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There is a Kmart store within

15 minutes of 85 percent

of the homes in America.

Corporate Profile

K.

mart Corporation is one of the nation's largest discount retailers

and one of the world's largest mass merchandise retailers. Kmart

operates traditional discount stores and Super Kmart Centers in all 50 states

in the United States as well as Puerto Rico, Guam, the U.S. Virgin Islands

and Canada.

Kmart Corporation is based in Troy, Michigan, U.S.A.

Call 1-800-866-0086 for the location of your nearest

Kmart store or Super Kmart Centel:

You can learn more about Knzad on the Internet at http://www.kmart.com

The Kmart Web site includes store locations, the Company's history, investment

information, special promotions and news recently announced by the Company.



MISSION

Kmart will

become the

discount store

of choice for

middle-income

families

with children

by satisfying

their routine

and seasonal

shopping needs

as well as

or better than

the competition.

I COMMIT

MORALE.

I WILL

Our Guides to Excellence

I BELIEVE THAT KMART IS A GREAT	 COMPANY AND WILL BECOME

A LEADER IN THE RETAIL ARENA. IN MY EVERY WORD AND DEED, I WILL

STRIVE FOR EXCELLENCE. I WILL PUT OUR CUSTOMERS FIRST,

EVERY DAY AND IN EVERY WAY. I WILL DO EVERYTHING IN MY

POWER TO OPERATE THE BEST STORE IN TOWN-A SAFE, CLEAN, ORDERLY,

BRIGHT, SPARKLING STORE THAT ATTRACTS FAMILIES WITH CHILDREN.

I WILL SELL ONLY HIGH-QUALITY, ON-TREND MERCHANDISE

PRICED AT GREAT VALUE, A BROAD ASSORTMENT OF NATIONAL BRANDS,

COMPLEMENTED WITH OUTSTANDING PROPRIETARY GOODS. I WILL

eti,
EXCEL IN CUSTOMER SERVICE. -	 =-7	 WILL BE IN-STOCK ON ALL

REGULAR AND ADVERTISED MERCHANDISE. SIGNING AND PRICING WILL

BE ACCURATE. FRIENDLY, FAST CHECK-OUTS WILL SHOW THAT I CARE

ABOUT OUR CUSTOMERS' TIME. TELEPHONE AND IN-STORE INQUIRIES

WILL BE A PRIORITY. I PLEDGE SATISFACTION GUARANTEED TO EVERY

GUEST WHO HONORS US WITH A VISIT. I WILL TREAT ALL OF MY FELLOW

ASSOCIATES FAIRLY, PROFESSIONALLY, WITH RESPECT, AND I WILL EXPECT

THE SAME FROM THEM. I WILL BE A TEAM PLAYER AND HONESTLY COM-

MUNICATE PRAISE OR CRITICISM FOR OUR ACTIONS.

TO ONLY HIRING AND RETAINING PEOPLE WHO ENJOY OUR PROFESSION.

SMILING, CARING, ENERGETIC PEOPLE WHO WANT TO CONTRIBUTE TO

OUR CUSTOMERS' SHOPPING EXPERIENCES AND OUR ASSOCIATES'

I WILL SUPPORT THE FINANCIAL HEALTH OF OUR

BUSINESS THROUGH RESPONSIBLE AND CAREFUL MANAGEMENT OF THE
Knurt

RESOURCES ENTRUSTED TO ME.	 I WILL UPHOLD KMART'S LEGACY

OF SOCIAL RESPONSIBILITY BY DOING MY PART TO MAKE THE COMMUNI-

TIES WE SERVE BETTER PLACES TO LIVE AND WORK.

ADHERE TO THE HIGHEST PRINCIPLES OF INTEGRITY IN ALL OF MY

INTERACTIONS. THIS WILL BE MY PLEDGE AND MY COMMITMENT, TO

PERSONALLY STRIVE FOR EXCELLENCE IN ALL THAT I DO AS A MEMBER

OF THE KMART TEAM.
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To Our Shareholders

Tn 1996, we made good on
lour commitment to return
Kmart to profitability and build
a foundation for future growth.
Among our accomplishments:

We put a new management
team in place, gained financial
flexibility through restructuring
our credit facilities, and imple-
mented a host of merchandising
and operating initiatives neces-
sary to begin the renaissance of
Kmart Corporation.

store of choice

Kmart's financial health
improved during the past .year.
Fiscal 1996 was marked by modest
comparable sales increases, a
slight improvement in gross
margin rate and greatly reduced
operating expenses, resulting
in a return to profitability from
our continuing operations.

Today the company is signifi-
candy improved financially and
is rapidly reducing debt as a first
step toward returning to investment

grade. This is in sharp contrast
to a year ago, when the common
stock traded at half book value
amid rumors of Kmart's continued
existence. The common stock has
rebounded from the depressed levels
of January 1996. While we still
have much to accomplish on our
march toward again becoming a
great American retailer, we are
poised for continued improvement
in fiscal 1997.

As you will read in the next
several pages, we have taken a
number of important actions for
our shareholders, customers, ven-
dors, associates and the communities
Kmart serves nationwide.

Financial Results
Net income from continuing_opera-
tions for 1996 improved by more
than $450 million compared to
1995, amounting to $.48 per share
as compared to a loss of $.51 per
share in 1995. This is our strongest
earnings performance from continu-
ing operations since 1992. After
discontinued operations charges
of $.93 per share primarily related
to a $385 million estimated loss
on our expected sale of Builders
Square, we reported a net loss of
$.45 per share for the year.

Total sales declined less than
1 percent, reflecting a 52-week year
versus a 53-week year in 1995, the
disposition of 16 international
stores and a net decline of 31 Kmart
stores during the year. Comparable
sales per square foot in U.S. Kmart
stores reached $201, exceeding
$200 for the first time in our history.
On a consolidated basis, comparable
sales growth for 1996 was 2.5 per-
cent. This performance represents
progress in the right direction,
but at a pace below our expecta-
tions. In 1997, we expect to sub-
stantially improve our performance
by increasing comparable sales
growth into the mid-single digit
range. Our goal is to reach a level
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of $240 per square foot over the
next several years.

On declining sales, gross margin
dollars were near 1995 levels
while the margin rate improved by
20 basis points to 22.4 percent
of sales. This improvement reflected
significantly lower levels of mark-
downs related to the clearance of
discontinued merchandise and clo-
sure of stores compared to 1995.
In 1997, Kmart's merchandising
team will pursue higher levels of
sales performance at stable gross
margin rates while remaining com-
petitive through our aggressive,
weekly promotional strategies.

We made tremendous inroads
in reducing costs in 1996. Our
selling, general and administrative
expenses ("SG&A") for 1996 were
$602 million below 1995 levels.
As a percent of sales, SG&A
dropped to 19.9 percent, under
20 percent for the first time in more
than 25 years. This represents a
260 basis-point improvement over
the past two years. We achieved
these savings through the closure
of nonperforming stores, the sale
of our auto service centers to Penske
Auto Centers, the sale of certain
international operations, together
with reductions in comparable store
expenses and corporate overhead.

Management has been successful
in its efforts to improve operations,
restructure our balance sheet and
reduce operating expenses.
However, there are no quick fixes
to return our company to complete
financial health. Our turnaround
is comprised of initiatives that
strengthen our efforts to meet the
needs of our customers. Our strate-
gy is sound, with management disci-
pline and accountability built into
the process. Kmart knows where it
is going and how we will get there.

The Management
Team
In any turn-
around, it is
essential to
build the best
management
team possible.
At Kmart, we
have sought
out the best and the
brightest. Building on the
changes begun in 1995, nine of
15 members are new to the Kmart
Board of Directors in the past two
years. All of our directors have
chief executive officer experience
and all have reputations for share-
holder advocacy. These talented
individuals bring to Kmart their
leadership skills from other Fortune
500 companies as well as specialized
knowledge in retailing, finance, con-
sumer goods and systems technology.
Today, our Board is equal in experi-
ence, intelligence and energy of any
in the world.

We also continued to make
significant additions to the manage-
ment team last year. In total,
22 of Kmart's 38 corporate officers
are new to the company in the past
two and a half years. The most
dramatic restructuring occurred in
our Merchandising organization.

The Kmart

credit card

offers

customers

generous

rewards,

up to

6 percent on

their charged

purchases.



excellence

Kmart and

Super Kmart

Centers

complete

1.4 billion

purchase

transactions

annually.

Three of the four general merchan-
dise managers responsible for our
buying organizations joined Kmart
last year, and the fourth was
assigned important additional
responsibilities. Twelve new
divisional vice presidents in our
merchandising areas average 27
years of retail experience, but have
been at Kmart less than one year.
In 1997, we anticipate that the
experience these veterans bring
to their new positions will improve
execution of our merchandise plan.

Stable Financial Structure
In 1996, we achieved a remarkable
turnaround in the confidence of the
financial community as evidenced
by the three-year $3.7 billion bank
financing and $1.0 billion trust con-
vertible preferred stock public offer-
ing completed in •June. The offering
of trust convertible preferred securi-
ties was the largest equity-linked
transaction of 1996, while the bank
credit agreement was among the
largest non-investment grade refi-
nancings ever. As a result, we now
have a financial structure in place
that gives us substantial resources
and flexibility to meet future growth.

Cash performance of Kmart's
operating activities was impressive.
Borrowing to fund the holiday
inventory peaked at approximately
$1 billion in mid-November, leaving
Kmart with more than $1.2 billion
in excess borrowing capacity above
our peak needs for the 1 996 holiday
season. At the same time, cash gen-
erated by holiday business between
Thanksgiving and December 15 was
sufficient to pay down the revolver
entirely, and at year end the revolver
continued to be fully available.

We will retire a $1.2 billion term
loan two years ahead of schedule
through a combination of cash gen-
erated by the sale of non-core assets,
real estate refinancing and operating
cash flow. Our longer term financial
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goal is to return our company to
investment grade, thereby signifi-
cantly reducing our cost of capital.

Focus on Core Strengths
The massive and time-consuming
sale of non-core operations begun in
late 1994 is nearly complete. During
the past year, Kmarti

• Sold Czech and Slovak stores
for $115 million;

• Discontinued our Singapore
joint venture;

• Announced agreements to divest
Kmart's joint venture operations
in Mexico;

• Received $257 million from the
sale of an equity position in
Rite Aid; and

• Completed a strategic alliance,
worth $128 million in cash
flow to Kmart, with Cardinal
Health Inc.

With the divestiture of non-core
operations over the past three years,
management's time and resources
now are exclusively focused on our
traditional Kmart stores, Super
Kmart Centers and high frequency
refurbishment program.

Implementing New Merchandising
and Operational Strategies
Kmart's 2,134 traditional and Super
Kmart stores in the United States
feature 156 million square feet of
selling space. The merchandise
initiatives we implement are critical
to growing sales and increasing
the frequency of customer visits to
our stores.

Management has made progress
on the merchandising initiatives
laid out in early 1996. We increased
our emphasis on trusted national
brands and strengthened strategic
alliances with Rubbermaid. Procter
8c Gamble, Fruit of the Loom,
Kodak, Wrangler, Hallmark,
American Greetings, Huffy and
others. Last October, we conducted
a first-ever Strategic Vendor Alliance
conference at our Troy headquarters.
By bringing together 280 of Kmart's
largest vendors for a discussion
about the company's strategy,
outlook and expectations, the foun-
dation for new partnerships to better
meet customers' expectations was
put in place.

In 1996, we moved quickly
to enhance and further develop
our popular private label brands,
such as the collections of Jaclyn
Smith and Kathy Ireland. Most
notably, we introduced the new
Martha Stewart Everyday bed
and bath lines that are unmatched
in quality and value. Customer
response and sales are exceptionally
strong. Our new Route 66 denim
brand, as well as agreements to
offer White-Westinghouse and
Sesame Street products were
unveiled. We are continuing to
build our American Fare private
label consumables brand and
enhance our popular KGro horticul-
tural products as well.

Kmart Corporation 1996 Annual Report 5
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Kmart

pharmacies

filled more

than 61.5

million

prescriptions

in 1996.

Pharmacy
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pay-for-performance incentive
plans that rely on bonus targets
and stock options.

We have restructured and
refocused our field and store organi-
zation and implemented a new
departmental management structure
within each store. "Mystery shop-
pers" help us track improvements in
measures such as customer satisfac-
tion, service levels, store cleanliness
and neatness. Store manager bonus-
es are tied directly to this program.

Each

weekend,

72 million

households

receive

the Kmart

circular.

work around the clock at Kmart to serve our customers and ;:barebolders.

In August, we began the rollout
of the Kmart credit card, a private
label card offered through Beneficial
National Bank USA. Featuring a
6 percent reward incentive, more
than 661,000 Kmart card-holders
enjoy a total credit line of approxi-
mately $650 million under this card.

Kmart has implemented a
number of new programs to moti-
vate and empower our associates.
These include setting higher perfor-
mance standards throughout the
organization and instituting new

isfac Lion

In 1997, we will continue to
invest in the improvement of our
technology and systems. In addition
to improvements in moving data
from our stores to the central office,
we will implement initiatives
affecting almost every aspect of
merchandise flow. A new stock
ledger system will provide our
buying staff with increased abilities
to manage their product offerings.
We will continue to make our store
operations more efficient and imple-
ment aggressive efforts to improve
our in-stock performance.

Rebuilding the Infrastructure
We are evaluating ways to drive
Kmart's sales growth even faster
in the future through innovations
in-store design, merchandise offer-
ings and execution. Our new
high frequency prototype was rolled
out to 152 stores in 1996 after being
tested extensively for 12 months in
Fort Wayne, Indiana, and Charlotte,
North Carolina. Based on these
tests, we believe that significant
sales volume increases are possible
for stores using this new format,
emphasizing consumables and
convenience. We will refurbish as
many as 450 stores into this format
during each of the next three years.

In addition, the Super Kmart
Centers continue to be refined in
terms of store size and expense
structure. These operations were
profitable in 1996 and we expect
that once we have stabilized perfor-
mance of the traditional discount
stores, Super Kmart will become
an important growth vehicle.

Outlook
Our hard-nosed assessment of
K mart's competitive challenges
in 1995 laid the groundwork for
recovery in 1996. The lessons
of the turnaround learned during
the past 12 months will focus our
efforts in the year ahead.

Kinart Corporation 1996 Annual Report 6



name recognition and
underutilized capacity.
Kmart is capable of achiev-
ing substantial sales growth
with only modest incremen-
tal investment.

As we capture our
share of the growth in the
discount channel and take
advantage of our economies
of scale, we expect to
achieve very respectable
results over the next several
years. We will not stop
there. Our strategy calls
for Kmart to achieve excel-
lence in every aspect of our
operations as we strive to
become America's favorite
discount store.

Throughout the early
stages of this turnaround process,
I have received numerous thoughts
and comments from customers,
shareholders, vendors and associates
regarding the company's perfor-
mance and outlook. I have been
very impressed by the level of sup-
port, the positive nature of these
comments and the level of confi-
dence expressed by people of every
affiliation who want to see Kmart
succeed. I want to assure all of
those people who care about Kmart
that this company remains commit-
ted to serving our customers,
improving performance and enhanc-
ing shareholder value.

To all of our associates who
worked so hard and so effectivley
throughout all of 1996, I extend
my sincere appreciation.

Floyd Hall

Chairman, President and CEO

Floyd Hall
Chairman, President and CEO

In the broadest sense, our opera-
tional goals for 1997 are centered
around the Kmart customer. In the
coming year, Kmart will be a place
of change, with the emphasis on
better meeting the requirements of
our customers at every turn. We
will do this through better merchan-
dise assortments, improved in-stock
positions, cleaner stores and better
customer service.

The challenge for 1997 is clear:
improve merchandising and store
performance to drive increased
sales levels at stable, competitive
gross margins while controlling
our expenses.

Our outlook for capital expendi-
tures is conservative. We expect to

spend approximately $700 million
in 1997, giving priority to high fre-
quency refurbishments and support
of systems changes. At the same
time, we intend to aggressively
continue our debt reduction process
and restore Kmart's investment grade
ratings as quickly as possible.

Kmart is taking the steps neces-
sary to compete successfully in the
discount retail industry. We intend
to capitalize on the enormous oper-
ating leverage we enjoy as a result
of our store base, purchasing power,

c	 ightening our belts to make

our business more efficient and

keep costs low.
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Kmart operates

the nation's

largest radio

network which

can be enjoyed

by shoppers in

more than

2,100 stores

coast-to-coast.

custom

'
7- mart's customers arc busy people

who are looking for quality
and value in clean, well-kept, friendly
stores that are convenient to their
homes. To better serve their needs
and become the discount store they
turn to most often, we are concen-
trating on six fundamental merchan-
dising strategies at Kmart. Our
efforts are aimed at:

• Increasing our market share of
frequently purchased merchandise;

•

er service

Merchandise and Service for Today's Customer

• Offering market leader national
brands that are well-known
and trusted;

• Featuring Kmart brands that
are distinct and compelling in style,
quality and price;

• Ensuring our prices are competi-
tive and offer value shoppers can
afford;

• Creating powerful promotions that
make Kmart a destination store; and

• Disciplining our every effort to
ensure merchandise is in-stock and
attractively displayed in our stores.



In 1996, we converted 152
of our traditional Kmart stores
to feature a new store design
which often is referred to as our
high frequency prototype. This
new prototype emphasizes those
departments that are most important
to our core customers. In these
converted stores, the lighting is
improved, there is new signage that
is easier to see and read and adjacen-
cies create a smoother shopping
flow. Initial results continue to be
very promising with double digit
gains in sales volume.

We already have introduced this
prototype at Kmart stores in Miami,
Tampa, Baltimore, Washington, D.C.,
Philadelphia and elsewhere with
roll out to 450 more stores planned
in 1997, including Los Angeles,
Chicago and Detroit. If results
continue to meet our expectations,
we intend to refurbish as many
as 450 stores to this new prototype
every year for the next three years.

Strategic partnerships strength-
ened several of our niche businesses.
Penske Auto Centers continued to
perform well. An agreement with
Cardinal Health Inc. resulted in a
$128 million cash flow benefit for
Kmart, as well as improved product
availability and enhanced efficency
in our pharmacy department.

In conjunction with Beneficial
National Bank USA, we launched a
Kmart credit card nationally in
1996. Currently, the credit line
under this card for Kmart customers
approximates $650 million.
We've established a goal of having
1.8 million Kmart credit cards in
use by year-end 1997.

Our commitment to quality
extends to our private label,
Kmart brands.

Kmart's new Martha Stewart
Everyday bed and bath product
lines are nothing short of sensational
and are a cornerstone in our efforts
to dramatically improve our private
label offering. The exclusive line
offers quality and fashion in an
array of colors
and styles at
Kmart prices.
Manufactured
by Springs
Performance
Industries and
Westpoint
Stevens, Martha
Stewart Everyday
inspires a sense
of style that cus-
tomers can bring
to life in their
OW11 homes. A
line of coordinat-
ed paint by
Sherwin-Williams
called Martha
Stewart Everyday
Colors features
256 hues and is
the perfect com-
plement for redec-
orating any room.
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Exclusive collections of Jaclyn
Smith and Kathy Ireland feature
the styling, comfort and looks that
busy women appreciate. Jaclyn
Smith's collections offer classic styles
that are comfortable and casual but
make an easy transition to work.
Kathy Ireland's bodywear, swimwear
and activewear are dynamic and
on-trend. Both signature collections
offer a full array of accessories from
sunglasses and handbags to lingerie,
hosiery, watches and jewelry.

Our Route 66 private label
denim program offers a
tremendous array of popular
styles for every member of the
family. Complementing every
wardrobe are Basic Editions, a
private label basic assortment
of tops, shorts and other wardrobe
fundamentals at value prices.

A new, exclusive agreement
will bring White-Westinghouse,

one of the most
regarded names
in electronics and
small appliances,
to Kmart in 1997.

This summer another trusted name
will make its way to Kmart as
Big Bird and the Sesame Street
characters debut as the cornerstone
of our infant's and children's
apparel department.

The power of Kmart's private
label program extends to our
horticulture and home gardening
departments, where KGro continues
to reap green-thumb results in
backyards coast-to-coast.

In 1996, we fully introduced
a selection of 733 American Fare
private label consumables products.
As we created the American Fare
brand, we eliminated 52 separate

Kmart Corporation 1996 Annual Report 10

and disconnected private brands
that cluttered our shelves and were
not competitive.

As the seasons turn and shop-
pers ready their homes for holiday
gatherings, our Trim-a-Home brand
offers affordable decorating flair
to warm any hearth.

At Kmart, as we strive to
improve the quality and styling of
our merchandise, we also are hard
at work to improve customer service.

For 1996, customer service
scores for our traditional Kmart
stores and Super Kmart Centers
continued to improve. With the
help of "mystery shoppers" who
visit each of our traditional stores
24 times a year and each Super
Kmart Center 36 times a year, we
receive regular, objective report
cards on our service. These results
help us measure strengths and weak-
nesses, reinforcing accountability at
store level for service improvements.
On a 100-point scale, traditional
Kmart stores averaged a score of
87 percent in 1996, compared to
82 percent in 1995. Super Kmart
Centers scored 88 percent, versus
87 percent the previous year. In
1997, we \vitt strive to bring those
measures above 90 percent.

Improved profits will continue
to depend on our ability to leverage
our strategic opportunities and
distinguish ourselves from our best
competitors. Our goal in the year
ahead is for comparable store sales
gains of 4 to 7 percent so that we
can increase our sales per square
foot to the range of $215 to $220
for 1997.

I Iltimately, our success depends
on our abilit y to add convenience,
quality and value to the busy lives
of our customers.

White-Westinghouse



Centers

„. •

c
1 NEWBORN

mmec"---1•,Issernmsl,

• 7:- 1
\	 \ V./ r

Ti8

	 •

9

Nur voinimmir

.0;14

It I

•••n•-<

Super

Talk about fresh!

Last year alone,

Super Kmart Centers

sold 38 million

pounds of beef,

19 million pounds

of pork and more

than 10 million

pounds of chicken.

Combined, that's

more than 33

million tons

of meat.

S
uper Kmart Centers are the
ultimate in shopping convenience,

with most open 24 hours a day,
seven days a week. Super Kmart
offers a full assortment of fresh
groceries as well as the broad selec-
tion of general merchandise found
at traditional Kmart stores.
Currently, there are 97 Super Ks
that serve 21 states. Three new
Super Ks are planned for 1997.

4n71

/

Ranging in size from 135,000
to 194,000 square feet, Super Kilian-
Centers feature everything a family
could need. Cross-merchandising
offers added convenience. For
example, kitchen gadgets and appli-
ances are adjacent to groceries and
infant centers conveniently feature
everything for baby from food
to clothing.

In most locations, Super Kmart
provides customers added, one-stop
conveniences such as video rental,
hair salons, florists, UPS
shipping, banking and ATMs,
money orders, as well as faxing
and copying services and one-hour
photo processing in up-to-date image
centers. In-store bakeries, USDA-
inspected meats, seafood delivered
daily, hot and cold delicatessens,

eateries and a broad array of fresh
produce make grocery shopping just
as easy.

Super Kmart continues
to improve thanks in part to a
new store layout introduced in
1996. The new design signals
"fresh" from the moment customers
enter the store and makes shopping
easier because produce and other
perishables are located near the
front of the store. On the geneml
merchandise side, our popular home
fashions department also was moved
forward along with other changes
designed to make one-stop, Super K
shopping even more convenient for
time-pressed customers.



Community and Social Responsibility

March of Dimes

WalkAmericae

Kmart has

been the #1

March of Dimes

WalkAmerica

team for 12

years, raising

a total of more

than $15 million

for the fight

against birth

defects.

ir
mart expresses our social

\ responsibility in many ways.
With an annual payroll of more
than $3.8 billion, the greatest
contribution to the communities
we serve is to provide good jobs
and enhance the quality of life
where we do business.

Our charitable and community
outreach efforts focus on helping
children and families. In 1996,
Kmart contributed to or raised
$8.5 million in cash for charitable
causes nationwide, in addition
to our generous support of United

snonsible

Way. Through our support of Gifts
In Kind International and similar
Partnerships, Kmart also donated
more than $9 million in goods to
charities last year alone.

Year after year, Kmart associates
work tirelessly raising money and
volunteering thousands of hours
of their time to improve the lives
of children, families and the commu-
nities they serve. By being involved,
Kmart Corporation and our associ-
ates focus on teamwork and the
endless possibilities that can result
when corporate resources and public
interests unite.

Kmart Community Volunteers
Kmart associates support community
causes through Community
Volunteer teams organized in every
Kmart store and Super Kmart
Center. First established in 1985,
these volunteer teams rally support
for national charitable causes such
as March of Dimes WalkAmerica
and generously lend their support
to local causes.

Money raised by Kmart
associates goes directly back into
community-based programs.
Because community needs differ,
Kmart Community Volunteers foster
partnerships with key leaders in
each hometown. This way, the
social needs of each community
can be addressed and prioritized.

March of Dimes WalkAmerica
For each of the past 12 years,
Kmart has been the first-place
WalkAmerica team, raising more
than $15 million to help March
of Dimes fight against birth defects.
In 1996 alone, Kmart associates
raised $1.6 million for March of
Dimes and reinforced the message
that "Kmart Loves Kids."

As the National Retail Sponsor
of WalkAmerica, Kmart sells paper
die-cut sneakers during the months
of March and April, with all
proceeds benefiting March of Dimes.
To encourage customers to join
associates in their local walks, we
promote the event in our national
circular and display sponsor forms
at service desks nationwide.
Supermodel and fitness expert
Kathy Ireland joins in supporting
March of Dimes by participating
in WalkAmerica kickoffs across
the country.

WaIkericw
	 dorke

Walk' fee
Setnenne You

.4111p
My contribution helps all of

America's babies be born healthy.
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Foundation
The Kmart Family Foundation
In 1996, Kmart launched The Kmart
Family Foundation, designed to
fight against drug abuse by children
and youth. A fun family event called
Kmart Kids Race Against Drugs
helped us raise more than half a
million dollars last year. All of
the funds raised were contributed
by The Kmart Family Foundation
to grassroots organizations, such
as D.A.R.E., that prevent and fight
against drug abuse by youth.
Kmart expects to raise more than
$1.5 million in 1997 to help keep
kids off drugs. The Drug
Enforcement Administration (DEA)
recognized Kmart for our leadership
in promoting drug education.

Give Kids The World

Kmart helps children's dreams come
true through a special fund-raising
partnership with Give Kids The
World. Founded in 1986, Give Kids
The World provides about 4,000
terminally ill children and their
families with joyful, all-expense-paid
vacations to central Florida each
year. Give Kids The World works
with more than 300 wish-granting
foundations, hospitals and hospices
around the globe to identify the
families. Each summer, Kmart
associates raise money so that many
special and courageous children
can realize their dreams of meeting
Mickey Mouse. In 1996, Kmart
raised $1.5 million for Give Kids
The World.

"Business can no longer ignore the

devastating effect that drug abuse

is having on our youth, our families

and our nation's workforce.

Drug abuse is destroying far too

many American families, with an

estimated 68 million kids age 18

and under now using illegal drugs.

We will rally the resources of our

company so that The Kmart Family

Foundation can help attack this

epidemic that is stealing the hopes

and dreams of our nation's youth."

Floyd Hall
Chairman, President and CEO
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Helping in Many Ways
During the Yuletide season, Kmart
hosts annual shopping sprees for
more than 50,000 underprivileged
children. The program presents each
child with special gifts, breakfast
with Santa and $20 worth of holiday
shopping. Jackie Joyner-Kersee and
Maury Povich joined the Kmart
Community Volunteers at the One
Penn Plaza store in Manhattan this
past year for a very special shopping
spree with 40 children. In the spirit
of the holidays, Kmart also supports

The Salvation Army and other chari-
ties that help those less fortunate.

From time to time, nature
reminds us of its devastating force.
When natural disasters strike, Kmart
associates respond. Relief supplies
from Kmart, such as bottled water
and cash contributions help the
American Red Cross help others.
Kmart associates nationwide reach
out to the victims of fires, hurri-
canes, explosions, floods and
tornadoes to lend a hand to their
customers and fellow associates.

Kmart provides its full-time
associates with a dollar-for-dollar
matching contribution to colleges
and universities as well as arts and
cultural organizations. Through the
Matching Gifts Program, Kmart
associates can contribute a minimum
of $25 to a maximum of $1,000, per
donor, per year.

Whether united by tragedy or
drawn together by common purpose,
Kmart associates help families and
children build more promising
futures.



The associates of Kmart

celebrated more than

1.4 million years of service

in 1996.

Knzart recognizes its responsibil-

ity to ensure that tobacco is not

sold to any customers under the

age of 18. In 1996, a chain-

wide 'We Card" training pro-

gram was put in place to require

photo identification of all cus-

tomers 27 years old and younger

who wish to purchase tobacco

products. This procedure was

implemented in all Kmart stores

and Super Kmart Centers on

February 28, 1997 in accor-

dance with new Food and Drug

Administration regulations.

Consistent with these regula-

tions, Kmart is in the process

of eliminating self-service access

to tobacco and creating

enclosed, staffed service areas

to handle tobacco sales.

Associates Striving for Excellence

When it comes to service, Kmart's
265,000 associates are our most
valued asset. A range of programs
and policies helps us cultivate a
diverse workforce, create equal
opportunity' and build a work envi-
ronment that strives for excellence
in all that we do.

Throughout the recruitment,
hiring, training and development
process, Kmart expresses our values
through our "Guides to Excellence,"
which are featured on page 1 of this
report. We know that Kmart can
only achieve its renaissance through
greater attention to service and a
true sense of pride in our business.

Kmart's turnaround requires
that all of our store managers
and associates understand the
company's priorities and values.
In 1996, for the first time in Kmart
history all store managers and field
management gathered for a national
conference to discuss the company's
strategy. The national conference
provided a first-hand understanding
of the turnaround plan and the
responsibilities of each person in
helping Kmart excel.

To ensure that job performance
and pay are directly linked, in 1996
the company revised its management
compensation programs. Store
managers became eligible for stock
options and an option exchange
program was completed to ensure
that these incentives had value.
Also in 1996, the bonus plan for
store managers was revised so
that 50 percent of the award was
based on customer service scores
recorded by "mystery shoppers".
On average, customer service scores
increased by nearly 5 percent over
the previous year.

In 1 996,  the Company also
reaffirmed its commitment to the
highest standards of integrity and
ethical behavior through a new
"Code of Conduct," which applies
to all associates, suppliers and others
who do business with Kmart.

Training and development
programs continued to improve at
Kmart last year, with more enhance-
ments already under way for 1997.
Through an internal video network
that links headquarters, store and
distribution center associates, broad-
casts focus on improving sales,
service and store operations.
Training is aimed at developing
customer service skills as well as
implementation of new programs
such as the "We Card" initiative
to prevent tobacco sales to minors.

Encouraging Equal Opportunity
To ensure that job performance
is the ultimate measure of advance-
ment for our associates, Kmart
conducts internal monitoring of our
hiring and job interview policies.
Each of our store managers conducts
equal employment opportunity
reviews. Comprehensive and explicit
policies help us assure that no
associate experiences any type of
harassment or discrimination. By
regularly sharing key employment
information with the NAACP, Kmart
gains important insights in expand-
ing economic opportunities for
minorities. This commitment
extends to Kmart's supplier relation-
ships. The Kmart Supplier Diversity
Board continually reviews, creates
and implements strategies to increase
purchases from minority suppliers.

Kmart has an established process
for minority vendors to obtain assis-
tance in presenting their merchandise
for consideration. This process
extends to providing business and
marketing advice to vendors who
need guidance in developing their
product offerings.

In 1996, Kmart associates
celebrated more than 1.4 million
years of service with the company.
In I997,the Company will leverage
the experience of its 265,000
associates and bring to life the
values embodied in our "Guides
to Excellence"—every day, in
every store.
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Consolidated Selected Financial Data

Dollars in millions, except per share data 1996 1995 1994 1993 1992

Summary of Operations
Sales $31,437 $31,713 $29,563 $28,039 $26,470
Cost of sales, buying and occupancy 24,390 24,675 22,331 20,732 19,087
Selling, general and administrative expenses 6,274 6,876 6,651 6,241 5,830
Interest expense, net 453 434 479 467 411
Continuing income (loss) before income taxes 330 (313) 102 (306) 1,142
Net income (loss) from continuing operations 231 (230) 96 (179) 745
Net income (loss) (220) (571) 296 (974) 941

Per Share of Common
Continuing income (loss) $	 0.48 $	 (0.51) $	 0.19 $	 (0.41) $	 1.63
Dividends declared - 0.36 0.96 0.96 0.92
Book value 10.51 10.99 13.15 13.39 [6.64

Financial Data
Working capital $ 4,131 $ 5,558 $ 3,562 $ 3,793 $ 5,014
Total assets 14,286 15,033 16,085 15,875 16,769
Long-term debt 2,121 3,922 1,989 2,209 2,995
Long-term capital lease obligations 1,478 1,586 1,666 1,609 1,612
Trust convertible preferred securities 980
Capital expenditures 343 540 1,021 793 1,187
Depreciation and amortization 654 685 639 650 566
Ending market capitalization - common stock 5,418 2,858 6,345 9,333 10,837
Inventory turnover 3.5 3.4 3.2 2.9 2.7
Current ratio 2.1 2.9 1.7 1.9 1.7
Long-term debt to capitalization 37.2% 51.1% 37.7% 38.5% 37.9%
Ratio of income from continuing operations to fixed charges 1.4 1.1 2.8

Primary weighted average shares outstanding (millions) 486 460 457 457 456

Number of Stores
United States 2,134 2,161 2,316 2,323 2,281
Canada 123 127 128 127 127
Other 4 22 37 36 27

Total Stores 2,261 2,310 2,481 2,486 2,435

U.S. Kmart store sales per comparable selling square foot $	 201 $	 195 $	 181 $	 182 $	 181
U.S. Kmart selling square footage (millions) 156 160 166 160 152

The above selected financial data has been restated to exclude discontinued operations of Builders Square, Inc. ("Builders Square"), Borders Group, Inc.
("Borders Group"), OfficeMax, Inc. ("OfficeMax"), The Sports Authority, Inc. ("The Sports Authority"), PACE Membership Warehouse, Inc.
("PACE"), Thrifty PayLess Holdings, Inc. ("TPH"), PayLess Drug Stores Northwest, Inc. ("PayLess") and Coles Myer, Ltd. ("Coles Myer").

Kmart Corporation and subsidiaries ("the Company" or "Kmart") fiscal year ends on the last Wednesday in January. Fiscal 1995 consisted of 53 weeks
and ended on January 31, 1996.

The net loss from continuing operations in 1993 included a pretax provision of $904 million ($579 million net of tax) for store restructuring and other
charges.

Fixed charges represent total interest charges, a portion of operating rentals representative of the interest factor, amortization of debt discount and
expense and preferred dividends of majority owned subsidiaries. The deficiency of income from continuing retail operations versus fixed charges was
$305 and $315 million for 1995 and 1993, respectively.

CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING INFORMATION
Statements, other than those based on historical facts, which address activities, events or developments that the Company expects or anticipates may
occur in the future are forward-looking statements which are based upon a number of assumptions concerning future conditions that may ultimately
prove to be inaccurate. Actual events and results may materially differ from anticipated results described in such statements. The Company's ability to
achieve such results is subject to certain risks and uncertainties, including, but not limited to, economic and weather conditions which affect buying pat-
terns of the Company's customers, changes in consumer spending and the Company's ability to anticipate buying patterns and implement appropriate
inventory strategies, continued availability of capital and financing, competitive factors and other factors affecting the Company's business beyond the
Company's control. Consequently, all of the forward-looking statements are qualified by these cautionary statements and there can be no assurance that
the results or developments anticipated by the Company will be realized or that they will have the expected effects on the Company or its business or
Operations.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition

Results of Operations

($ Millions) 1996 1995 1994
Sales

United States $30,378 $30,429 $28,386
International 1,059 1,284 1,177

Total 531.437 $31,713 S29,563

Operating Income (Loss)
United States 780 $	 179 $	 558
In ( 7 ) (17) 23

Total 773 $	 162 $	 581

Comparable Sales %
United States 2.6% 5.6% 1.4%
International (2.8%) 3.0% 4.2%

Total 2.5% 5.5% 1.5%

Operating income (loss) excludes other gains and losses in 1996 and
1995, respectively.

Fiscal 1996 Compared to Fiscal 1995

Sales decreased 0.9% during 1996 primarily due to
one less week in fiscal 1996 compared to 1995, the sale of
certain international operations and the closing of 48
U.S. Kmart stores during the year, partially offset by the
opening of 21 new U.S. Kmart stores. Comparable sales
per square foot in U.S. Kmart stores reached $201,
exceeding $200 for the first time in the Company's histo-
ry. Comparable store sales increased 2.5% as a result of
continued promotional activity, a larger average transac-
tion size, improved in-stock percentages and the conver-
sion of 152 stores to the Company's new high frequency
format.

Gross margin, as a percentage of sales, was 22.4%
and 22.2% in 1996 and 1995, respectively. The percent-
age increase reflected significantly lower levels of mark-
downs related to clearance of discontinued merchandise
and closure of stores. Additionally, lower levels of buying
and occupancy costs together with an improved sales mix
towards higher margin departments contributed to the
increase. This increase was partially offset by the effect of
the sale of the auto service business to Penske Auto
Centers, Inc. in late 1995.

Selling, general and administrative expenses
("SG&A"), which include advertising, as a percentage of
sales were 19.9% and 21.7% in 1996 and 1995, respec-
tively. In 1996, SG&A as a percentage of sales was below
20% for the first time in the past 25 years. The 1.8 per-
centage point reduction compared to 1995, or
$602 million, was a direct result of the Company's contin-
uing focus on its core business units and expense controls.
Expense reductions were achieved in the following major
areas ($ millions): closed stores and sale of auto centers -
$325, reductions in comparable store expenses and over-
head - $281, one less week compared to 1995 - $75 and
the sale of certain international operations - $62. These
reductions were partially offset by $141 million iii expens-
es related to new stores.

Operating income increased $611 million in 1996
compared to 1995, excluding other gains and losses.
Other gains and losses in 1996 included a $108 million
gain on the sale of Rite Aid stock and a charge of $98 mil-
lion related to the valuation of international operations. In
1995, other gains and losses included a charge of
$162 million related to the adoption of Financial
Accounting Standard No. 121 "Accounting for the
Impairment of Long-Lived Assets and for Long-Lived
Assets to be Disposed Of" ("FAS 121") and a pension
curtailment gain of $121 million.

Net interest expense was $453 and $434 million in
1996 and 1995, respectively. The increase was a result of
restrictions on the repayment of certain indebtedness in
the first half of 1996, prior to the Company's refinancing
of its bank lines and issuance of trust convertible preferred
securities in June 1996. Additionally, the Company's
inability to borrow in commercial paper markets begin-
ning in the fall of 1995, as a result of its lower corporate
debt ratings, contributed to higher interest rates. This
higher level of interest was partially offset by higher levels
of investment income from accumulated cash balances
prior to the refinancing and a significant improvement in
cash flow from operations.

Effective income tax rates were 20.5% and 26.6% in
1996 and 1995, respectively. The 1996 rate was favorably
impacted by recognition of tax benefits related to foreign
losses and basis differences. The 1995 rate reflected the
recognition of refundable taxes, at statutory rates, plus tax
credits partially offset by valuation allowances against cer-
tain deferred tax assets. See Note 13 of Notes to
Consolidated Financial Statements.

Discontinued operations, net of taxes, represented
losses of $451 and $290 million in 1996 and 1995, respec-
tively. The 1996 loss was comprised of an estimated loss
of $385 million related to the Company's decision to sell
its Builders Square subsidiary, $5 million of current year
net losses of Builders Square and a loss of $61 million
related to the sale of a portion of its investment in TPH in
the first quarter together with a revaluation of its remain-
ing holdings at that time. The 1995 loss included a
$260 million loss from Builders Square, including
$240 million for the adoption of FAS 121, and a
$30 million loss related to the disposal of Borders Group
and remaining equity interests in OfficeMax and The
Sports Authority. See Note 3 of Notes to Consolidated
Financial Statements.

Fiscal 1995 Compared to Fiscal 1994

Sales increased 7.3% during 1995 driven by compa-
rable store sales growth of 5.5% and the opening of 59
new U.S. Kmart stores during the year, partially offset by
the closing of 214 U.S. Kmart stores, primarily during the
first and third quarters. Comparable store sales increases
were attributed to continued maturation of domestic and
international stores opened during and prior to 1994,
increased levels of promotional activity and related cus-
tomer traffic, improved in-stock positions and a larger
average transaction size.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

Gross margin, as a percentage of sales, was 22.2%
and 24.5% in 1995 and 1994, respectively. Gross margin
in 1995 was significantly affected by the aggressive clear-
ance of discontinued inventory at stores closed during the
year. The decrease also reflected a mix of both apparel and
hardline merchandise more heavily weighted toward pro-
motional items and lower margin merchandise.

Selling, general and administrative expenses, which
include advertising, as a percentage of sales, were 21.7%
and 22.5% in 1995 and 1994, respectively. This decrease
relative to sales was reflective of continued cost cutting
efforts, leveraging of fixed costs over a higher sales base
and a number of one-time charges taken in the fourth
quarter of 1994.

Operating income decreased $419 million, excluding
the effect of other gains and losses in 1995. Other gains
and losses included a charge of $162 million related to the
adoption of FAS 121 and a pension curtailment gain of
$121 million. The decrease was primarily a result of the
decrease in gross margin discussed above.

Net interest expense for 1995 was $434 million, down
from $479 million in 1994. The net decrease in interest
expense was due primarily to the scheduled retirement of
$150 million of 12-1/8% notes and lower average short-
term borrowings due to the application of proceeds from
the disposal of discontinued operations. This decrease was
partially offset by higher average interest rates on short-
term borrowings as a result of market conditions and
lower credit ratings.

Effective income tax rates were 26.6% and 5.7% in
1995 and 1994, respectively. Effective tax rates in each
year were favorably impacted by tax credits and equity
income relative to income levels. Due primarily to losses in
1993 and 1995, Kmart recognized net tax benefits com-
prised of significant refundable taxes and future tax bene-
fits. See Note 13 of Notes to Consolidated Financial
Statements.

Discontinued operations, net of taxes, represented a
loss of $290 million and income of $200 million in 1995
and 1994, respectively. The 1995 loss included a
$260 million loss from Builders Square, including
$240 million for the adoption of FAS 121, and a
$30 million loss related to the disposal of Borders Group
and remaining equity interests in OfficeMax and The
Sports Authority. The 1994 amount included income of
$83 million from discontinued operations, including
Builders Square, Borders Group, OfficeMax, The Sports
Authority and Coles Myer and a net gain from disposal of
discontinued operations of $117 million. The gain on dis-
posal included a $101 million gain from the Initial Public
Offerings ("IPO's") of OfficeMax and The Sports
Authority and a $48 million gain from the sale of the
Company's investment in Coles Myer, partially offset by a
charge of $32 million for sublease exposure related to lease
guarantees on properties sublet to Furr's/Bishop's, Inc. See
Note 3 of Notes to Consolidated Financial Statements for
additional information.

Analysis of Financial Condition

For the past five quarters, Kmart's primary sources of
working capital have been cash flow from operations and
borrowings under its current or former bank credit facili-
ties. Prior to the fall of 1995, the Company also used the
commercial paper market as a source of working capital.
The Company had working capital of $4,131 and
$5,558 million at year end 1996 and 1995, respectively.
Working capital fluctuates in relation to profitability, sea-
sonal inventory levels net of trade accounts payable and
the level of store openings and closings.

In June 1996, the Company restructured its credit
facilities to enhance its liquidity and financial flexibility.
This restructuring consisted of a secured three year
$2.5 billion revolving credit facility ("Revolver") and a
secured three year $1.2 billion term loan facility ("Term
Loan"), (collectively, the "Credit Agreement").
Additionally, in June 1996, the Company issued $1 billion
of 7-3/4% Trust Convertible Preferred Securities ("TCPS")
through a wholly owned subsidiary. The net proceeds
from these transactions were used to retire existing indebt-
edness, including certain obligations related to real estate.
The Company had no borrowings outstanding on its
Revolver as of year end 1996 and the Term Loan had been
paid down to $600 million.

The Credit Agreement contains several affirmative and
negative covenants, regarding among other items, the
granting of liens, loans and guarantees; mergers and sales
of certain assets; dividends and other payments in respect
of capital stock; and the maintenance of certain leverage
and coverage ratios and limitations on indebtedness and
capital expenditures. The Company was in compliance
with all covenants as of year end 1996.

In March 1997, the Company issued, through a sub-
sidiary, $335 million in Commercial Mortgage Pass
Through Certificates ("CMBS"). The CMBS weighted
average floating interest rate was LIBOR plus 47 basis
points. This rate represents nearly a 200 basis point reduc-
tion compared to rates for Term Loan borrowings. Net
proceeds were used to repay a portion of the Term Loan.
The Company anticipates repaying the entire Term Loan
by the end of the first half of 1997.

In 1996, the Company achieved a significant improve-
ment in liquidity and operating cash flow performance. At
the Company's peak borrowing level in 1996, over
$1.2 billion remained available for borrowings under its
Revolver. In addition, cash flow from continuing opera-
tions improved by $835 million. Management believes
that its current financing arrangements will be sufficient to
meet the Company's liquidity needs for operations and
capital demands for 1997.

Net cash provided from continuing operations was
$738 million in 1996 as compared to net cash used of
$97 million in 1995. This improvement was primarily the
result of net income levels and a $253 million improve-
ment in the management of inventories net of trade
accounts payable. Depreciation and amortization, which
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

included $32 million in amortization expense related to the
Credit Agreement, were lower than prior year levels as a
result of asset impairment charges taken in 1995 and over-
all lower levels of capital spending in 1995 and 1996. The
overall improvement in the Company's balance sheet posi-
tion resulted in the remaining increases.

Net cash used for investing was $471 in in 1996
as compared to net cash provided of $400 million in 1995.
Cash used for investing in 1996 was the result of an
increase in property held for sale of $632 million as a
result of refinancing certain real estate debt and current
year capital additions of $343 million. These items were
partially offset by the receipt of proceeds from the sale of
the Company's investment in Rite Aid common stock, the
sale of its Czech and Slovak Republics operations and the
IPO of TPH. Cash provided by investing in 1995 was pri-
marily comprised of proceeds from asset sales and sub-
sidiary public offerings.

Net cash used for financing was $974 million in 1996
as compared to net cash provided of $525 million in 1995.
Cash used for financing in 1996 was the result of the refi-
nancing of the Company's former credit facilities and cer-
tain real estate debt with net proceeds from the Term Loan,
TCPS and Revolver. Cash provided from financing in
1995 was the result of higher outstanding borrowings due
to repayment restrictions in the Company's former bank
agreements. In December 1995, the common stock divi-
dend was eliminated.

Restructuring Reserve Status

lii 1993, K mart recorded a pretax charge of
$904 million, $579 million after tax, primarily for antici-
pated costs associated with Kmart stores which were to be
closed or relocated, enlarged or refurbished in the U.S. and
Canada. The restructuring program is expected to be com-
pleted during fiscal 1997. The cost of completing the plan
is expected to approximate the original estimate.

The 1993 restructuring plan assumed closure of 503
U.S. Kmart stores and expansion or refurbishment of the
remaining 500 unmodernized stores. Kmart closed 48, 214
and 120 U.S. Kmart stores in 1996, 1995 and 1994,
respectively. This compares to the original closing plan of
175, 150 and 100 for the same years. The original plan
called for 503 store closings through 1997 as compared to
projected actual closings of 402 through 1997, which
includes 20 planned closings for 1997. The overall
decrease in the number of stores closed or relocated is due
to new management's re-evaluation of closing criteria and
a reduction of capital spending due to lower levels of earn-
ings. The number of new U.S. Kmart stores opened were
21, 59 and 113 in 1996, 1995 and 1994, respectively.

During 1995, U.S. Kmart effectively canceled its
expansion and refurbishment program related to the
restructuring reserve due in part to new management's re-
evaluation of its store design and merchandise assort-
ments. The roll-out of a new store format began in 1996
and included refurbishment of unmodernized stores out-
side of the restructuring reserve.

($ Millions)
Original
Reserve 1994 1995

1996 Activity

1996
Net	 Change in

Charge Estimate
Lease costs $479 $500 $397 5100 S— 5297
Asset writedowns 148 107 )3 68 50 5
Inventory 201 130 79 17 (50) 12
Other charges 76 25 9 5 4

$904 $762 $508 S190 5— S318

Net charges included $25, $32 and $33 million for interest expense accreted
during 1996, 1995 and 1994, respectively.

The primary components of the reserve consist of: cash
outlays for future lease obligations once a store is closed
until it can be assigned, bought-out or terminated, offset
by any sublease income; asset writedowns relating to fur-
niture and fixtures and leasehold improvements and inven-
tory disposition costs. Changes in estimates are representa-
tive of management's assessments in the fourth
quarters of 1996, 1995 and 1994 that based on actual
experiences to date, certain charges will be higher than
originally planned while others will be less than planned.

Due to favorable sublease and termination experience
for stores closed to date, Kmart lowered the estimate of net
lease obligation costs for domestic and Canadian stores by
$44 and $13 million in 1995 and 1994, respectively. These
favorable results have been offset by increased fixed asset
disposition costs for domestic stores primarily due to the
acceleration of the closing of stores originally planned to
be closed in later years. As a result, Kmart increased the
reserve for fixed asset disposal writedowns by $50,
$31 and $18 million in 1996, 1995 and 1994, respective-
ly. A $17 million addition to the provision was made in
1994 for increased asset disposal writedowns. Excess
reserves for the canceled projects were allocated to asset
writedowns for closing stores.

The 1993 charge also included $45 million for sever-
ance and related benefits as part of the re-engineering pro-
grams. Cash payments under these programs totaled $22
and $23 million in 1995 and 1994, respectively. During
1995, the Company allocated an additional $12 million to
re-engineering and other non-recurring charges.

Kmart anticipates that pretax cash outflows will
approximate $90, $70 and $50 million in 1997 through
1999, respectively. At January 29, 1997, the total remain-
ing gross lease obligations related to the U.S. Kmart 1993
restructuring plan aggregated approximately $1.1 billion,
of which it is management's estimate, based upon histori-
cal results, approximately $700 million will be recovered
primarily through subleasing. Kmart has discounted the
future net cash flow using a 7% discount rate which result-
ed in an aggregate remaining effect of discounting of
approximately $80 million. Future cash outlays are based
upon management's estimate of the period of time between
store closing and the ultimate disposition of the lease oblig-
ation, the remaining charge being substantially noncash in
nature.
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Management's Responsibility for	 Report of Independent Accountants
Financial Statements

Management is responsible for the preparation of the
Company's consolidated financial statements and related
information appearing in this annual report. These finan-
cial statements have been prepared in conformity with gen-
erally accepted accounting principles on a consistent basis
applying certain estimates and judgments based upon cur-
rently available information and management's view of
current conditions and circumstances. On this basis, we
believe that these financial statements reasonably present
the Company's financial position and results of operations.

To fulfill our responsibility, we maintain comprehen-
sive systems of internal controls designed to provide rea-
sonable assurance that assets are safeguarded and transac-
tions are executed in accordance with established proce-
dures. The concept of reasonable assurance is based upon
a recognition that the cost of the controls should not
exceed the benefit derived. We believe our systems
of internal controls provide this reasonable assurance.

The Company has adopted a code of conduct to guide
our management in the continued observance of high eth-
ical standards of honesty, integrity and fairness in the con-
duct of the business and in accordance with the law.
Compliance with the guidelines and standards is periodi-
cally reviewed and is acknowledged in writing by all man-
agement associates.

The Board of Directors of the Company has an Audit
Committee, consisting solely of outside directors. The
duties of the Committee include keeping informed of the
financial condition of the Company and reviewing its
financial policies and procedures, its internal accounting
controls and the objectivity of its financial reporting. Both
the Company's independent accountants and the internal
auditors have free access to the Audit Committee and meet
with the Committee periodically, with and without man-
agement present.

Floyd Hall
Chairman of the Board,
President and Chief Executive Officer

To the Shareholders and Board of Directors
of Kmart Corporation

In our opinion, the accompanying consolidated
balance sheets and the related consolidated statements of
operations, of shareholders' equity and of cash flows
present fairly, in all material respects, the financial position
of Kmart Corporation and its subsidiaries at
January 29, 1997 and January 31, 1996, and the results of
their operations and their cash flows for each of the three
years in the period ended January 29, 1997, in conformity
with generally accepted accounting principles. These finan-
cial statements are the responsibility of the Company's
management; our responsibility is to express an opinion on
these financial statements based on our audits. We con-
ducted our audits of these statements in accordance with
generally accepted auditing standards which require that
we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of
material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclo-
sures in the financial statements, assessing the accounting
principles used and significant estimates made by manage-
ment, and evaluating the overall financial statement pre-
sentation. We believe that our audits provide a reasonable
basis for the opinion expressed above.

As discussed in the notes to the consolidated financial
statements, the Company adopted Statement of Financial
Accounting Standard No. 121, "Accounting for the
Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of" in fiscal 1995.

4la71441.4.4.-c-- /2P

Price Waterhouse LLP
Detroit, Michigan
March 4, 1997

ezAl%
Martin E. Welch III
Senior Vice President
and Chief Financial Officer
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Consolidated Statements of Operations

Years Ended January 29, 1997, January 31, 1996 and January 25, 1995
Dollars in millions, except per share data 1996 1995 1994

Sales $ 31,437 $ 31,713 $ 29,563
Cost of sales, buying and occupancy 24,390 24,675 22,331

Gross margin 7,047 7 ,038 7,232
Selling, general and administrative expenses 6,274 6,876 6,651
Other (gains) losses (10) 41
Continuing income before interest, income taxes

and dividends on convertible preferred securities of subsidiary 783 121 581
Interest expense, net 453 434 479
Income tax provision (credit) 68 (83) 6
Dividends on convertible preferred securities of subsidiary,

net of income taxes of $16 31
Net income (loss) from continuing operations before

extraordinary item 231 (230) 96
Discontinued operations, net of income taxes of $(3), 5(139) and $64 (5) (260) 83
Gain (loss) on disposal of discontinued operations, net

of income taxes of $(240), $88 and $282 (446) (30) 117
Extraordinary item, net of income taxes of $(27) (51)

Net income (loss) $	 (220) $	 (571) $	 296

Earnings (loss) per common share
Continuing retail operations $	 .48 $	 (.51) $	 .19
Discontinued operations (.01) (.57) .19
Gain (loss) on disposal of discontinued operations (.92) (.06) .25
Extraordinary item — (.11)
Net income (loss) $	 (.45) $	 (1.25) $	 .63

Weighted average shares (millions) 486.1 459.9 456.6

See accompanying Notes to Consolidated Financial Statements.
The Consolidated Statements of Operations for prior periods have been restated for discontinued operations.
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Consolidated Balance Sheets

As of January 29, 1997 and January 31, 1996
Dollars in millions 1996 1995

Current Assets
Cash and cash equivalents $	 406 $	 1,083
Merchandise inventories 6,354 6,022
Other current assets 973 894
Net current assets of discontinued operations 554
Total current assets 7,733 8,553

Property and equipment, net 5,740 5,365
Property held for sale or financing 200 434
Other assets and deferred charges 613 526
Net long-term assets of discontinued operations 155
Total Assets $ 14,286 $ 15,033

Current Liabilities
Long-term debt due within one year $	 156 $	 7
Trade accounts payable 2,009 1,793
Accrued payroll and other liabilities 1,298 1,019
Taxes other than income taxes 139 176

Total current liabilities 3,602 2,995

Long-term debt and notes payable 2,121 3,922
Capital lease obligations 1,478 1,586
Other long-term liabilities 1,013 1,250
Company obligated mandatorily redeemable convertible preferred securities

of a subsidiary trust holding solely 7-3/4% convertible junior subordinated
debentures of Kmart (redemption value of $1,000 at January 29, 1997) 980

Common stock, 1,500,000,000 shares authorized;
486,996,145 and 486,511,184 shares issued, respectively 486 486

Capital in excess of par value 1,608 1,624
Retained earnings 3,105 3,326
Treasury shares and restricted stock (37) (92)
Foreign currency translation adjustment (70) (64)

Total Liabilities and Shareholders' Equity $ 14,286 $ 15,033

See accompanying Notes to Consolidated Financial Statements.
The Consolidated Balance Sheet for the prior period has been restated for discontinued operations.
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Consolidated Statements of Cash Flow

Years Ended January 29, 1997, January 31, 1996 and January 25, 1995
Dollars in millions 1996 1995 1994

Cash Flow From Operating Activities
Net income (loss) from continuing operations before

extraordinary item $	 231 $	 (230) $	 96
Adjustments to reconcile net income (loss) from continuing

operations to net cash from operating activities:
Depreciation and amortization 654 685 639
Cash used for store restructuring and other charges (129) (171) (93)
Deferred income taxes 68 76 17
Undistributed equity income 28 14 (15)
Increase (decrease) in other long-term liabilities (194) 9 116
(Increase) decrease in inventories (349) 222 (594)
Increase (decrease) in trade accounts payable 215 (609) 420
Changes in certain assets, liabilities and other items 214 (93) 258

Net cash provided by (used for) continuing operations 738 (97) 844

Discontinued Operations:
Income (loss) from discontinued operations (5) (260) 83
Gain (loss) on disposal of discontinued operations (446) (30) 117
Cash used for discontinued operations (1) (22) (362)
Items not affecting cash, net 482 220 (813)

Net cash provided by (used for) discontinued operations 30 (92) (975)

Net cash provided by (used for) operating activities 768 (189) (131)

Cash Flow From Investing Activities
Capital expenditures (343) (540) (1,021)
Increase in property held for sale or financing (632) (474) (66)
Proceeds from asset sales and subsidiary public offerings 461 1,658 2,429
Other, net 43 (244) (212)
Net cash provided by (used for) investing activities (471) 400 1,130

Cash Flow From Financing Activities
Proceeds from issuance of long-term debt and notes payable 1,202 1,948 62
Refinancing costs related to long-term debt and notes payable (212)
Payments and current maturities on long-term debt (2,855) (983) (513)
Proceeds from issuance of convertible preferred securities 971
Payments and current maturities on capital lease obligations (114) (160) (121)
Change in common stock 34 3 29
Dividends paid (283) (474)

Net cash provided by (used for) financing activities (974) 525 (1,017)

Net increase (decrease) in cash and cash equivalents (677) 736 (18)
Cash and cash equivalents, beginning of year 1,083 347 365

Cash and cash equivalents, end of year $	 406 $ 1,083 $	 347

See accompanying Notes to Consolidated Financial Statements.
The Consolidated Statements of Cash Flow for prior periods have been restated for discontinued operations.

Kmart Corporation 1996 Annual Report 24



Consolidated Statements of Shareholders' Equity

Dollars in millions, except per share data

Series A
Conversion
Preferred

Stock

Series B, C
and D

Convertible
Preferred

Stock
Common

Stock

Capital
In Excess

of Par
Value

Retained
Earnings

Treasury Shares
and Performance	 Foreign
Restricted Stock	 Currency

Deferred	 Translation
Compensation Adjustment

Balance at January 26, 1994 $ 986 $	 157 $ 417 $ 538 S 4,237 $	 (112) S	 (130)
Net income for the year 296
Cash dividends declared:

Common, $.96 per share (418)
Preferred (48)

Common issued from conversion
of Series A conversion preferred (986) 46 940

Common issued from redemption
of Series C convertible preferred (25) 2 23

Treasury shares reissued to the
retirement savings plan 3 23

Foreign currency translation adjustment 72
Other 1 7 3

Balance at January 25, 1995 — 132 465 1,505 4,074 (86) (58)

Net loss for the year (571)
Cash dividends declared:

Common, $.36 per share (165)
Series C convertible preferred (6)

Common issued from redemption
of Series C and D convertible preferred (132) 20 112

Foreign currency translation adjustment (6)
Other I 7 (6) (6)

Balance at January 31, 1996 — — 486 1,624 3,326 (92) (64)

Net loss for the year (220)
Treasury shares reissued to retirement

savings plan (19) 53
Foreign currency translation adjustment (6)
Other 3 (1) /

Balance at January 29, 1997 S — S S 486 S1,608 $ 3,105 $	 (37) S	 (70)

Common stock, authorized 1,500,000,000 shares, S1 par value. Preferred stock, authorized 10,000,000 shares, no par value.
See accompanying Notes to Consolidated Financial Statements.
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Notes to Consolidated Financial Statements

(Dollars in millions, except per share data)

1) Summary of Significant Accounting Policies
The significant accounting policies followed by Kmart

Corporation and subsidiaries ("the Company" or "Kmart")
in the preparation of these financial statements, are sum-
marized below.

Nature of Operations: The Company's operations
consist principally of discount department stores located in
all 50 states, Puerto Rico, the U.S. Virgin Islands and
Guam. Kmart also operates discount stores in Canada and
has a joint venture in Mexico. Kmart's equity investments
consist of 49% of substantially all of the Me!disco sub-
sidiaries of Footstar, Inc. ("FTS"), which operate the foot-
ware departments in domestic Kmart stores.

Basis of Consolidation: Kmart includes all majority
owned subsidiaries in the consolidated financial state-
ments. Investments in affiliated retail companies owned
20% or more are accounted for by the equity method.
Intercompany transactions and accounts have been elimi-
nated in consolidation.

Fiscal Year: The Company's fiscal year ends on the last
Wednesday in January. Fiscal years 1996 and 1994 each
consisted of 52 weeks and ended on January 29, 1997 and
January 25, 1995, respectively. Fiscal year 1995 consisted
of 53 weeks and coded on January 31, 1996.

Cash: Cash and cash equivalents include all highly liq-
uid investments with maturities of three months or less.
Included are temporary investments of $131 and $637, at
year end 1996 and 1995, respectively.

Inventories: Inventories are stated at the lower of cost
or market, primarily using the retail method. The last-in,
first-out (LIFO) method, utilizing internal inflation indices,
was used to determine cost for $5,883, $5,518 and $5,910
of inventory as of year end 1996, 1995 and 1994, respec-
tively. Inventories valued on LIFO were $440, $485 and
$528 lower than amounts that would have been reported
using the first-in, first-out (FIFO) method at year end
1996, 1995 and 1994, respectively.

Property and Equipment: Property and equipment are
recorded at cost, less any impairment losses. Capitalized
amounts include expenditures which materially extend the
useful lives of existing facilities and equipment.
Expenditures for owned properties, which Kmart intends
to sell and lease-back within one year are included in other
current assets, and those extending beyond one year are
included in property held for sale or financing.

Depreciation and Amortization: Depreciation and
amortization, including amortization of property held
under capital leases over various lease terms, are comput-
ed based upon the estimated useful lives of the respective
assets using the straight-line method for financial state-
ment purposes and accelerated methods for tax purposes.
The general range of lives arc 25 to 50 years for buildings,
5 to 25 years for leasehold improvements, and 3 to 17
years for furniture and fixtures.

Financial Instruments: Cash and cash equivalents,
accounts receivable, accounts payable and accrued liabili-
ties are reflected in the financial statements at cost which
approximates fair value. 'tile fair value of the Company's
debt and other financial instruments are discussed in
Notes 10 and I 2.

Foreign Currency Translations: Foreign currency
assets and liabilities are translated into U.S. dollars at the
exchange rates in effect at the balance sheet date and rev-
enue and expenses are translated at average exchange rates
during the period.

Stock-Based Compensation: Statement of Financial
Accounting Standards No. 123, "Accounting for Stock-
Based Compensation" ("FAS 123"), encourages, but does
not require companies to record compensation cost for
stock-based employee compensation plans at fair value.
The Company has chosen to continue to account for stock-
based compensation using the intrinsic value method pre-
scribed in Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issued to Employees," and related
Interpretations. Accordingly, compensation cost for stock
options is measured as the excess, if any, of the quoted
market price of the Company's stock at the date of the
grant over the amount an employee must pay to acquire
the stock. See Note 18.

Pre-Opening and Closing Costs: Costs associated
with the opening of a new store are expensed during the
first full month of operations. When the decision to close
a retail unit is made, any future net lease obligation and
nonrecoverable investment in fixed assets directly related
to discontinuance of operations are expensed.

Advertising Costs: Advertising costs, net of co-op
recoveries from vendors, are expensed the first time the
advertising occurs and amounted to $385, $459 and $396
in 1996, 1995 and 1994, respectively.

Income Taxes: Deferred income taxes are provided for
temporary differences between financial statement and
taxable income. Kmart accrues U.S. and foreign taxes
payable on all of the earnings of subsidiaries, except with
respect to earnings that are intended to be permanently
reinvested, or are expected to be distributed free of addi-
tional tax by operation of relevant statutes currently in
effect and by utilization of available tax credits and deduc-
tions.

Earnings (Loss) Per Common Share: Kmart computes
earnings (loss) per common share by dividing net income
(loss) less certain dividends paid on preferred stock by the
weighted average number of shares of common stock and
dilutive common stock equivalents outstanding ("weighted
average common shares") during each year.

Use of Estimates: The preparation of financial state-
ments in conformity with generally accepted accounting
principles requires management to make estimates and
assumptions that affect the reported amounts of 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.

Reclassifications: Certain reclassifications of prior
year amounts have been made to conform to the 1996 pre-
sentation.
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Notes to Consolidated Financial Statements (cont.)

(Dollars in millions, except per share data)

2) Subsequent Events
In the first quarter of 1997, the Company announced

agreements to sell its interest in Kmart Mexico, S.A. de
C.V. to Controladora Comercial Mexicana, S.A. de C.V.
("CCM"). Under the terms of the sale, CCM will purchase
Kmares interest in the company, which operates four
stores in Mexico, for approximately $74.

In the first quarter of 1997, the Company issued,
through a subsidiary, $335 in Commercial Mortgage Pass
Through Certificates ("CMBS"). The CMBS weighted
average floating interest rate was LIBOR plus 47 basis
points. This rate represents nearly a 200 basis point reduc-
tion compared to rates for Term Loan borrowings. Net
proceeds were used to repay a portion of the Term Loan.
As a result of this financing, certain properties formerly
classified as property held for sale or financing have been
included in property and equipment, net.

3) Discontinued Operations and Dispositions
Discontinued operations include Builders Square, Inc.

("Builders Square"), Borders Group, Inc. ("Borders
Group"), OfficeMax, Inc. ("OfficeMax"), The Sports
Authority, Inc. ("The Sports Authority"), Thrifty PayLess
Holdings, Inc. ("TPH"), Coles Myer, Ltd. ("Coles Myer"),
and Fures/Bishop's, Inc. ("Fures").

1996 Activity
The Company began discussions with Waban Inc. and

Leonard Green & Partners, L.P. to combine Waban's
Homebase business and Builders Square to form a new
home improvement company. Upon completion of the pro-
posed transaction, Kinart expects to retain a minority
interest in the newly formed company. Based on the
Company's plan to dispose of Builders Square, an after tax
loss on disposal of discontinued operations of $385 was
recorded and all periods presented herein have been restat-
ed to classify Builders Square as a discontinued operation.
During 1996, Builders Square had a net loss from opera-
tions of $5.

In the first quarter, the Company received $62 from
the sale of approximately 30% of its investment in the
common stock of TPH and revalued its remaining invest-
ment by recording a $61 loss from discontinued opera-
tions, net of income taxes. The Company sold an addi-
tional 3% of its investment in TPH and received $8 in net
proceeds in the second quarter.

In the fourth quarter of 1996, Rite Aid Corporation
("Rite Aid"), reached an agreement with TPH to merge
TPH into Rite Aid. As part of the merger, Rite Aid
exchanged 0.65 of its shares for each share of TPH. Kmart
sold the shares received in the exchange resulting in net
proceeds of approximately $257 and recorded a pretax
gain of $108, included in other gains and losses.

In the first quarter, the Company completed the sale of
its Czech and Slovak Republics operations and received
net proceeds of $115.

1995 Activity
The 1995 loss included a $260 net loss from Builders

Square, including a net of tax charge of $240 related to the
adoption of Financial Accounting Standard No. I 21
"Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to be Disposed Of" ("FAS 121").

Borders Group's initial public offering ("IPO") was
completed in the second quarter of 1995. In this IPO,
Kmart sold 87% of its equity interest for net proceeds of
approximately $493. Borders Group agreed to purchase
all of Kmart's remaining 13% interest in the second quar-
ter which resulted in net proceeds of approximately $73.
As a result of these transactions, the Company recorded an
after tax loss of $185.

OfficeMax completed the public offering of Kmart's
remaining equity interest in OfficeMax in the second quar-
ter. Kmart received net proceeds of approximately $360
and recorded an after tax gain of $107.

The Sports Authority completed the public offering of
Kmart's remaining equity interest in The Sports Authority
in the third quarter. Kmart received approximately $151 in
net proceeds and recorded an after tax gain of $48.

In the fourth quarter, Kmart sold the assets of its auto-
motive service centers to Penske Auto Centers, Inc. for
$84. Under the terms of the agreement, the centers contin-
ue to operate at Kmart locations in exchange for various
rents and fees for services provided by Kmart.

The Company also sold certain senior notes of TPH
acquired in 1993 in connection with the sale of PayLess
Drug Stores Northwest, Inc. for approximately $102.

1994 Activity
OfficeMax completed its 1PO in the fourth quarter of

1994. This IPO reduced Kmart's interest in OfficeMax
from over 90% to approximately 25% and resulted in net
proceeds of approximately $642. The IPO of The Sports
Authority was also completed in the fourth quarter, reduc-
ing Kmart's interest from 100% to approximately 30%
and resulted in net proceeds of approximately $254. These
transactions resulted in an after tax gain of $101.

In the fourth quarter, Kmart completed the sale of its
21.5% equity interest in Coles Myer, an Australian retail-
er which operates department and general merchandise
stores including certain stores using the "Kmart" name.
Net cash proceeds of $928 were realized from the sale
resulting in an after tax gain of $48. As part of the trans-
action, Kmart extended a long-term license agreement that
allows Coles Myer to use the "Kmart" name in Australia
and New Zealand.

In the fourth quarter, Kmart charged $32 to loss on
disposal of discontinued operations for sublease exposure
related to lease guarantees on properties sublet to Furr's,
which was sold by Kmart in 1986.
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Notes to Consolidated Financial Statements (cont.)

(Dollars in millions, except per share data)

4) Store Restructuring and Other Charges
In 1993, the Board of Directors approved a restruc-

turing plan involving domestic and Canadian Kmart
stores. The restructuring provision included anticipated
costs of $904 associated with Kmart stores which were to
be closed and relocated, enlarged or refurbished in the U.S.
and Canada. These costs included lease obligations for
store closings as well as fixed asset writedowns, primarily
furniture and fixtures, inventory dispositions and related
operating losses for all affected stores.

Cash costs related to the 1993 restructuring reserve
amounted to $129, $117 and $40 for 1996, 1995 and
1994, respectively. Noncash charges were $61, $134 and
$119 for the same periods, respectively. The remaining
restructuring obligation is included primarily in "other
long-term I i,i bilities" in the consolidated balance sheets.

5) Asset Impairment Charges
Kmart adopted FAS 121 in the fourth quarter of 1995.

Based on management's consideration of the current and
expected operating cash flow together with a judgment as
to the fair value the Company could receive upon sale of
its investment, the Company recorded a $162 pretax
charge, $150 after tax, included in other gains and losses,
relating to certain international operations in 1995.

In the fourth quarter of 1996, the Company recorded
a $98 pretax charge, $34 after tax, included in other gains
and losses, to reserve for anticipated losses on the disposal
of certain international operations.

6) Extraordinary Item
In 1995, the Company entered into agreements where-

by holders of approximately $550 of certain real estate
related debt agreed to eliminate put features which would
have required Kmart to purchase the debt from the hold-
ers if Kmart's long-term debt rating was lowered to non-
investment grade. In the fourth quarter of 1995, the
Company recorded an extraordinary noncash charge of
$51, net of income taxes, relating to various expenses and
make whole premiums payable under such agreements.

7) Property and Equipment

Year End
1996 1995

Property owned:
Land $	 346 $	 153
Buildings 995 440
Leasehold improvements 1,470 1,438
Furniture and fixtures 5,050 5,132
Construction in progress 87 78

Property under capital leases 2,820 2,875
10,768 10,116

Less-accumulated depreciation
and amortization:
Property owned (3,487) (3,262)
Property under capital leases (1,541) (1,489)

Total $	 5,740 $ 5,365

8) Investments in Affiliated Retail Companies
All U.S. Kmart footwear departments are operated

under license agreements with the Meldisco subsidiaries of
FTS, substantially all of which are 49% owned by Kmart
and 51% owned by FTS. During 1996, Melville
Corporation transferred its 51% interest in the Meldisco
subsidiaries to FTS. This transaction had no impact on
Kmart's ownership interest in the Meldisco subsidiaries.
Income earned under various agreements were $211, $220
and $256, in 1996, 1995 and 1994, respectively. The
Company received dividends from Meldisco in 1996, 1995
and 1994 of $64, $52 and $38, respectively.

Meldisco Information
Fiscal Year

1996 1995 1994

Net sales $1,109 $ 1,141 $1,235
Gross protit 476 487 548

Net income 74 79 107

Inventory $	 134 $	 135 $	 148
Other current assets 24 74 117
Non-current assets 1 1

Total assets 159 210 267
Current liabilities 25 15 42

Net assets $	 134 $	 195 $	 225

Equity of Kmart S	 65 $	 94 $	 108

Unremitted earnings included in consolidated retained earnings were $41,
$72 and $86 at year end 1996, 1995 and 1994, respectively.
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Notes to Consolidated Financial Statements (cont.)

(Dollars in millions, except per share data)

9) Notes Payable, Lines of Credit and Other
Commitments and Contingencies
Kmart has outstanding guarantees of approximately

$1,087 for leases of certain previously sold subsidiaries
including Furr's, Borders Group, OfficeMax and The
Sports Authority as of January 29, 1997. Builders Square
has lease obligations of approximately $2.2 billion as of
January 29, 1997, substantially all of which have been
guaranteed by Kmart.

Kmart has guaranteed indebtedness of other parties
related to certain of its leased properties financed by indus-
trial revenue bonds. At January 29, 1997, the total amount
of such guaranteed indebtedness was $198, of which $73
was included in capital lease obligations. The remaining
$125 represents Kmart's exposure to credit loss in the
event of nonperformance by the other parties to the agree-
ments. The agreements will expire during fiscal years 2004
to 2009. However, no concentration of credit risk exists
and Kmart does not anticipate nonperformance by the
other parties.

There are various claims, lawsuits and pending actions
against Kmart incident to its operations. It is the opinion
of management that the ultimate resolution of these mat-
ters will not have a material adverse effect on Kmart's liq-
uidity, financial position or results of operations.

10) Long-Term Debt and Notes Payable

Fiscal Year	 Interest
Type	 Maturity	 Rates

Year End
1996 1995

Bank note	 1997	 7.8% $	 — $	 1,998
Term loan	 1999	 7.9% 600
Debentures	 2005-2023 7.8%-12.5% 995 995
Medium-term

notes	 1997-2020 7.0%-9.8% 605 605
Other	 Varies	 Varies 77 331

Total 2,277 3,929
Current portion (156) (7)
Long-term debt $ 2,121 $ 3,922

In the second quarter of 1996, the Company entered
into a $3.7 billion credit agreement with a group of finan-
cial institutions which provides for (i) a three year
$2.5 billion secured revolving credit facility ("Revolver")
and (ii) a three year $1.2 billion secured term loan ("Term
Loan"). See Note 12 for use of proceeds.

The Revolver bears interest, at the Company's option,
based on a specified margin over a base rate, currently
LIBOR plus 250 basis points. There is a commitment fee
of 0.5% on the unused portion of the Revolver. The Term
Loan bears interest at rates determined in the same man-
ner as the Revolver, subject to an increase of 0.5% over the
applicable interest rate margin after the first anniversary of
the Term Loan. The Revolver and Term Loan contain cer-
tain affirmative and negative covenants customary to these
types of agreements and are guaranteed by the Company's
principal domestic subsidiaries.

As of January 29, 1997, there were no outstanding
amounts under the Revolver and $600 outstanding under
the Term Loan.

Based on the quoted market prices for the same or
similar issues or on the current rates offered to Kmart for
debt of the same remaining maturities, the fair value of
long-term debt approximates book value at year end 1996
and was approximately $3,453 at year end 1995.

The principal maturities of long-term debt for the five
years subsequent to 1996 are: 1997-$156, 1998-$62,
1999-$670, 2000-$58, 2001-$59 and 2002 and
later-$1,272.

Cash paid for interest was $459, $467 and $505 in
1996, 1995 and 1994, respectively.

11) Leases
Kmart conducts operations primarily in leased facili-

ties. Kmart store leases are generally for terms of 25 years
with multiple five-year renewal options which allow the
Company the option to extend the life of the lease up to
50 years beyond the initial noncancelable term.

Selling space has been sublet to other retailers, includ-
ing Penske Auto Centers, Inc. and the Meldisco
subsidiaries of FTS, in certain of Kmart's leased facilities.

Minimum Lease Commitments
As of January 29, 1997 Capital Operating

Fiscal Year:
1997 $	 367 $	 556
1998 352 544
1999 337 519
2000 318 499
2001 304 491
Later years 2,508 6,140

Total minimum lease payments 4,186 8,749
Less-minimum sublease income (3,892)

Net minimum lease payments 4,186 $ 4,857
Less:

Estimated executory costs (1,155)
Amount representing interest (1,438)

1,593
Current (115)
Long-Term S 1,478

Rent Expense 1996 1995 1994
Minimum rentals $ 642 $ 649 $	 618
Percentage rentals 36 35 33
Less-sublease rentals (236) (232) (253)

Total $	 442 $	 452 $	 398

Kmart incurred capital lease obligations to obtain
store facilities and equipment of $21 and $186 in 1995
and 1994, respectively. There were no capital lease obliga-
tions incurred in 1996.
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Notes to Consolidated Financial Statements (cont.)
(Dollars in millions, except per share data)

12) Convertible Preferred Securities
In June 1996, a trust sponsored and wholly owned by

the Company issued 20,000,000 shares of trust convertible
preferred securities ("Preferred Securities") the proceeds of
which were invested by the trust in $1 billion aggregate
principal amount of the Company's newly issued 7-3/4%
Convertible Junior Subordinated Debentures
("Debentures"). The aggregate principal amount of the
Debentures represents the sole asset of the trust. The pro-
ceeds from the issuance of the Debentures were used by the
Company together with (i) the proceeds of borrowing
under the credit agreement discussed in Note 10 and (ii)
available cash balances resulting from the removal of pay-
ment restrictions contained in the Company's then existing
bank credit facilities and certain real estate related debt, to
repay such bank credit facilities and certain real estate
related debt. The Debentures and related income statement
effects were eliminated in the Company's consolidated
financial statements.

The Preferred Securities accrue and pay cash distribu-
tions quarterly at a rate of 7-3/4% per annum of the stat-
ed liquidation amount of $50 per Preferred Security.
Kmart has guaranteed, on a subordinated basis, distribu-
tions and other payments due on the Preferred Securities.
The Preferred Securities are convertible at the option of the
holder at any time at the rate of 3.3333 shares of Kmart
common stock for each Preferred Security, and are manda-
torily redeemable upon the maturity of the Debentures on
June 15, 2016, or to the extent of any earlier redemption
of any Debentures by Kmart and are callable beginning
June 15, 1999.

Based on the quoted market prices, the fair value of
the Preferred Securities approximates book value at fiscal
year end 1996.

13) Income Taxes

Income (Loss) Before
Income Taxes 1996 1995 1994

U.S. $ 351 $(114) $	 76
Foreign (21) (199) 26
Total $ 330 $(313) $ 102

Income  Tax
Provision (Credit) 1996 1995 1994
Current

Federal $	 54 $(164) $	 (33)
State and local 5 7
Foreign 17 8

76 (167) (18)
Deferred:

Federal (7) 96 17
Foreign ( I) (12) 7

Total $	 68 $	 (83) $	 6

Effective Tax Rate
Reconciliation 1996 1995 1994

Federal income
tax rate 35.0% (35.0%) 35.0%

State and local taxes,
net of federal tax benefit 0.9 3.3

Tax credits (2.5) (10.2)
Equity in net income

of affiliated companies (3.1) (3.4) (14.3)
Valuation allowance 18.4
International tax rate

and basis differential (13.9) (4.2) 4.9
ESOP dividend (1.0) (4.9)
Other 1.6 1.1 (8.1)

20.5% (26.6%) 5.7%

Deferred Tax
Assets and Liabilities

Year End
1996 1995

Deferred tax assets:
Federal benefit for

state and foreign deferred $	 28 $	 30
Discontinued operations 413 228
Accruals and other liabilities 174 203
Capital leases 132 136
Store restructuring 136 211
Other 129 69

Total deferred tax assets 1,012 877

Deferred tax liabilities:
Inventory 281 223
Property and equipment 455 477
Valuation allowance 50 57
Other 9 42

Total deferred tax liabilities 795 799

Net deferred tax assets S 217 $	 78

Kmart has not recorded deferred income taxes applic-
able to undistributed earnings of foreign subsidiaries that
are indefinitely reinvested in foreign operations. There
were no undistributed earnings as of year end 1996.
Undistributed earnings totaled $7 and $181 at year end
1995 and 1994, respectively.

The Company has available alternative minimum
tax credit carryforwards of approximately $74 which may
be carried forward indefinitely.

Cash paid (received) for income taxes was $(238), $80
and $83 in 1996, 1995 and 1994, respectively.
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Shares (000's)	 1996	 1995	 1994
Common Shares:

Beginning of the year 486,511 464,550 416,547
Sold under stock option plan 49 293 237
Issued under performance

restricted stock plan 420 504 95
Issued under directors stock plan 21 9 3
Common issued from conversion

of Series A conversion preferred — 46,000
Common issued from redemption

of Series C and D convertible
preferred 21,314 1,875

Forfeited or withheld under
performance restricted stock plan (5) (37) (178)

Retirement of shares (122) (29)
End of the year 486,996 486,511 464,550

Treasury Shares:
Beginning of the year 5,883 5,883 7,469
Reissue of shares for

the retirement savings plan (3,622) — (1,586)
End of the year 2,261 5,883 5,883

Notes to Consolidated Financial Statements (cont)
(Dollars in millions, except per share data)

14) Common and Treasury Stock

All of the outstanding shares of Series C convertible
preferred stock issued in 1994 were exchanged for the
same number of shares of Series D convertible preferred
stock in 1995. The Series D shares were then redeemed
for shares of Kmart common stock in 1995.

15) Pension Plans
Prior to 1996, U.S. Kmart had defined benefit pension

plans covering eligible associates who met certain require-
ments of age, length of service and hours worked per year.
Effective January 31, 1996, the pension plans were frozen
and associates no longer earn additional benefits under the
plans. As a result of freezing the plans, the Company
recorded a pretax curtailment gain of $121, included in
other gains and losses, in the first quarter of 1995.

Benefits paid to retirees are based upon age at retire-
ment and years of credited service and earnings as of
January 31, 1996. Kmart Canada Co. associates are cov-
ered by a defined contribution plan. Kmart's policy is to
fund at least the minimum amounts required by the
Employee Retirement Income Security Act of 1974. The
plans' assets consist primarily of equity securities, fixed
income securities and real estate. Kmart contributed $6
and $64 to its principal pension plan during fiscal 1995
and 1994, respectively. No contributions were made in fis-
cal 1996. The total consolidated pension expense (income)
was $(32), $42 and $78 in 1996, 1995 and 1994, respec-
tively.

The following tables summarize the funded status,
components of pension cost and actuarial assumptions for
Kmart's employee pension plan. Certain amounts are
shown at present value (PV):

Year End
1996 1995

Actuarial value of benefit obligations:
Estimated PV vested benefits $(1,699) (1,742)
Estimated PV non-vested benefits (92) (127)
Projected benefit obligation (PBO) (1,791) (1,869)

Market value of assets 1,974 1,778
Plan assets over (under) PBO 183 (91)
Unrecognized transition asset (80) (89)
Unrecognized (gain) loss (157) 85
Accrued pension costs $	 (54) $	 (95)

Pension Cost (Income)	 1996 1995 1994
Normal service cost $	 51 $	 77
Interest cost on PBO	 132 133 137
Return on assets	 (273) (378) 29
Net amortization and

deferral	 100 232 (169)
Total	 $	 (41) $	 38 $	 74

Actuarial assumptions:
Discount rates	 7.75% 7.25% 8.25%
Expected return	 9.50% 9.50% 9.50%
Salary increases 4.50% 4.50%

The Company has a non-qualified plan for directors
and officers which was unfunded by $35 and $37, at the
end of 1996 and 1995, respectively.

16) Other Postretirement and Postemployment
Benefit Plans

Full-time associates who have worked 10 years and
who have retired after age 55, have the option of partici-
pation in Kmart's medical plan, until age 65. The plan is
contributory, with retiree contributions adjusted annually.
The accounting for the plan anticipates future cost-sharing
changes that are consistent with Kmart's expressed intent
to increase the retiree contribution rate annually. The
accrued postretirement benefit costs were $78 and $104 at
the end of 1996 and 1995, respectively.

17) Retirement Savings Plan
The Retirement Savings Plan provides that associates

of Kmart and certain subsidiaries who have completed one
year of service can invest from 1% to 16% of their earn-
ings in the associate's choice of various investments. For
each dollar the participant contributes, up to 6% of earn-
ings, Kmart will contribute an additional 50 cents which is
invested in the Employee Stock Ownership Plan (ESOP).

Effective January 1, 1995, a new profit sharing pro-
gram was introduced as part of the Retirement Savings
Plan. The Company makes contributions based on profits,
with minimum yearly contributions required of $30.
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Notes to Consolidated Financial Statements (cont.)
(Dollars in millions, except per share data)

Kmart's expense related to the Retirement Savings Plan
was $71 in 1996 and 1995 and $44 in 1994.

18) Stock Option Plans
The Company applies APB Opinion 25 and related

Interpretations in accounting for its stock option and
restricted stock plans. Accordingly, no compensation cost
has been recognized for its stock based compensation
plans.

Had the compensation cost for the Company's stock
based compensation plans been determined based on the
fair value at the grant dates for awards under those plans
consistent with the method of FAS 123, the Company's net
income would have been reduced by $22 and $3 for 1996
and 1995, respectively, and earnings per share would have
been reduced by $0.05 and $0.01 for 1996 and 1995,
respectively. To determine these amounts, the fair value of
each stock option has been estimated on the date of the
grant using a Black-Scholes option-pricing model with the
following weighted-average assumptions used for grants in
1996 and 1995, respectively: expected volatility of .3788
and .2980, dividend yield of 0%, risk-free interest rates of
6.05% and 5.98%; and expected lives of 5 years. The
weighted-average fair value of options granted in 1996
and 1995 was $3.37 and $4.52, respectively. The vesting
period of the options generally ranges from 2 to 3 years on
a graduated basis with a term of 10 years.

Under the Performance Restricted Stock Plan, the
Compensation and Incentives Committee of the Board of
Directors may grant awards of common stock to officers
and other key employees of Kmart and its subsidiaries. As
of January 29, 1997, there were awards for 3,140,000
shares outstanding and shares available for grant of
255,275.

In March 1996, certain non-executive officers and
employees were offered the opportunity to exchange
options for which the exercise price was greater than
the market price into an economically equivalent lesser
number of options at the current market price as of
the exchange date.

Stock Option Plan (000's) Shares Option Price

January 25, 1995
Outstanding 23,210 $ 9.90 - $26.03
Granted 4,962 6.31 - 15.44
Exercised (293) 10.94
Forfeited (1,413) 10.94 - 26.03

January 31, 1996
Outstanding 26,466 6.31 - 26.03
Granted 14,303 7.00 - 12.50
Exercised (49) 7.81
Forfeited (23,753) 6.31 - 26.03

January 29, 1997
Outstanding 16,967 6.31 - 26.03
Exercisable 1,003 7.81 - 26.03
Available for grant 3,641

19) Quarterly Financial Information (Unaudited)
Each of the quarters includes 13 weeks, except for the

fourth quarter of 1995 which includes 14 weeks.
Previously published quarterly financial data have been
restated for discontinued operations.

Earnings per share amounts for each quarter are
required to be computed independently and may not equal
the amount computed for the total year.

1996 First Second Third Fourth

Sales $ 6,975 $ 7,566 $ 7,212 $ 9,684
Cost of sales 5,398 5,875 5,528 7,589
Net income (loss) from

continuing operations (36) 23 8 236
Net income (loss) (99) 34 9 (164)
Earnings (loss) per share

Continuing $	 (.08) $	 .05 $	 .02 $	 .45
Net (.21) .07 .02 (.27)

Common stock price
High $10-5/8 $	 14 $11-1/8 $11-3/8
Low 6-5/8 9-3/4 9-1/4 9-1/2

1995 First Second Third Fourth

Sales $ 6,813 $7,682 $ 7,317 $ 9,901
Cost of sales 5,245 5,887 5,722 7,821
Net income (loss) from

continuing operations (19) 21 (114) (118)
Net loss before

extraordinary items (28) (54) (69) (369)
Net loss (28) (54) (69) (420)
Earnings (loss) per share

Continuing $	 (.04) $	 04$	 (.25) $	 (.26)
Before extraordinary (.06) (.12) (.15) (.80)
Net (.06) (.12) (.15) (.91)

Common stock price
High $15-3/8 $16-1/8 $16-1/8 $	 9-1/2
low 12 12-5/8 9 5-3/4

Dividends paid per
common share $	 .24 $	 .12 $	 .12 $	 .12

The fourth quarters of 1996 and 1995 included LIFO
credits of $52 and $43, respectively.

The fourth quarter 1996 earnings per share are on a
fully diluted basis.

As of January 29, 1997, there were 99,040 Kmart
shareholders of record. In addition, there were approxi-
mately 400,000 street name holders of Kmart stock.
Kmart common stock is listed on the New York, Pacific
and Chicago stock exchanges (trading symbol KM).
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Corporate Information

A copy of the Company's 1996 Form 10-K
annual report to the Securities and Exchange
Commission will be furnished without charge
to any shareholder upon written request. All
written requests should be directed to:

Kmart Corporation
Financial Reporting Department
3100 W. Big Beaver Rd.
Troy, MI 48084-3163
hap ://www.kma rt.co m

Dividend Stock Purchase
and Reinvestment Plan
Common Stockholders of record of 10 shares
or more may purchase shares directly by
investing cash payments of $25 to $100,000,
but not more than a total of $100,000 in any
one calendar year. There is no brokerage com-
mission or charge for this service.
Participation is entirely voluntary and can be
easily terminated.

For more information or application materials,
contact Kmart's transfer agent.

Transfer Agent and Registrar
Common Stock
The First National Bank of Boston
P.O. Box 9155
Boston, MA 02205-9156
1-800-336-6981

Kmart Corporation
Investor Relations Department
3100 W. Big Beaver Rd.
Troy, MI 48084-3163



Kmart Corporation
3100 West Big Beaver Road
Troy, Michigan 48084-3163
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