cash equivalents on the Consolidated Balance Sheets, our short-term investments and our long-term
investments:

(In thousands) July 29,

2006

  January 28,

2006

July 30,

2005
Cash and cash equivalents:
Cash and money market investments  $95,550   $69,641  $85,698
Tax exempt investments      2,700             -            -
Taxable investments  233,108     60,888    54,440
     Total cash and cash equivalents  331,358   130,529  140,138
Short-term investments:
Tax exempt investments  423,953    517,199   396,827
Taxable investments    58,779    103,790     88,209
     Total short-term investments  482,732    620,989   485,036
Long-term investments:

Tax exempt investments  112,291    145,774  125,568
Taxable investments

     5,000               -             -       Total long-term investments   117,291     145,774     125,568 

Total

$931,381  $897,292 $750,742

Merchandise Inventory
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Merchandise inventory is valued at the lower of average cost or market, utilizing the retail method. Average cost includes merchandise design
and sourcing costs and related expenses. Prior to January 28, 2006, the Company recognized ownership of merchandise inventory for financial
reporting purposes at the point when it arrived at one of the Company's deconsolidation centers. As of January 28, 2006, the Company records
merchandise at the FOB port as a result of upgrades to its merchandise systems, which increased visibility earlier in the supply chain process.
The Company assumes risk of loss and title transfers at the FOB port. The merchandise inventory and accounts payable balances on the
Company's Consolidated Balance Sheet as of July 30, 2005 have been increased by $43.9 million to reflect this change. Additionally, the
Company has adjusted its Consolidated Statement of Cash Flows for the six months ended July 30, 2005 to reflect this change. This adjustment
did not result in a change in net cash flow for the prior period.

8
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The Company reviews its inventory levels in order to identify slow-moving merchandise and generally uses markdowns to clear merchandise.
Additionally, the Company estimates a markdown reserve for future planned markdowns related to current inventory. Markdowns may occur
when inventory exceeds customer demand for reasons of style, seasonal adaptation, changes in customer preference, lack of consumer
acceptance of fashion items, competition, or if it is determined that the inventory in stock will not sell at its currently ticketed price. Such
markdowns may have a material adverse impact on earnings, depending on the extent and amount of inventory affected. The Company also
estimates a shrinkage reserve for the period between the last physical count and the balance sheet date. The estimate for the shrinkage reserve
can be affected by changes in merchandise mix and changes in actual shrinkage trends.

Income Taxes

The Company calculates income taxes in accordance with SFAS No. 109, Accounting for Income Taxes, which requires the use of the asset and
liability method. Under this method, deferred tax assets and liabilities are recognized based on the difference between the Consolidated Financial
Statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using
the tax rates, based on certain judgments regarding enacted tax laws and published guidance, in effect in the years when those temporary
differences are expected to reverse. A valuation allowance is established against the deferred tax assets when it is more likely than not that some
portion or all of the deferred taxes may not be realized.

Property and Equipment

Property and equipment is recorded on the basis of cost with depreciation computed utilizing the straight-line method
over the estimated useful lives as follows: 

Buildings 25 years
Leasehold improvements Lesser of 5 to 10 years or the term of the lease
Fixtures and equipment 3 to 5 years

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets ("SFAS No. 144"), management evaluates
the ongoing value of leasehold improvements and store fixtures associated with retail stores which have been open longer than one year.
Impairment losses are recorded on long-lived assets used in operations when events and circumstances indicate that the assets might be impaired
and the undiscounted cash flows estimated to be generated by those assets are less than the carrying amounts of those assets. When events such
as these occur, the impaired assets are adjusted to their estimated fair value and an impairment loss is recorded in selling, general and
administrative expenses. The Company did not recognize any impairment losses during the three months ended July 29, 2006 or July 30, 2005
and recognized $0.2 million and $0.3 million in impairment losses during the six months ended July 29, 2006 and July 30, 2005, respectively.

Goodwill

As of July 29, 2006, the Company had approximately $10.0 million of goodwill, which is primarily related to the
acquisition of its importing operations on January 31, 2000. In accordance with SFAS No. 142, Goodwill and Other
Intangible Assets, management evaluates goodwill for possible impairment on at least an annual basis.

Deferred Lease Credits

Deferred lease credits represent the unamortized portion of construction allowances received from landlords related to
the Company's retail stores. Construction allowances are generally comprised of cash amounts received by the
Company from its landlords as part of the negotiated lease terms. The Company records a receivable and a deferred
lease credit liability at the lease commencement date (date of initial possession of the store). The deferred lease credit
is amortized on a straight-line basis as a reduction of rent expense over the term of the lease (including the
pre-opening build-out period) and the receivable is reduced as amounts are received from the landlord.

Customer Loyalty Program

During the three months ended October 29, 2005, the Company introduced its customer loyalty program, the AE
All-Access Pass (the "Pass"). Using the Pass, customers accumulate points based on purchase activity and earn
rewards by reaching certain point thresholds during three month earning periods. Rewards earned during these periods
are valid through the stated expiration date, which is approximately one month from the mailing date. These rewards
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can be redeemed for a discount on a purchase of merchandise. Rewards not redeemed during the one month
redemption period are forfeited. A current liability is recorded for the estimated cost of anticipated redemptions and
the impact of adjustments to the liability is recorded in cost of sales.
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Stock Repurchases

During Fiscal 2005, the Company repurchased 7.0 million shares of its common stock under various repurchase
authorizations made by its Board of Directors. At the beginning of Fiscal 2006, 3.5 million shares remained
authorized for repurchase under the November 15, 2005 authorization. The Company did not repurchase any shares as
part of its stock repurchase program during the six months ended July 29, 2006 or July 30, 2005. The repurchase of
the remaining shares will occur at the discretion of the Company. See Note 10 of the Consolidated Financial
Statements for information on a subsequent event related to our stock repurchase program. 

During the six months ended July 29, 2006 and July 30, 2005, the Company repurchased 295,000 shares and 361,000
shares, respectively, from certain employees at market prices totaling $7.6 million and $10.5 million, respectively, for
the payment of taxes in connection with the vesting of share-based payments as permitted under the 2005 Stock
Award and Incentive Plan and the 1999 Stock Incentive Plan. 

The aforementioned share repurchases have been recorded as treasury stock.

Earnings Per Share

The following table shows the amounts used in computing earnings per share from continuing operations.

Three Months
Ended

Six Months Ended

(In thousands) July 29,
2006

July 30,
2005

July 29,
2006

July 30,
2005

Income from continuing operations $72,099 $58,034 $136,255 $113,218

Weighted average common shares outstanding:
   Basic shares 149,204 153,943 148,840 152,763

   Dilutive effect of stock options and non-vested restricted stock 3,603 3,863  3,567 4,198

   Diluted shares 152,807 157,806 152,407 156,961

Equity awards to purchase 1,879,000 and 1,969,000 shares of common stock during the three and six months ended July 29, 2006, respectively,
and 30,000 shares of common stock during both the three and six months ended July 30, 2005 were outstanding, but were not included in the
computation of weighted average diluted common share amounts as the effect of doing so would have been anti-dilutive.  Additionally, for the
three and six months ended July 29, 2006, 719,000 shares of performance based restricted stock were not included in the computation of
weighted average diluted common share amounts because the number of shares ultimately issued is contingent on the Company's performance
compared to pre-established annual EPS performance goals. For the three and six months ended July 30, 2005, 723,000 shares of performance
based restricted stock were not included in the computation of weighted average diluted common share amounts due to this contingent issuance.

Cash Flow Information

We have revised the Consolidated Statement of Cash Flows for the six months ended July 30, 2005 to separately disclose the operating cash
flows attributable to the Company's discontinued operations. We had previously disclosed cash flows from discontinued operations on a
combined basis.

Segment Information

In accordance with SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information ("SFAS No. 131"), the Company has
identified three operating segments (U.S. retail stores, Canadian retail stores and the Company's e-commerce operation, ae.com) that reflect the
basis used internally to review performance and allocate resources. The three operating segments have been aggregated and are presented as one
reportable segment, as permitted by SFAS No. 131, based on their similar economic characteristics, products, production processes, target
customers and distribution methods. Prior to its disposition, Bluenotes was presented as a separate reportable segment. (See Note 7 of the
Consolidated Financial Statements.)

Reclassification
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Certain reclassifications have been made to the Consolidated Financial Statements for prior periods in order to conform to the July 29, 2006
presentation.
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3. Share-Based Payments

At July 29, 2006, the Company had three share-based compensation plans, which are described below.  Prior to
January 29, 2006, the Company accounted for these plans under the recognition and measurement provisions of
Accounting Principals Board ("APB") Opinion No. 25, Accounting for Stock Issued to Employees ("APB No. 25"),
and related interpretations, as permitted by SFAS No. 123, Accounting for Stock-Based Compensation ("SFAS No.
123"). No share-based employee compensation cost related to stock options was recognized in the Consolidated
Statements of Operations prior to January 29, 2006, as all options granted under those plans had an exercise price
equal to the market value of the underlying common stock on the date of grant.

Effective January 29, 2006, the Company adopted the fair value recognition provisions of SFAS No. 123 (revised
2004), Share-Based Payment ("SFAS No. 123(R)"), using the modified prospective transition method. Under this
transition method, share-based compensation cost recognized in the three and six months ended July 29, 2006
includes: (a) compensation cost for all share-based payments granted prior to, but not yet vested as of January 29,
2006, based on the grant date fair value estimated in accordance with the original provisions of SFAS No. 123 and (b)
compensation cost for all share-based payments granted subsequent to January 29, 2006, based on the grant date fair
value estimated using the Black-Scholes option pricing model. The Company recognizes compensation expense for
stock option awards and time-based restricted stock awards on a straight-line basis over the requisite service period of
the award (or to an employee's eligible retirement date, if earlier). Performance-based restricted stock awards are
recognized as compensation expense based on the fair value of the Company's common stock on the date of grant, the
number of shares ultimately expected to vest and the vesting period. Total share-based compensation expense
included in the Consolidated Statements of Operations for the three and six months ended July 29, 2006 was $7.7
million ($4.8 million, net of tax) and $16.1 million ($10.0 million, net of tax), respectively, and $7.1 million ($4.4
million, net of tax) and $11.3 million ($7.0 million, net of tax) for the three and six months ended July 30, 2005,
respectively. In accordance with the modified prospective transition method of SFAS No. 123(R), financial results for
prior periods have not been restated.

Historically, for pro forma reporting purposes, the Company had followed the nominal vesting period approach for
stock-based compensation awards with retirement eligibility provisions. Under this approach, the Company
recognized compensation expense over the vesting period of the award. If an employee retired before the end of the
vesting period, any remaining unrecognized compensation cost was recognized at the date of retirement. SFAS No.
123(R) requires recognition of compensation cost under a non-substantive vesting period approach. This approach
requires recognition of compensation expense over the period from the grant date to the date retirement eligibility is
achieved, if that is expected to occur during the nominal vesting period. Additionally, for awards granted to retirement
eligible employees, the full compensation cost of an award must be recognized immediately upon grant.  Had the
Company applied the non-substantive vesting period approach for retirement eligible employees, there would not have
been an impact to our reported pro forma income per common share for the three or six months ended July 30, 2005. 
In accordance with SFAS No. 123(R), beginning in Fiscal 2006, the Company applies the non-substantive vesting
period approach to new stock award grants that have retirement eligibility provisions.

As a result of adopting SFAS No. 123(R) on January 29, 2006, the Company's income before income taxes and net
income were lower by $1.7 million and $1.1 million, respectively, for the three months ended July 29, 2006, and by
$4.4 million and $2.7 million, respectively, for the six months ended July 29, 2006, than if the Company had
continued to account for share-based compensation under APB No. 25. Net income per basic and diluted common
share are each lower by $0.01 for the three months ended July 29, 2006, and by $0.02 each for the six months ended
July 29, 2006, than if the Company had not adopted SFAS No. 123(R).

Prior to the adoption of SFAS No. 123(R), the Company presented all tax benefits from the exercise of stock options
as operating cash flows in the Consolidated Statements of Cash Flows. SFAS No. 123(R) requires that cash flows
resulting from the benefits of tax deductions in excess of recognized compensation cost be classified as financing cash
flows. Accordingly, for the six months ended July 29, 2006, the $5.9 million excess tax benefit from the exercise of
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stock options classified as a financing cash flow would have been classified as an operating cash flow if the company
had not adopted SFAS No. 123(R).
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The following table illustrates the effect on net income and income per common share as if the Company had applied
the fair value recognition provisions of SFAS No. 123 to employee stock options granted in all periods presented.  For
purposes of this pro forma disclosure, the fair value for these options was estimated at the date of grant using a
Black-Scholes option pricing model and amortized to expense over the options' vesting period.

Six Months
Ended

(In thousands, except per share
amounts)

July 30, 2005 July 30, 2005

Add:  stock option compensation
expense included in
           reported net income, net of tax 368 543

Less:  total stock option compensation
expense
           determined under fair value
method, net of tax (2,114) (4,544)

Pro forma net income $56,273 $109,291

Basic income per common share:

As reported $0.38 $0.74

Pro forma $0.37 $0.72

Diluted income per common share:

As reported $0.37 $0.72

Pro forma $0.36 $0.70

Share-based compensation plans

1994 Stock Option Plan

On February 10, 1994, the Company's Board of Directors adopted the American Eagle Outfitters, Inc. 1994 Stock
Option Plan (the "1994 Plan"). The 1994 Plan provided for the grant of 8,100,000 incentive or non-qualified options
to purchase common stock. The 1994 Plan was subsequently amended to increase the shares available for grant to
16,200,000 shares. Additionally, the amendment provided that the maximum number of options that may be granted
to any individual may not exceed 5,400,000 shares. The options granted under the 1994 Plan were approved by the
Compensation Committee of the Board of Directors, primarily vest over five years, and expire ten years from the date
of grant. The 1994 Plan terminated on January 2, 2004 with all rights of the optionees and all unexpired options
continuing in force and operation after the termination.

1999 Stock Incentive Plan

The 1999 Stock Option Plan (the "1999 Plan") was approved by the shareholders on June 8, 1999. The 1999 Plan
authorized 12,000,000 shares for issuance in the form of stock options, stock appreciation rights, restricted stock
awards, performance units or performance shares. The 1999 Plan was subsequently amended to increase the shares
available for grant to 22,000,000. Additionally, the 1999 Plan provided that the maximum number of shares awarded
to any individual may not exceed 6,000,000 shares. The 1999 Plan allowed the Compensation Committee to determine
which employees and consultants received awards and the terms and conditions of these awards. The 1999 Plan
provided for a grant of 1,875 stock options quarterly (not to be adjusted for stock splits) to each director who is not an
officer or employee of the Company starting in August 2003. The Company ceased making these quarterly stock
options grants in June 2005. Through July 29, 2006, 22,106,155 non-qualified stock options and 4,472,246 shares of
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restricted stock were granted under the 1999 Plan to employees and certain non-employees (without considering
cancellations to date of awards for 5,061,561 shares). Approximately 33% of the options granted were to vest over
eight years after the date of grant but were accelerated as the Company met annual performance goals. Approximately
34% of the options granted under the 1999 Plan vest over three years, 23% vest over five years and the remaining
grants vest over one year. All options expire after ten years. Performance-based restricted stock was earned if the
Company met established performance goals. The 1999 Plan terminated on June 15, 2005 with all rights of the
awardees and all unexpired awards continuing in force and operation after the termination.
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2005 Stock Award and Incentive Plan

The 2005 Stock Award and Incentive Plan (the "2005 Plan") was approved by the shareholders on June 15, 2005. The
2005 Plan authorized 12,250,000 shares for issuance, of which 4,250,000 shares are available for full value awards in
the form of restricted stock awards, restricted stock units or other full value stock awards and 8,000,000 shares are
available for stock options, stock appreciation rights, dividend equivalents, performance awards or other non-full
value stock awards. The 2005 Plan provides that the maximum number of shares awarded to any individual may not
exceed 4,000,000 shares per year plus the amount of the unused annual limit of the previous year. The 2005 Plan
allows the Compensation Committee to determine which employees receive awards and the terms and conditions of
these awards. The 2005 Plan provides for grants to directors who are not officers or employees of the Company,
which are not to exceed 20,000 shares per year. Through July 29, 2006, 1,800,745 non-qualified stock options,
936,077 shares of restricted stock and 4,404 shares of common stock had been granted under the 2005 Plan to
employees and directors (without considering cancellations to date of awards for 19,000 shares). Approximately 98%
of the options granted under the 2005 Plan vest over three years and 2% vest over five years. Options were granted for
ten and seven year terms. Approximately 94% of the restricted stock awards are performance-based and are earned if
the Company meets established performance goals. The remaining 6% of the restricted stock awards are time-based
and vest over three years.

Stock Option Grants

A summary of the Company's stock option activity for the six months ended July 29, 2006 under all plans follows:

Six Months Ended

July 29, 2006 (1)

Options

Weighted-Average
Exercise Price

Weighted-Average
Remaining
Contractual

Term (in years)

 Aggregate

Intrinsic Value

(In thousands)

Outstanding - January 29, 2006   9,004,910 $12.22

Granted   1,698,745 $25.82

Exercised (2)   (1,023,856) $10.01

Cancelled        (58,958) $16.31

Outstanding - July 29, 2006   9,620,841 $14.78 6.0 $169,315

Exercisable - July 29, 2006   6,480,199 $11.60 5.7 $137,046

(1)  As of July 29, 2006, the Company had 6,437,904 shares available for stock option grants.
(2)  Options exercised during the six months ended July 29, 2006 ranged in price from $1.28 to $26.34.
The weighted-average grant date fair value of stock options granted during the three and six months ended July 29, 2006 was $32.01 and $25.82,
respectively, and $27.07 and $26.74 for options granted during the three and six months ended July 30, 2005, respectively. The aggregate
intrinsic value of options exercised during the three and six months ended July 29, 2006 was $10.0 million and $21.5 million, respectively, and
$24.3 million and $110.9 million for options exercised during the three and six months ended July 30, 2005, respectively.
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The fair value of stock options was estimated at the date of grant using a Black-Scholes option pricing model with the
following weighted-average assumptions:

Three Months Ended Six Months Ended

Black-Scholes Option Valuation Assumptions

July 29,

2006

July 30,

2005

July 29,

2006

July 30,

2005
Risk-free interest rates (1)  4.9%   3.7%  4.9%   3.7%

Dividend yield  1.0%   0.7%  1.0%   0.7%

Volatility factors of the expected market price of
the Company's common stock (2) 41.3% 31.1% 41.3% 31.1%

Weighted-average expected term (3) 4.5 years 6.0 years 4.5 years 6.0 years

Expected forfeiture rate (4)      8% 13.7%      8% 13.7%

(1)  Based on the U.S. Treasury yield curve in effect at the time of grant with a term consistent with the expected life
of our stock options.

(2)  For the three and six months ended July 29, 2006, expected stock price volatility is based on a combination of
historical volatility of the Company's common stock and implied volatility. Prior to the adoption of SFAS No.
123(R), expected stock price volatility was estimated using only historical volatility.

(3)  Represents the period of time options are expected to be outstanding. The weighted average expected option term
for the three and six months ended July 29, 2006 was determined using the "simplified method" as allowed by Staff
Accounting Bulletin No. 107, Share-Based Payment ("SAB No. 107"). The "simplified method" calculates the
expected term as the average of the vesting term and original contractual term of the options. The weighted average
expected option term for the three and six months ended July 30, 2005 is based upon historical experience.

(4)  Based upon historical experience.
Cash received from the exercise of stock options was $4.8 million and $10.3 million for the three and six months
ended July 29, 2006, respectively, and $14.3 million and $43.9 million for the three and six months ended July 30,
2005, respectively. The actual tax benefit realized from stock option exercises totaled $3.5 million and $7.7 million
for the three and six months ended July 29, 2006, respectively, and $8.7 million and $34.1 million for the three and six
months ended July 30, 2005, respectively.

As of July 29, 2006, there was $21.2 million of unrecognized compensation expense related to nonvested stock option
awards that is expected to be recognized over a weighted average period of 2.3 years.

Restricted Stock Grants

Under the 2005 Plan, the fair value of restricted stock awards is based on the closing market price of the Company's
common stock on the date of grant.  A summary of the activity of the Company's restricted stock is presented in the
following tables.

Six Months Ended

July 29, 2006

Time-Based Restricted Stock Shares

Weighted-

Average Grant

Date Fair Value

Nonvested - January 29, 2006 (1)   60,000 $14.44

Granted   55,000 $29.46
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Vested   (30,000) $14.44

Cancelled            -          -

Nonvested - July 29, 2006  85,000 $24.16

(1)  Nonvested time-based restricted stock at January 29, 2006 is related to an award that was issued under the 1999 Plan.  Under this plan,
time-based awards were valued using the average of the high and low market price of the Company's common stock on the date of grant.
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Six Months Ended

July 29, 2006

Performance-Based Restricted Stock Shares

Weighted-

Average Grant

Date Fair Value

Nonvested - January 29, 2006 (1) 700,024 $26.04

Granted  719,660 $26.73

Vested (700,024) $26.04

Cancelled     (1,000) $25.47

Nonvested - July 29, 2006 718,660 $26.74

(1)  Nonvested performance-based restricted stock at January 29, 2006 includes awards issued under the 1999 Plan and the 2005 Plan.  Under
the 1999 Plan, awards were valued using the  average of the high and low market price of the Company's common stock at the end of the
performance period. Under the 2005 Plan, awards were valued using the closing price of the Company's common stock at the end of the
performance period.

As of July 29, 2006, there was $13.2 million of unrecognized compensation expense related to nonvested restricted
stock awards that is expected to be recognized over a weighted average period of 10 months.

4. Property and Equipment

Property and equipment consists of the following:

(In thousands) July 29,

2006

January 28,

2006

July 30,

2005

Property and equipment, at cost $752,028 $667,023 $625,172

Less: Accumulated depreciation and amortization   (347,638)  (321,505)   (286,660)

Net property and equipment $404,390 $345,518  $338,512 
5. Comprehensive Income

Comprehensive income is comprised of the following:

Three Months Ended

(In thousands)
July 29,
2006

July 30,
2005

July 29,
2006

July 30,
2005
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Net income

   $72,099

$58,019

$136,255

$113,292

Other comprehensive (loss) income:           

Unrealized  gain (loss) on investments, net of tax

         537        (133)          249         (304) 

Reclassification adjustment for gain realized in net income related to the transfer of investment securities from available-for-sale classification to
trading classification, net of tax

              -           -          (177)             - 

Foreign currency translation adjustment

      (1,167)    1,274        2,076        154

Reclassification adjustment for loss realized in net income related to the disposition of National Logistics Services

             -            -               878                  - 

Other comprehensive (loss) income

         (630)     1,141        3,026         (150) 

Total comprehensive income

  $71,469 $59,160  $139,281 $113,142
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6. Income Taxes

In December 2004, the FASB issued Staff Position No. FAS 109-2, Accounting and Disclosure Guidance for the
Foreign Earnings Repatriation Provision within the American Jobs Creation Act of 2004 ("FSP No. 109-2"). FSP No.
109-2 provides guidance to companies to determine how the American Jobs Creation Act of 2004 (the "Act") affects a
company's accounting for the deferred tax liabilities on un-remitted foreign earnings. The Act provides for a special
one-time deduction of 85% of certain foreign earnings that are repatriated and that meet certain requirements. During
the three months ended July 29, 2006, the Company repatriated $83.4 million as extraordinary dividends from its
Canadian subsidiaries. The Company recorded $0.1 million of income tax expense related to this repatriation during
the three months ended July 29, 2006, in addition to the $4.3 million tax liability that had previously been recorded in
anticipation of the repatriation.

The decision to take advantage of the special one-time deduction under the Act is a discrete event, and it has not changed the Company's
intention to indefinitely reinvest accumulated earnings from its Canadian operations to the extent not repatriated under the Act.  Accordingly, no
provision will be made for income taxes that would be payable upon the distributions of such earnings.

For the three and six months ended July 29, 2006, the effective tax rate used for the provision of income tax approximated 39%. For the three
and six months ended July 30, 2005, the effective tax rate used for the provision of income tax approximated 36% and 37%, respectively. The
increase in the effective tax rates during the current period is due primarily to state tax credits received during the prior period, which had the
effect of lowering the effective tax rate during the three and six months ended July 30, 2005.

7. Assets Held-for-Sale and Discontinued Operations

On January 27, 2006, the Company entered into an asset purchase agreement (the "Agreement") with 6510965 Canada
Inc. (the "NLS Purchaser"), a privately held Canadian company, for the sale of certain assets of National Logistics
Services ("NLS"). During February 2006, the Company completed this transaction with an effective date of February
28, 2006. In accordance with SFAS No. 144, the accompanying Consolidated Balance Sheets as of January 28, 2006
and July 30, 2005 reflect the assets subject to the Agreement as held-for-sale. An impairment loss of $0.6 million was
recorded in selling, general and administrative expenses on the Company's Consolidated Statement of Operations
during Fiscal 2005 to record these assets at their fair value less costs to sell.  Additionally, a $0.3 million loss was
recorded in cost of sales during the three months ended July 29, 2006 to record the obligation related to the remaining
lease term at a former NLS distribution sub-center location. These losses were partially offset by a $0.1 million
adjustment to the fair value of the assets upon final disposition, which was recorded in selling, general and
administrative expenses during the six months ended July 29, 2006.

During December 2004, the Company completed its disposition of Bluenotes to 6295215 Canada Inc. (the "Bluenotes Purchaser"). The
transaction had an effective date of December 5, 2004. The accompanying Consolidated Statements of Operations and Consolidated Statements
of Cash Flows reflect Bluenotes' results of operations as discontinued operations for all periods presented. Amounts in the Company's
Consolidated Balance Sheets, including total assets of $1.6 million at July 30, 2005, have not been reclassified to reflect Bluenotes as
discontinued operations. As of January 28, 2006, there were no remaining assets related to Bluenotes.

The Company received approximately $23 million as consideration for the sale of certain of its Bluenotes assets, including inventory and
property and equipment. The transaction resulted in an after-tax loss of $4.8 million, or $0.03 per diluted share, during Fiscal 2004 and was
partially offset by net income from the disposition of $0.4 million during Fiscal 2005. Additionally, during Fiscal 2005, the Company recorded a
$6.0 million income tax benefit related to the completion of the Bluenotes' disposition. At this time, the realization of the aforementioned
income tax benefit is uncertain. As a result, the Company has recorded a valuation reserve for the full amount.
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8. Contingencies

Guarantees

In connection with the disposition of Bluenotes during Fiscal 2004, the Company provided guarantees related to two store leases that were
assigned to the Bluenotes Purchaser. These guarantees were provided to the applicable landlords and will remain in effect until the leases expire
in 2007 and 2015, respectively. The lease guarantees require the Company to make all required payments under the lease agreements in the
event of default by the Bluenotes Purchaser. The maximum potential amount of future payments (undiscounted) that the Company could be
required to make under the guarantees is approximately $1.3 million as of July 29, 2006. In the event that the Company would be required to
make any such payments, it would pursue full reimbursement from YM, Inc., a related party of the Bluenotes Purchaser, in accordance with the
Bluenotes' Asset Purchase Agreement.

In accordance with FASB Interpretation No. 45, Guarantor's Accounting and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others�an interpretation of FASB Statements No. 5, 57, and 107 and rescission of FASB Interpretation No. 34, as
the Company issued the guarantees at the time it became secondarily liable under a new lease, no amounts have been accrued in the Company's
Consolidated Financial Statements related to these guarantees. Management believes that it is unlikely that the Company will be required to
perform under the guarantees.

9. Legal Proceedings

The Company is subject to certain legal proceedings and claims arising out of the conduct of its business. In
accordance with  SFAS No. 5, Accounting for Contingencies ("SFAS No. 5"), Management records a reserve for estimated losses when the
loss is probable and the amount can be reasonably estimated. If a range of possible loss exists, the Company records the accrual at the low end of
the range, in accordance with FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss-an interpretation of FASB Statement
No. 5. As the Company believes that it has provided adequate reserves, it anticipates that the ultimate outcome of any matter currently pending
against the Company will not materially affect the financial position or results of operations of the Company.

10. Subsequent Event

Subsequent to the second quarter of Fiscal 2006, the Company repurchased approximately 1.4 million shares of its
common stock under the November 15, 2005 repurchase authorization.  These shares were repurchased for
approximately $51.3 million, at an average share price of $37.31. As of August 30, 2006, the Company had
approximately 2.1 million shares remaining authorized for repurchase. See Note 2 of the Consolidated Financial
Statements for additional information regarding our stock repurchase program.
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Review by Independent Registered Public Accounting Firm

Ernst & Young LLP, our independent registered public accounting firm, has performed a limited review of the
Consolidated Financial Statements for the three and six month periods ended July 29, 2006 and July 30, 2005, as
indicated in their report on the limited review included below. Since they did not perform an audit, they express no
opinion on the Consolidated Financial Statements referred to above. Management has given effect to any significant
adjustments and disclosures proposed in the course of the limited review.

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders

American Eagle Outfitters, Inc.

We have reviewed the consolidated balance sheets of American Eagle Outfitters, Inc. (the Company) as of July 29, 2006
and July 30, 2005, and the related consolidated statements of operations and retained earnings for the three and six-month
periods ended July 29, 2006 and July 30, 2005  and the consolidated statements of cash flows for the six-month periods
ended July 29, 2006 and July 30, 2005. These financial statements are the responsibility of the Company's management. 

We conducted our reviews in accordance with the standards of the Public Company Accounting Oversight Board
(United States). A review of interim financial information consists principally of applying analytical procedures and
making inquiries of persons responsible for financial and accounting matters. It is substantially less in scope than an
audit conducted in accordance with the standards of the Public Company Accounting Oversight Board, the objective
of which is the expression of an opinion regarding the financial statements taken as a whole. Accordingly, we do not
express such an opinion.

Based on our reviews, we are not aware of any material modifications that should be made to the consolidated
financial statements referred to above for them to be in conformity with U.S. generally accepted accounting
principles. 

We have previously audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheet of American Eagle Outfitters, Inc. as of January 28, 2006, and the
related consolidated statements of operations, comprehensive income, stockholders' equity, and cash flows for the year
then ended not presented herein, and in our report dated March 31, 2006, we expressed an unqualified opinion on
those consolidated financial statements. In our opinion, the information set forth in the accompanying consolidated
balance sheet as of January 28, 2006, is fairly stated, in all material respects, in relation to the consolidated balance
sheet from which it has been derived.

/s/ Ernst & Young LLP

Pittsburgh, Pennsylvania
August 28, 2006

18

Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

32



ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS.

The following discussion and analysis of financial condition and results of operations are based upon our
Consolidated Financial Statements and should be read in conjunction with these statements and notes thereto.

Key Performance Indicators

Our management evaluates the following items, which are considered key performance indicators, in assessing our performance:

Comparable store sales - Comparable store sales provide a measure of sales growth for stores open at least one year. A store is included in
comparable store sales in the thirteenth month of operation. However, stores that have a gross square footage increase of 25% or greater due to a
remodel are removed from the comparable store sales base, but are included in total sales. These stores are returned to the comparable store sales
base in the thirteenth month following the remodel.

Management considers comparable store sales to be an important indicator of our current performance. Comparable store sales results are
important in achieving leveraging of our costs, including store payroll, store supplies, rent, etc. Positive comparable store sales contribute to
greater leveraging of costs while negative comparable store sales contribute to deleveraging of costs. Comparable store sales also have a direct
impact on our total net sales, cash and working capital.

Gross profit - Gross profit measures whether we are appropriately optimizing the price and inventory levels of our merchandise. Gross profit is
the difference between net sales and cost of sales. Cost of sales consists of merchandise costs, including design, sourcing, importing and inbound
freight costs, as well as markdowns, shrinkage, promotional costs and buying, occupancy and warehousing costs. Buying, occupancy and
warehousing costs consist of compensation,  employee benefit expenses and travel for our buyers; rent and utilities related to our stores,
corporate headquarters, distribution centers and other office space; freight from our distribution centers to the stores; compensation and supplies
for our distribution centers, including purchasing, receiving and inspection costs;  and shipping and handling costs related to our e-commerce
business. Any inability to obtain acceptable levels of initial markups or any significant increase in our use of markdowns could have an adverse
effect on our gross profit and results of operations.

Operating income - Management views operating income as a key indicator of the Company's success. The key drivers of operating income are
comparable store sales, gross profit and our ability to control selling, general and administrative expenses.

Store productivity - Store productivity, including net sales per average square foot, average unit retail price, conversion rate, the number of
transactions per store, the number of units sold per store and the number of units per transaction, is evaluated by Management in assessing our
operational performance.

Inventory turnover - Management evaluates inventory turnover as a measure of how productively inventory is bought and sold. Inventory
turnover is important as it can signal slow moving inventory. This can be critical in determining the need to take markdowns on merchandise.
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Cash flow and liquidity - Management evaluates cash flow from operations, investing and financing in determining the sufficiency of our cash
position. Cash flow from operations has historically been sufficient to cover our uses of cash. Management believes that cash flow from
operations will be sufficient to fund anticipated capital expenditures and working capital requirements.

Results of Operations

Overview

We achieved our tenth consecutive quarter of record sales and earnings compared to the corresponding prior periods during the three months
ended July 29, 2006 (the "second quarter"). Our strong product assortments were well received, leading to an increase in comparable store sales.
All key sales metrics were positive in the second quarter and we achieved record high historical second quarter gross margin and operating
margin rates. Additionally, we achieved a record low historical second quarter rate of selling, general and administrative expenses as a percent to
net sales. An increase in other income, net also contributed to improved profitability during the second quarter.

Net sales for the second quarter increased approximately 17% to $602.3 million from $515.9 million for the second quarter last year and our
comparable store sales increased 10%. Our gross profit margin increased 140 basis points to a rate of 45.6%, driven by a higher merchandise
margin and a reduction in buying, occupancy and warehousing costs as a percent to net sales. Selling, general and administrative expenses as a
percent to net sales improved by 20 basis points to 23.8% as a result of our comparable store sales growth. We achieved an 18.2% operating
margin for the second quarter. Second quarter net income increased 24% to $72.1 million, or 12.0% as a percent to net sales, compared to net
income of $58.0 million, or 11.1% as a percent to net sales, for the corresponding period last year.

Our business is affected by the pattern of seasonality common to most retail apparel businesses. The results for the
current and prior periods are not necessarily indicative of future financial results.
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The following table shows the percentage relationship to net sales of the listed line items included in our Consolidated
Statements of Operations.

Three Months Ended Six Months Ended
July 29,
2006

July 30, 
2005

July 29,
2006

July 30, 
2005

Net sales   100.0%   100.0%   100.0%   100.0%
Cost of sales, including certain buying, occupancy
and warehousing expenses

(exclusive of depreciation shown separately
below) 54.4 55.8 53.0 53.7
Gross profit 45.6 44.2 47.0 46.3
Selling, general and administrative expenses 23.8 24.0 24.9 24.8
Depreciation and amortization expense  3.6   3.6   3.6   3.8
Operating income 18.2 16.6 18.5 17.7
Other income, net   1.5   0.8  1.5   0.9 Income before income taxes 19.7 17.4 20.0 18.6 Provision for income taxes  7.7   6.3   7.9   7.0 Income
from continuing operations, net of tax 12.011.1  12.111.6 Income from discontinued operations, net of tax      -     -      -    -

Net income

   12.0%    11.1%    12.1%    11.6%

Store data for the six months ended July 29, 2006 and July 30, 2005

Six Months Ended
July 29, 
2006

July 30, 
2005

Number of stores:
Beginning of period 869 846

Opened   18   16

Closed    (4)    (8)

End of period 883 854

Total gross square feet at end of period 4,911,192 4,631,461
As a result of the Bluenotes disposition during Fiscal 2004, our operations are now conducted in one reportable segment. Prior to the disposition,
Bluenotes was presented as a separate reportable segment. The American Eagle segment includes our 883 U.S. and Canadian retail stores and
our e-commerce operation, ae.com.

Adoption of New Accounting Standard

In December 2004, the FASB issued SFAS No. 123(R). SFAS No. 123(R) requires that companies recognize all
share-based payments to employees, including grants of employee stock options, in the financial statements based on
the fair value of the equity or liability instruments issued.  On January 29, 2006, we adopted SFAS No. 123(R) using
the modified prospective transition method. Prior to this adoption, we accounted for share-based payments to
employees under the recognition and measurement provisions of APB No. 25, and related interpretations, as permitted
by SFAS No. 123.  No share-based employee compensation cost related to stock options was recognized in the
Consolidated Statement of Operations for the six months ended July 30, 2005, as all options granted under those plans
had an exercise price equal to the market value of the underlying common stock on the date of grant.  
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As a result of adopting SFAS No. 123(R) on January 29, 2006, our income before income taxes and net income were lower by
$1.7 million and $1.1 million, respectively, for the three months ended July 29, 2006, and by $4.4 million and $2.7 million, respectively, for the
six months ended July 29, 2006, than if we had continued to account for share-based compensation under APB No. 25. Net income per basic and
diluted common share are each lower by $0.01 for the three months ended July 29, 2006, and by $0.02 each for the six months ended July 29,
2006, than if we had not adopted SFAS No. 123(R).

As of July 29, 2006, we had $21.2 million and $3.2 million of unrecognized compensation expense related to nonvested stock option awards and
nonvested restricted stock awards, respectively.  This unrecognized compensation expense is expected to be recognized over the weighted
average periods of 2.3 years for stock options awards and 10 months for restricted stock awards.

For additional information on our adoption of SFAS No. 123(R), see Note 3 of the Consolidated Financial Statements.

Comparison of the three months ended July 29, 2006 to the three months ended July 30, 2005

Net Sales

Net sales increased approximately 17% to $602.3 million from $515.9 million. The sales increase was due to a 10% comparable store sales
increase as well as a 6% increase in gross square footage. The gross square footage increase consisted primarily of the addition of 29 new stores,
net of 9 closings. The comparable store sales increase was driven by strong customer acceptance of our back to school assortments as well as
positive store traffic. As a result, we experienced a high single-digit increase in the number of units sold per average store and a mid single-digit
increase in the number of transactions per average store. Our average transaction value increased in the mid single-digits, due to a higher average
unit retail price as well as a low single-digit increase in the number of units per transaction. Lower markdowns as well as an improved markon
contributed to a mid single-digit increase in our average unit retail price.  Comparable store sales increased in the low double-digits in the men's
business and in the high single-digits in the women's business.  

Gross Profit

Gross profit as a percent to net sales improved by 140 basis points to a record high historical second quarter rate of
45.6% from 44.2% last year. The percentage increase was primarily attributed to a 70 basis point improvement in
merchandise margin and a reduction of buying, occupancy and warehousing costs by 70 basis points as a percent to
net sales. Our merchandise margin increased for the period due primarily to lower markdowns as well as an improved
markon, partially offset by an increase in the shrinkage reserve as a result of a physical inventory count during the
second quarter. This increase in the shrinkage reserve reflects a return to a normal shrinkage rate, compared to last
year when we experienced favorability in the rate. Buying, occupancy and warehousing costs declined as a percent to
net sales due primarily to an improvement in rent expense. Share-based payment expense included in gross profit
declined to approximately $1.4 million compared to $1.6 million last year. The decline in share-based payment
expense is primarily due to lower restricted stock expense, partially offset by increased stock option expense as a
result of our adoption of SFAS No. 123(R) at the beginning of Fiscal 2006.

Our gross profit may not be comparable to that of other retailers, as some retailers include all costs related to their
distribution network as well as design costs in cost of sales and others may exclude a portion of these costs from cost
of sales, including them in a line item such as selling, general and administrative expenses. See Note 2 of the
Consolidated Financial Statements for a description of our accounting policy regarding cost of sales, including certain
buying, occupancy and warehousing expenses.

Selling, General and Administrative Expenses

Selling, general and administrative expenses as a percent to net sales declined 20 basis points to 23.8%, a record low
historical second quarter rate, from 24.0% last year. Strong comparable store sales and well-controlled, on-plan
expenses contributed to the lower rate this year. An improvement in store payroll and services purchased as a percent
to net sales was partially offset by incremental planned expenses for MARTIN + OSA as well as an increase in
advertising and professional service fees as a percent to net sales. Share-based payment expense included in selling,
general and administrative expenses increased to approximately $6.3 million compared to $5.5 million last year due
primarily to our adoption of SFAS No. 123(R).
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Depreciation and Amortization Expense

Depreciation and amortization expense as a percent to net sales was flat for the second quarter at 3.6% compared to
the corresponding period last year. Depreciation and amortization expense increased to $21.7 million compared to
$18.6 million last year. The increase in expense is primarily due to an increase in our property and equipment base
driven by our increased level of capital expenditures.

21

Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

38



Other Income, Net

Other income, net increased to $9.0 million from $4.9 million due primarily to increased investment income resulting from higher cash and
investment balances this year compared to last year as well as improved investment returns. Included in other income, net for the second quarter
is a $2.1 million realized capital gain related to investments that were classified as trading securities prior to being sold during the second
quarter.  

Provision for Income Taxes

The effective tax rate increased to 39% from approximately 36% last year. The increase in the effective tax rate is due primarily to state tax
credits received during the three months ended July 30, 2005, which had the effect of lowering the effective tax rate last year.

Net Income

Net income increased 24% to $72.1 million, or 12.0% as a percent to net sales, from $58.0 million, or 11.1% as a percent to net sales last year.
Net income per diluted common share increased to $0.47 from $0.37 in the prior year. The increase in net income was attributable to the factors
noted above.     

Comparison of the six months ended July 29, 2006 to the six months ended July 30, 2005

Net Sales

Net sales increased approximately 16% to $1.125 billion from $972.3 million. The sales increase was due to a 9% comparable store sales
increase as well as a 6% increase in gross square footage. The gross square footage increase consisted primarily of the addition of 29 new stores,
net of 9 closings. The comparable store sales increase was driven by strong  customer acceptance of our assortments as well as positive store
traffic. As a result, we experienced  a high single-digit increase in the number of units sold per average store and a mid single-digit increase in
the number of transactions per average store.   Our average transaction value increased in the mid single-digits, due to a higher average unit
retail price as well as a low single-digit increase in the number of units per transaction. A change in product mix as well as an improved markon 
contributed to a mid single-digit increase in our average unit retail price. Comparable store sales increased in the low double-digits in the men's
business and in the high single-digits in the women's business.  

Gross Profit

Gross profit as a percent to net sales improved by 70 basis points to 47.0% from 46.3%. The percentage increase was
attributed to a reduction of buying, occupancy and warehousing costs as a percent to net sales. Our merchandise
margin was flat for the period due primarily to an improved markon, offset by an increase in markdowns during the
first quarter and  an increase in the shrinkage reserve as a result of a physical inventory count during the second quarter.  This increase in the
shrinkage reserve reflects a return to a normal shrinkage rate, compared to last year when we experienced favorability in the rate. Buying,
occupancy and warehousing costs declined as a percent to net sales due primarily to an improvement in rent expense
as a percent to net sales.  Share-based payment expense included in gross profit increased to approximately $3.2
million compared to $2.8 million last year due to our adoption of SFAS No. 123(R) at the beginning of Fiscal 2006.

Selling, General and Administrative Expenses

Selling, general and administrative expenses as a percent to net sales increased to 24.9% from 24.8% due primarily to
incremental planned expenses for MARTIN + OSA and an increase in store supplies as a percent to net sales. These increases
were partially offset by improvements in store payroll, incentive compensation and payroll taxes as a percent to net
sales. Share-based payment expense included in selling, general and administrative expenses increased to
approximately $12.9 million compared to $8.5 million last year due primarily to our adoption of SFAS No. 123(R).

Depreciation and Amortization Expense

Depreciation and amortization expense as a percent to net sales decreased to 3.6% from 3.8% due primarily to the
comparable store sales increase.  Depreciation and amortization expense increased to $40.9 million compared to $36.7 million last year.
The increase in expense is primarily due to an increase in our property and equipment base driven by our increased level of capital expenditures.
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Other Income, Net

Other income, net increased to $17.1 million from $8.4 million due primarily to increased investment income resulting
from higher cash and investment balances this year compared to last year as well as improved investment returns.
Included in other income, net for the six months ended July 29, 2006 is a $3.5 million realized capital gain related to
investments that were classified as trading securities prior to being sold during the second quarter. These increases
were partially offset by the realization of a $0.9 million foreign currency translation loss related to the final settlement
of NLS, which had previously been recorded in accumulated other comprehensive income. 

Provision for Income Taxes

The effective tax rate increased to approximately 39% from approximately 37% last year. The increase in the effective tax
rate is due primarily to state tax credits received during the last year, which had the effect of lowering the effective tax rate.

Net Income

Net income increased 20% to $136.3 million, or 12.1% as a percent to net sales, from $113.3 million, or 11.6% as a
percent to net sales last year. Net income per diluted common share increased to $0.89 from $0.72 in the prior year.
The increase in net income was attributable to the factors noted above.     

Income Taxes

Income tax accruals of $25.4 million and $6.6 million were recorded at July 29, 2006 and July 30, 2005, respectively.
As of July 29, 2006, we had recorded tax reserves of approximately $17.7 million. For the three and six months ended
July 29, 2006, the effective tax rate used for the provision of income tax approximated 39%. For the three and six
months ended July 30, 2005, the effective tax rate used for the provision of income tax approximated 36% and 37%,
respectively.

As of July 29, 2006,

we had a deferred tax asset of $1.4 million relating to certain state tax credits that can be used to offset state income tax. The credits will expire
over a period from July 2011 to July 2014. No valuation allowance has been provided against this deferred tax asset. Our management believes
that it is more likely than not that the benefit of this asset will be realized prior to the expiration dates of the tax credits.

For the six months ended July 29, 2006, the remaining $0.5 million of a $1.4 million valuation allowance that had been previously recorded
against a capital loss deferred tax asset was released. We were able to realize sufficient capital gains to fully utilize the capital loss carry forward
prior to its expiration in July 2006.

Liquidity and Capital Resources

Our uses of cash are generally for working capital, the construction of new stores and remodeling of existing stores,
information technology upgrades, distribution center improvements and expansion, the purchase of both short and
long-term investments, the repurchase of common stock and the payment of dividends. Historically, these uses of cash
have been funded with cash flow from operations. Additionally, our uses of cash include the purchase and
construction of our new corporate headquarters; the construction of a new data center to support our information
technology needs; development of MARTIN + OSA; and development of aerie by American Eagle, our new intimates
sub-brand.  In the future, we expect that our uses of cash will also include new brand concept development.
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The following sets forth certain measures of our liquidity:

July 29,

2006

January 28,

2006

July 30,

2005
Working capital (in thousands) $827,069 $725,294  $712,703 

Current ratio        3.44          3.06          3.55  
Net cash provided by operating activities from continuing operations totaled $327.6 million for the six months ended July 29, 2006. Our major
sources of cash from operations were proceeds from the sale of trading securities as well as merchandise sales. Our primary outflows of cash for
operations were for the purchase of inventory and the payment of operational costs.
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Investing activities for the six months ended July 29, 2006 included $103.1 million for capital expenditures as well as $17.0 million for the net
purchase of investments classified as available-for-sale, partially offset by $12.3 million of proceeds from the sale of NLS assets. Capital
expenditures consisted primarily of $37.3 million related to investments in our stores, including 18 new stores in the United States and 32
remodeled stores in the United States and Canada. The remaining capital expenditures were primarily related to the purchase of our new
corporate headquarters in Pittsburgh, Pennsylvania, construction of an addition to our Ottawa, Kansas distribution center and information
technology upgrades at our home office, including the construction of a new data center.

We invest primarily in tax-exempt municipal bonds, taxable agency bonds, corporate notes and auction rate securities
with an original maturity up to five years and an expected rate of return of approximately a 5.5% taxable equivalent
yield.  We place an emphasis on investing in tax-exempt and tax-advantaged asset classes and all investments must
have a highly liquid secondary market. 

Cash used for financing activities resulted primarily from $28.1 million used for the payment of dividends and $7.6
million used for the repurchase of common stock, partially offset by $10.3 million in proceeds from stock option
exercises during the period and a $5.9 million excess tax benefit from the exercise of stock options.

Prior to the adoption of SFAS No. 123(R), we presented all tax benefits from the exercise of stock options as operating cash flows in the
Consolidated Statements of Cash Flows. SFAS No. 123(R) requires that cash flows resulting from the benefits of tax deductions in excess of
recognized compensation cost be classified as financing cash flows. Accordingly, for the six months ended July 29, 2006, the $5.9 million
excess tax benefit from the exercise of stock options is classified as a financing cash flow. 

During the second quarter, we received temporary increases in the amounts available for letters of credit under our two letter of credit facilities.
These increases will remain in place until December 31, 2006 and will be used to support commitments for merchandise inventory purchases.
We currently have a $130.0 million unsecured letter of credit facility for letters of credit and a $40.0 million unsecured demand line of credit
(the "line") which can be used for letters of credit and/or direct borrowing, totaling $170.0 million (the "facility"). The interest rate is at the
lender's prime lending rate (8.25% at July 29, 2006) or at LIBOR plus a negotiated margin rate. No direct borrowings were required against the
line for the current or prior periods. At July 29, 2006, letters of credit in the amount of $129.1 million were outstanding on this facility, leaving a
remaining available balance of $40.9 million. We also have an uncommitted letter of credit facility for $100.0 million with a separate financial
institution. At July 29, 2006, letters of credit in the amount of $83.9 million were outstanding on this facility, leaving a remaining available
balance of $16.1 million.

During the second quarter of Fiscal 2006, our Board of Directors (our "Board") voted to raise our cash dividend to an annual rate of $0.45 per
share from $0.30 per share. As a result, a quarterly cash dividend of $0.1125 was paid on July 7, 2006. Subsequent to the second quarter of
Fiscal 2006, our Board declared a quarterly cash dividend of $0.1125 per share, payable on October 6, 2006 to stockholders of record at the
close of business on September 22, 2006. The payment of future dividends is at the discretion of our Board and is based on earnings, cash flow,
financial condition, capital requirements, changes in U.S. taxation and other relevant factors. It is anticipated that any future dividends paid will
be declared on a quarterly basis.

During Fiscal 2005, we repurchased 7.0 million shares of our common stock under various repurchase authorizations made by our Board. At the
beginning of Fiscal 2006, 3.5 million shares remained authorized for repurchase under the November 15, 2005 authorization. We did not
repurchase any shares as part of our stock repurchase program during the six months ended  July 29, 2006 or July 30, 2005. The repurchase of
the remaining shares will occur at our discretion. Subsequent to the second quarter of Fiscal 2006, we repurchased approximately 1.4 million
shares of our common stock under the November 15, 2005 repurchase authorization.  These shares were repurchased for approximately $51.3
million, at an average share price of $37.31. As of August 30, 2006, we had approximately 2.1 million shares remaining authorized for
repurchase.

During the six months ended July 29, 2006 and July 30, 2005, we repurchased 295,000 shares and 361,000 shares, respectively, from certain
employees at market prices totaling $7.6 million and $10.5 million, respectively, for the payment of taxes in connection with the vesting of
share-based payments as permitted under the 2005 Stock Award and Incentive Plan and the 1999 Stock Incentive Plan. The aforementioned
share repurchases have been recorded as treasury stock.

Cash flows of discontinued operations, including operating, investing and financing activities, are presented separately from cash flows from
continuing operations in the Consolidated Statements of Cash Flows. The absence of the cash flows from discontinued operations is not
expected to materially affect our future liquidity or capital resources.
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We expect capital expenditures for Fiscal 2006 to be approximately $215 million, which will relate primarily to the
construction of 46 new stores in the United States and Canada and the remodeling of 66 stores in the United States and
Canada. Remaining capital expenditures will relate to the continuing construction at our Ottawa, Kansas distribution
center, construction of our new corporate headquarters in Pittsburgh, Pennsylvania and the construction of our new
data center.

Our growth strategies include continued expansion of the American Eagle Brand, internally developing new brands
and the possibility of acquisitions. We periodically consider and evaluate these options to support future growth. In
the event we do pursue such options, we could require additional equity or debt financing. There can be no assurance
that we would be successful in closing any potential transaction, or that any endeavor we undertake would increase
our profitability.

Critical Accounting Policies

Our critical accounting policies are described in Item 7, Management's Discussion and Analysis of Financial
Condition and Results of Operations, and in the notes to our Consolidated Financial Statements for the year ended
January 28, 2006 contained in our Fiscal 2005 Annual Report on Form 10-K. The application of our critical
accounting policies may require management to make judgments and estimates about the amounts reflected in the
Consolidated Financial Statements.  Management uses historical experience and all available information to make
these estimates and judgments, and different amounts could be reported using different assumptions and estimates.

As a result of the adoption of SFAS No. 123(R) at the beginning of Fiscal 2006, we have added "Share-Based Payments" as a critical accounting
policy.

Share-Based Payments

We account for share-based payments in accordance with the provisions of SFAS No. 123(R). To determine the fair value of our stock option
awards, we use the Black-Scholes option pricing model, which requires management to apply judgment and make assumptions to determine the
fair value of our awards. These assumptions include estimating the length of time employees will retain their vested stock options before
exercising them ("expected term"), the estimated volatility of the price of our common stock over the expected term and an estimate of the
number of options that will ultimately be forfeited. 

We calculate a weighted-average expected term using the "simplified method" as allowed by SEC Staff Accounting Bulletin No. 107,
Share-Based Payment ("SAB No. 107"). The "simplified method" calculates the expected term as the average of the vesting term and original
contractual term of the options.  Expected stock price volatility is based on a combination of historical volatility of our common stock and
implied volatility. We chose to use a combination of historical and implied volatility as we believe that this combination is more representative
of future stock price trends than historical volatility alone. Estimated forfeitures are calculated based on historical experience.  Changes in these
assumptions can materially affect the estimate of the fair value of our share-based payments and the related amount recognized in our
Consolidated Financial Statements. 

Impact of Inflation/Deflation

We do not believe that inflation has had a significant effect on our net sales or our profitability. Substantial increases
in cost, however, could have a significant impact on our business and the industry in the future. Additionally, while
deflation could positively impact our merchandise costs, it could have an adverse effect on our average unit retail
price, resulting in lower sales and profitability.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

There were no material changes in our exposure to market risk from January 28, 2006. Our market risk profile as of January 28, 2006 is
disclosed in Item 7A, Quantitative and Qualitative Disclosures About Market Risk, of our Fiscal 2005 Annual Report on Form 10-K.
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ITEM 4. CONTROLS AND PROCEDURES.

Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed
in our reports under the Securities Exchange Act of 1934, as amended (the "Exchange Act"), is recorded, processed,
summarized and reported within the time periods specified in the SEC's rules and forms, and that such information is
accumulated and communicated to the management of American Eagle Outfitters, Inc. (the "Management"), including

our Principal Executive Officer and our Principal Financial Officer, as appropriate, to allow timely decisions
regarding required disclosure.  In designing and evaluating the disclosure controls and procedures, Management

recognized that any controls and procedures, no matter how well designed and operated, can provide only reasonable
assurance of achieving the desired control objectives. 

In connection with the preparation of this Quarterly Report on Form 10-Q as of July 29, 2006, an evaluation was
performed under the supervision and with the participation of our Management, including the Principal Executive
Officer and Principal Financial Officer, of the effectiveness of the design and operation of the Company's disclosure
controls and procedures (as defined in Rule 13a-15(e) under the Exchange Act).  Based upon that evaluation, our
Principal Executive Officer and our Principal Financial Officer have concluded that our disclosure controls and

procedures were effective as of the end of the period covered by this Quarterly Report on Form 10-Q.

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting that occurred during the three months ended
July 29, 2006 that have materially affected, or are reasonably likely to materially affect, our internal control over

financial reporting.
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PART II

ITEM 1A. RISK FACTORS.

This report contains various "forward-looking statements" within the meaning of Section 27A of the Securities Act of
1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, which represent our
expectations or beliefs concerning future events, including the following:

the planned opening of 46 American Eagle stores in the United States and Canada and five MARTIN + OSA
stores in the United States during Fiscal 2006;

• 

the planned opening of approximately 50 American Eagle stores in the United States and Canada and 15 to 20
MARTIN + OSA stores in the United States during Fiscal 2007;

• 

the selection of 66 American Eagle stores in the United States and Canada for remodeling during Fiscal 2006;• 

the selection of approximately 45 American Eagle stores in the United States and Canada for remodeling
during Fiscal 2007;

• 

the completion of improvements and expansion at our distribution centers;• 

the completion of the construction of our new corporate headquarters and data center;• 
the launch of our new brand concept, MARTIN + OSA, during the third quarter of Fiscal 2006;• 
the success of our new intimates sub-brand, aerie by American Eagle;• 
the expected payment of a dividend in future periods; and• 
the possibility of growth through acquisitions and/or internally developing additional new brands.• 

We caution that these statements are further qualified by factors that could cause our actual results to differ materially
from those in the forward-looking statements, including without limitation, the following:

Our ability to anticipate and respond to changing consumer preferences and fashion trends in a timely manner

Our future success depends, in part, upon our ability to identify and respond to fashion trends in a timely manner. The
specialty retail apparel business fluctuates according to changes in the economy and customer preferences, dictated by
fashion and season. These fluctuations especially affect the inventory owned by apparel retailers, since merchandise
typically must be ordered well in advance of the selling season. While we endeavor to test many merchandise items
before ordering large quantities, we are still susceptible to changing fashion trends and fluctuations in customer
demands.

In addition, the cyclical nature of the retail business requires that we carry a significant amount of inventory,
especially during our peak selling seasons. We enter into agreements for the manufacture and purchase of our private
label apparel well in advance of the applicable selling season. As a result, we are vulnerable to changes in consumer
demand, pricing shifts, and the timing and selection of merchandise purchases. The failure to enter into agreements for
the manufacture and purchase of merchandise in a timely manner could, among other things, lead to a shortage of
inventory and lower sales. Changes in fashion trends, if unsuccessfully identified, forecasted or responded to by us,
could, among other things, lead to lower sales, excess inventories and higher markdowns, which in turn could have a
material adverse effect on our results of operations and financial condition.

Our ability to continue our current level of sales and earnings growth

During the past year, we realized substantial growth in both sales and earnings. A number of factors have historically
affected, and will continue to affect, our rate of growth and performance. These factors include, among other things,
customer trends and preferences, competition, economic conditions and new store openings. There can be no
assurance that we will be able to continue the rates of growth or performance that we have been recently experiencing.
Additionally, any decline in our future growth or performance could have a material adverse effect on the market price
of our common stock.
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The effect of competitive pressures from other retailers and other business factors

The specialty retail industry is highly competitive. We compete primarily on the basis of quality, fashion, service,
selection and price. There can be no assurance that we will be able to successfully compete in the future.

The success of our operations also depends to a significant extent upon a number of factors relating to discretionary consumer spending,
including economic conditions affecting disposable consumer income such as employment, consumer debt, interest rates, and consumer
confidence. There can be no assurance that consumer spending will not be negatively affected by general or local economic conditions, thereby
adversely impacting our continued growth and results of operations.

Our ability to grow through new store openings and existing store remodels and expansions

Our continued growth and success will depend in part on our ability to open and operate new stores and expand and remodel existing stores on
a timely and profitable basis. During Fiscal 2006, we plan to open 46 new American Eagle stores in the U.S. and Canada. Additionally, we plan
to remodel or expand 66 existing stores during Fiscal 2006. Accomplishing our new and existing store expansion goals will depend upon a
number of  factors, including the ability to obtain suitable sites for new and expanded stores at acceptable costs, the hiring and training of
qualified personnel, particularly at the store management level, the integration of new stores into existing operations and the expansion of our
buying and inventory capabilities. There can be no assurance that we will be able to achieve our store expansion goals, manage our growth
effectively, successfully integrate the planned new stores into our operations or operate our new and remodeled stores profitably.

Our ability to grow through the internal development of new brands

We launched our new intimates sub-brand, aerie by American Eagle, during the second quarter and we plan to launch MARTIN + OSA, our
new brand concept, during the third quarter of Fiscal 2006. Our ability to succeed in these new brands requires significant expenditures and
management attention. Additionally, any new brand is subject to certain risks including customer acceptance, competition, product
differentiation, the ability to attract and retain qualified personnel, including management and designers, and the ability to obtain suitable sites
for new stores at acceptable costs. There can be no assurance that these new brands will grow or become profitable. If we are unable to succeed
in developing profitable new brands, this could adversely impact our continued growth and results of operations.

Our international merchandise sourcing strategy

Substantially all of our merchandise is purchased from foreign suppliers. Although we purchase a significant portion
of our merchandise through a single foreign buying agent, we do not maintain any exclusive commitments to purchase
from any vendor. Since we rely on a small number of foreign sources for a significant portion of our purchases, any
event causing the disruption of imports, including the insolvency of a significant supplier or a significant labor
dispute, could have an adverse effect on our operations. Other events which could also cause a disruption of imports
include the imposition of additional trade law provisions or import restrictions, such as increased duties, tariffs,
anti-dumping provisions, increased Custom's enforcement actions, or political or economic disruptions.

We have a Vendor Code of Conduct that provides guidelines for all of our vendors regarding working conditions,
employment practices and compliance with local laws. A copy of the Vendor Code of Conduct is posted on our
website, ae.com. We have a factory compliance program to audit for compliance with the Code of Conduct. However,
there can be no assurance that our factory compliance program will be effective in discovering violations. Publicity
regarding violation of our Vendor Code of Conduct or other social responsibility standards by any of our vendor
factories could adversely affect our sales and financial performance.

Since the time of the attack on the World Trade Centers in 2001, we believe that there has been an increased risk of
terrorist activity on a global basis. Such activity might take the form of a physical act that impedes the flow of
imported goods or the insertion of a harmful or injurious agent to an imported shipment. We have instituted policies
and procedures designed to reduce the chance or impact of such actions including, but not limited to, a significant
increase in the number of factory audits performed; the revision of our factory audit protocol to include all critical
security issues; the review of security procedures of our other international trading partners, including forwarders,
consolidators, shippers and brokers; and the cancellation of agreements with entities who fail to meet our security
requirements. In addition, U.S. Customs has recognized us as a validated, tier three member of the Customs - Trade
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Partnership Against Terrorism program, a voluntary program in which an importer agrees to work with Customs to
strengthen overall supply chain security. There can be no assurance that terrorist activity can be prevented and we
cannot predict the likelihood of any such activities or the extent of their adverse impact on our operations.
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Seasonality

Historically, our operations have been seasonal, with a significant amount of net sales and net income occurring in the fourth fiscal quarter,
reflecting increased demand during the year-end holiday selling season and, to a lesser extent, the third quarter, reflecting increased demand
during the back-to-school selling season. During Fiscal 2005, the third and fourth fiscal quarters accounted for approximately 58% of our sales
and approximately 61% of our income from continuing operations. As a result of this seasonality, any factors negatively affecting us during the
third and fourth fiscal quarters of any year could have a material adverse effect on our financial condition and results of operations for the entire
year. Our quarterly results of operations may fluctuate based upon such factors as the timing of certain holiday seasons, the number and timing
of new store openings, the acceptability of seasonal merchandise, the timing and level of markdowns, store closings and remodels, competitive
factors, weather and general economic conditions.

Our reliance on key personnel

Our success depends to a significant extent upon the continued services of our key personnel, including senior management, as well as its ability
to attract and retain qualified key personnel and skilled employees in the future. Our operations could be adversely affected if, for any reason,
one or more key executive officers ceased to be active in our management.

Our ability to successfully upgrade and maintain our information systems

We rely upon our various information systems to manage our operations and regularly make investments to upgrade, enhance or replace these
systems. Any delays or difficulties in transitioning to these or other new systems, or in integrating these systems with our current systems, or any
other disruptions affecting our information systems, could have a material adverse impact on our business.

Failure to comply with Section 404 of the Sarbanes-Oxley Act of 2002

In order to meet the requirements of the Sarbanes-Oxley Act of 2002 in future periods, we must continuously document, test, monitor and
enhance our internal control over financial reporting. There can be no assurance that the periodic evaluation of our internal controls required by
Section 404 of the Sarbanes-Oxley Act will not result in the identification of significant control deficiencies and/or material weaknesses or that
our auditors will be able to attest to the effectiveness of our internal control over financial reporting. Failure to maintain the effectiveness of our
internal control over financial reporting or to comply with the requirements of this Act could have a material adverse effect on our reputation,
financial condition and market price of our common stock.

Our reliance on third-party distribution services for our Canadian stores

Our stores in Canada receive merchandise through logistics services provided under a transitional services agreement
with the NLS Purchaser. Any significant interruption in the logistics services provided by the NLS Purchaser could
have a material adverse effect on the operation of our stores in Canada and on our financial condition and results.

Other risk factors

Additionally, other factors could adversely affect our financial performance, including factors such as: our ability to
successfully acquire and integrate other businesses; any interruption of our key business systems; any disaster or
casualty resulting in the interruption of service from our distribution centers or in a large number of our stores; any
interruption of key services provided by third party vendors; any interruption of our business related to an outbreak of
a pandemic disease, such as the Avian Flu, in a country where we source or market our merchandise; changes in
weather patterns; the effects of changes in current exchange rates and interest rates; and international and domestic
acts of terror.

The impact of any of the previously discussed factors, some of which are beyond our control, may cause our actual
results to differ materially from expected results in these statements and other forward-looking statements we may
make from time-to-time.
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ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS.

Issuer Purchases of Equity Securities

The following table provides information regarding our repurchases of our common stock during the three months
ended July 29, 2006.

Period

Total
Number of
Shares

Purchased

(1)

Average
Price Paid
Per Share

Total Number of

Shares
Purchased as
Part of Publicly
Announced
Programs

Maximum Number of

Shares that May
Yet Be Purchased

Under the Program

(2)

Month #1 (April 30, 2006 through May 27, 2006) -
Month #2 (May 28, 2006 through July 1, 2006) 14,316 31.24
Month #3 (July 2, 2006 through July 29, 2006) 514 34.04

Total 14,830 31.34

(1) All shares repurchased during the three months ended July 29, 2006 were repurchased from certain employees for the payment of taxes in
connection with the vesting of share-based payments.

(2) On November 15, 2005, our Board authorized the repurchase of 4,500,000 shares of our common stock. During
Fiscal 2005, 1,000,000 shares were repurchased under this authorization.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

(a) We held our 2006 Annual Meeting of Stockholders on June 13, 2006. Holders of 137,951,476 shares of our
common stock were present in person or by proxy, representing approximately 92% of our 149,757,023 shares
outstanding on the record date. 

(b) and (c) The following persons continue to serve as Class III directors: Jon P. Diamond and James V. O'Donnell;
and the following persons continue to serve as Class I directors: Michael G. Jesselson, Roger S. Markfield and Jay L.
Schottenstein. The following persons were elected as Class I members of the Board of Directors to serve a three year
term until the annual meeting in 2009 or until their successors are duly elected and qualified. Each person received the
number of votes for or the number of votes with authority withheld indicated below.

Name Shares For Shares Withheld
Janice E. Page   131,133,371    6,818,105
J. Thomas Presby  134,439,373   3,512,103
Gerald E. Wedren      134,291,984      3,659,492
Additionally, Larry M. Wolf was elected as Class III member of the Board of Directors to serve a one year term until
the annual meeting in 2007 or until his successor is duly elected and qualified. Mr. Wolf received 134,291,165 shares
for and 3,660,311 shares abstain.

The proposal to ratify the appointment of Ernst & Young LLP as our independent registered public accounting firm
passed. It received 137,786,641 shares for, 125,099 shares against and 39,736 shares abstain. 

(d) Not applicable
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ITEM 6. EXHIBITS.

*

*

*

**

Exhibit 15          Acknowledgement of Independent Registered Public Accounting Firm

Exhibit 31.1       Certification by James V. O'Donnell pursuant to Rule 13a-14(a) or Rule 15d-14(a)

Exhibit 31.2       Certification by Joan Holstein Hilson pursuant to Rule 13a-14(a) or Rule 15d-14(a)

Exhibit 32.1       Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

** Exhibit 32.2       Certification of Principal Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002

* Filed with this report.
** Furnished with this report.
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SIGNATURES

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

Dated August 30, 2006

American Eagle Outfitters, Inc.
(Registrant)

 /s/ James V. O'Donnell           

James V. O'Donnell
Chief Executive Officer

(Principal Executive Officer)

 /s/ Joan Holstein Hilson           

Joan Holstein Hilson
Executive Vice President and Chief
Financial Officer, AE Brand

(Principal Financial Officer and Principal
Accounting Officer)

32

Edgar Filing: AMERICAN EAGLE OUTFITTERS INC - Form 10-Q

55


