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for middle-income families with children by

satisfying their routine and seasonal shopping needs

as well as or beriPt er than the competition.

Corporate Profile

u er
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Our Mission

Kmart will become the discount store of choice

Kart Corporation is one of the nation's largest discount retailers and one

	
•

of the world's largest mass merchandise retailers. Operating traditional Kmart
and Big Kmart stores as well as Super Kmart Centers, Kmart Corporation offers
convenient shopping in all 50 states in the United States as well as in Puerto Rico,
Guam and the U.S. Virgin Islands.

Kmart Corporation is based in Troy, Michigan, U.S.A.
Call 1-800-866-0086 for the location of your nearest Kmart,
Big Kmart or Super Kmart.

You can learn more about Kmart on the Internet at http://www.kmart.com . The Kmart
Web site includes store locations, Kmart's history, investment information, special
promotions and news recently announced by the Company.
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gs are happe

We have now reported seven

consecutive quarters of increased

earnings per share. Kmart's 1997 earnings

per share reached $.68 before nonrecurring

items, compared with $.48 for the prior

year on the same basis. Excluding the

(Th

To Our Shareholders

= loyd Hall

Chairman, Presidem

and CEO

In many ways, 1997 was a "big" year for

Kmart. We introduced a new prototype—

Big Kmart—a dramatically better, more exciting

and more productive store. We divested Builders

Square, Kmart Canada and Kmart Mexico,

completing one of the largest corporate

restructurings ever. We also debuted new

products—including our hugely successful

Martha Stewart Everyday and Sesame Street

lines. And we continued to make significant

progress in the turnaround of your Company.

costs associated with a one-time voluntary

early retirement program, Kmart reported a

43 percent increase in earnings from continuing

operations over the previous year.

It is clear that our focus on improving

our customers' shopping experience through

stronger assortments, better stores, convenient

service and quality products at great prices is

certainly paying off.



Strategic Update

"loday, through the traditional Kmart, Big

Kmart and Super Kmart operations,

our management team is focused on

its core discount mass merchandise

business—period.

Improved performance and

greater accountability are ensured through

a company-wide management by objectives

process. "Mystery shoppers" offer regular

feedback on customer service, store

cleanliness and the like. These results

are directly linked to our perfor-

mance-based compensation plans.

Throughout Kmart, we have

implemented hundreds of initiatives

aimed at improving the customers'

experience at Kmart and the overall

performance of the business. In doing so,

we are encouraging fresh thinking to

solve business problems. There are

many examples of how this creativity

is paying off.

---••nn••,

We announced a new strategic alliance

with Little Caesars and unveiled a new "KCafe"

prototype in about 750 stores last year.

In 1997, we broke new ground with a

financial tool unique to the discount industry—

an electronic swipe card called the Kmart Cash

Card. The card replaces Kmart's paper gift

certificates, can be used as an AT&T calling

card and provides a better way of handling



refunds. The Kmart Cash Card is not only inno-

vative and customer-friendly, it also produces

better financial results for Kmart shareholders.

Understanding the power of information,

we introduced a much more aggressive

marketing program during 1997. For example,

our first-ever toy catalog gave our shoppers

lots of great reasons to put Kmart at the

top of their holiday shopping list. To further

enhance the convenience we offer customers,

on-line shopping and additional electronic

in-store services will debut in 1998.

In 1997, we introduced on-line application

for the Kmart Credit Card. Today, 1.2 million

people enjoy the convenience of the Kmart

Credit Card.
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Merchandising Progress

In 1997, we made tremendous progress in

implementing a value-driven merchandising

strategy focused on three areas: frequently

purchased goods, popular national brands

and high-quality private label offerings.

We have improved our assortments

of market dominant national brands from

companies such as General Electric, Huffy,

Sara Lee, •Ruhbermaid, Procter & Gamble,

Fruit of the Loom, Nabisco, Hallmark,

Gillette, to name a few.

We also made good progress in becoming

more aggressively priced on all national brand

products. Our everyday and sale prices are more

competitive and sharper than ever before,

reflecting our commitment to guarantee good

value to our customers.
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We also built and strengthened a truly

remarkable line of exclusive private label

products that complement the drawing power

of national brands. Martha Stewart Everyday,

Sesame Street, Jaclyn Smith, Kathy Ireland,

Penske Automotive, American Fare, Route 66,

Kgro, BenchTop and White-Westinghouse offer

customers big helpings of quality, style, selection

and value.

We are especially pleased with the initial

results of our 1998 spring apparel lines. Our

Jaclyn Smith and Kathy Ireland collections

offer outstanding quality and attractive styles

perfect for today's busy woman. Jaclyn Smith's

classic assortment of knits and career wear is

one of the most popular lines in the country.

Kathy Ireland's mix-and-match swimwear,

bodywear and intimate apparel is comfortable,

contemporary and just right for the active mom.

We are enthused about our ability to improve

and grow both of these exclusive lines.



BIG
Big Kmart	 to tell us that they like the stores' brighter

In 1997, we introduced the name "Big Kmart -	lighting, wider aisles, bigger assortments,

for traditional stores we had converted to a	 convenient layout and new adjacencies. Market

new prototype designed to improve the shop- 	 by market, customers describe Big Kmart as

ping experience. Featuring a whole new layout	 "totally renewed," "better organized, - "more

and an expanded consumable goods section	 convenient" and "a big,

called "The Pantry," Big Kinart stores send a 	 positive change."

clear invitation to shoppers to discover the big

and better changes inside. Customers continue

6 We're getting
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Currently, there are 670 Big Kmart stores

operating in markets such as Miami, Tampa,

Washington, D.C., Philadelphia, Dallas,

Kansas City, Detroit, Long Island, Los Angeles,

Phoenix and Chicago, to name a few. The

cost of the conversions has averaged about

$600,000 per store, or an expenditure of

$270 million in 1997.

Our experience indicates that Big Kmart

conversion improves our performance against

new competition. That is why our ongoing

rollout will emphasize metropolitan areas in

which we anticipate increased competition

over the next several years. In all of these

markets, we will aggressively promote the

outstanding convenience, great prices and

new merchandise assortments that Big Kmart

has to offer.

During the second half of 1997, we

introduced television commercials that featured

all of our stars in an image campaign for Big

Kmart. The ads featured Rosie O'Donnell,

Penny Marshall, Jaclyn Smith, Roger Penske,

Kathy Ireland, Martha Stewart, Big Bird, Ernie,

Elmo and even Bob Hope, who proclaimed,

"Big Kmart. This is big!"

In 1998, we will roll out about 525 more

Big Kmart stores so that more than half of the

chain will be completed by year end.

7
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Big Assortment: Powerful Brands

Martha Stewart Everyday

When looking at the successes of 1997, one of

the true standouts is Martha Stewart Everyday.

It was a little more than two and a half

years ago that this product line was first

conceived, with production beginning just

18 months ago. In March 1997, the Martha

Stewart Everyday Blue "Good" and White

"Better" lines were rolled out to Kmart stores

nationwide. The "Best" Silver Label made its

debut this past September.

In its first year on the market, Martha

Stewart Everyday emerged as one of the top

home textile brands and is proving to be

a home fashions home run for Kmart. In

fact, our home fashions division led Kmart's

sales gains for the year. The Martha Stewart

name has tremendous leverage as a brand—

inspiring a standard of quality and sense of

style that customers can trust and afford.

The breadth and depth of the Martha

Stewart Everyday home fashions assortment

is unlike any other line in the mass merchandise

channel. It is unique, complete and only

at Kmart.
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Sesame Street

Last August, we launched a powerful partner-

ship with yet another of America's most trusted

brands: Sesame Street. Big Bird, Ernie and Elmo

appeared in the aisles of Kmart with an exclu-

sive clothing line for newborns, infants and tod-

dlers. Expanded assortments of Sesame Street

products to please all ages include toys, books

and accessories that are fun and educational.

Sesame Street will go a long way in building

our relationship with families who want the

very best for their children at prices they can

afford. Moms, dads and grandparents alike

are noticing the first-rate attention to detail,

100 percent cotton fabric, colorful embroidery

and fun-loving appliques.

Many of the outfits are sold as sets in

mix-and-match colors and characters. There

also are non-character basics that offer quality

and the perfect accent to the character-pieces.

With the customer's budget in mind,

the items are affordable in Kmart's

mid-to-better price ranges.

Accessories start at

$2.49 with two- and

three-piece sets ranging

from $12.99 to $18.99,

all offering excellent quality and value.

1998 Outlook

In the year ahead, we expect to make

even greater progress and add significant

volume to our business. As our exclusive

private label offerings mature in 1998,

we feel very good about the "snowball"

momentum they will gain and the results

we can achieve.



10

(

We will aggressively press ahead with

our Big Kmart conversions. We also %all

open 20 new stores-17 Big Kmart stores and

3 Super K marts in 1998.

We will manage our inventories substantial hi

better than last year, as we are placing greater

emphasis throughout the organization

on the flow of goods. In

late 1997, we began a

comprehensive effort to

analyze and improve every

aspect of our merchandise flow. A top-level

internal task force is identifying ways to

enhance productivity, improve flow and better

manage our inventory without jeopardizing

our in-stock position.

In 1998, we will be disciplined in our effort

to achieve stronger sales increases, maintain

gross margin rates and stay in stock.

We will continue to emphasize the

importance of keeping our

associates—all of which can go a long

way to improve the image of Kmart with

our customers.

Clearly, there have been big changes

at Kmart and the turnaround is solidly on

track. Discount retailing will continue to

be a competitive and volatile industry with

critical issues challenging us every day. But

we are up to the task.

On all fronts—financial, merchandising

and operational—the improvement in our

position today compared to the condition

of Kmart a few years ago is remarkable.

We have successfully identified the keys

to sustaining momentum in our business.

Our Board of Directors, management and

associates—a retail team experienced inside

and outside of the Company—are hard at

work to keep Kmart's momentum going in

1998 and beyond.

stores clean, well-stocked

and served by enthusiastic

Floyd Hall

Chairman, President 8c CEO
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1n-house bakeries, USDA inspected meats,

seafood delivered daily, hot and cold deli-

catessens, in-store eateries and a broad array

of fresh produce make grocery shopping easy

and delicious. Add on one-stop conveniences

such as video rental, hair salons, florists,

UPS shipping, banking, ATMs, money orders

and one-hour photo processing, and it's no

wonder that Super Kmart shoppers come back

again and again.

Enhancing the appeal of Super Kmart is

merchandise that is convenientl y organized

throughout the store. For example, kitchen

gadgets and appliances are just across the aisle

from groceries and Super Kmart infant centers

feature everything for baby, from food to car

seats to clothing.

Ranging in size from 135,000 to 190,000

square feet, Super Kmart sells just about

everything a family could need.

Super
Centers

With about 12.5 million square feet

of selling space, Super Kmart sales performance

improved in 1997. Currently, there are 99 Super

Kmarts serving 21 states, with 3 new stores

scheduled to open in 1998.

Open 24 hours a day, seven days a week,

Super Kmart offers the ultimate in full-service

shopping convenience. Every Super Kmart

features a full assortment of groceries as well as

the broad selection of general merchandise and

apparel found at traditional Kmart stores.

SUPER
c-oices



Kmart Associates:
Big Commitment to Service

mart's Guides to Excellence—state

the Company's values and principles—and

reinforce the commitment of 260,000 associates

to provide their very best in customer service,

every day, in every store.

To help ensure that customer satisfaction

is a top priority, "mystery shoppers" visit every

Kmart and Big Kmart store 24 times a year

and make 36 visits annually to Super Kmarts.

Their unbiased reports are the basis for the

Customer Satisfaction Index that store managers

track throughout the year to guide operational

and service improvements. Scores achieved

on the Customer Satisfaction Index account



Our , es 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.

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 excel in customer service. I will be in stock on all regular

and advertised merchandise. Signing and pricing will be accurate. Friendly, fast checkouts 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 communicate praise and criticism for

our actions. I commit 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' morale. I will support the financial

health of our business through responsible and careful management of the resources entrusted to me. I will uphold

Kmart's legacy of social responsibility by doing my part to make the communities we serve better places to live

and work. I will 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."

for 40 percent of the performance bonus

of store managers, reinforcing Kmart's

pay-for-performance compensation philosophy.

As Kmart moves forward with our

turnaround, one strategic priority is to build

a high-performance culture that emphasizes

accountability, professionalism, respect and

friendly service every step of the way.

New training and development programs

are being implemented to balance workforce

skills with Kmart's strategic priorities.

Computer-based training, long-distance learning

and regular satellite broadcasts supplement

on-the-job development of all store, distribution

center and headquarters associates.

As we build a work environment that

strives for excellence in every respect, we will

develop best practices for attracting, retaining

and developing talented and motivated associ-

ates throughout Kmart. 13



Community commItment

/‹. mart expresses our big commitment

to communities and families coast-to-coast in

many ways. As part of our pledge to America's

Promise, Kmart strives to give children a

healthier start in life and supports programs

nationwide that offer young people safe, fun

alternatives through which they can learn

and grow.

In 1997, Kmart contributed more than

$13.6 million in cash to charitable causes

nationwide, such as Rosie O'Donnell's For All
Kids Foundation and the United Way. Kmart

Ktnart l ove's V.,!cis

The
Kmart

cx.0,

Family
Foundation

merchandise, such as school supplies and cloth-

ing, to charities in 1997 through Gifts In Kind

International and other outreach partnerships.

The Kmart Family Foundation

& The Kmar-t Kids Race Against Drugs

.1- he Kmart Family Foundation is a corporate

leader in the fight against drug abuse by
children and youth. A fun family event called

The Kmart Kids Race Against Drugs uniquely

combines the excitement of racing with the

opportunity to educate young people about

the dangers of drug abuse. Kmart has raised
more than $2 million to benefit drug-fighting

charities and grassroots programs nationwide

since 1996. Celebrities from Kathy Ireland,

Paul Newman and Jaclyn Smith to Sugar Ray

Leonard, Mary Lou Retton, Michael Andretti,

Christian Fittipaldi and Jeff Gordon are among

those who have joined our national fight

against drugs.

BIG

also donated

nearly $8 million in
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March of Dimes WalkAmerica

Kmart has earned the distinction of being the

first place WalkAmerica team in the nation for

the past 13 years and, in doing so, has raised

more than $17.5 million to help in the March

of Dimes' fight against birth defects. As the

National Retail Sponsor of WalkAmerica,

Kmart promotes March of Dimes in its national

circular, displays sponsor forms and develops

special promotions with suppliers such as

Mattel and Kellogg. In 1997 alone, Kmart

associates raised $2.5 million for March of

Dimes and reinforced the message that "Kmart

Loves Kids.

Give Kids The World

Kmart helps children's dreams come true

through fund-raising support of Give Kids

The World—a special village that provides

terminally ill children and their families with

all-expense-paid vacations to central Florida.

Special Kmart promotions with companies

such as Coca-Cola and Procter Lk Gamble

reinforce a shared commitment to the children.

Kmart raised more than $2.1 million for

Give Kids The World in 1997, resulting in

the biggest grant ever made to this special

charity that works with wish-granting founda-

tions, hospitals and hospices worldwide.

Kmart Community Volunteers

Year after year, Kmart's 260,000 associates

show their personal generosity as they volunteer

thousands of hours to improve the lives of

children, families and the communities they

serve. Kmart associates support community

causes through Community Volunteer teams

organized in every

Kmart, Big Kmart and

Super Kmart. First

established in 1985,

these volunteer teams

rally support for

national charitable

causes and generously

lend their support to

hometown causes.

During the yuletide

season, Kmart volunteers

host annual shopping sprees for more than

50,000 underprivileged children in hometowns

coast-to-coast.

Kmart associates also reach out to victims

of fires, hurricanes, explosions, floods and

tornadoes when nature expresses its devastating

force. From filling sand bags to providing relief

supplies such as batteries, blankets and bottled

water, associates pitch in and Kmart contributes

much-needed funds so that the American Red

Cross and Salvation Army can help others.

Giving back to the communities Kmart

serves is a big commitment and a proud legacy.

15
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Consolidated Selected Financial Data

Dollars in millions, except per share data 1997 1996 1995 1994 1993

Summary of Operations'"
Sales S32,183 $31,437 $31,713 $29,563 $28,039
Cost of sales, buying and occupancy 25,152 24,390 24,675 22,331 20,732
Selling, general and administrative expenses 6,136 6,274 6,876 6,651 6,241
Interest expense, net 363 453 434 479 467
Continuing income (loss) before income taxes 418 330 (313) 102 (306)
Net income (loss) from continuing operations12' 249 231 (230) 96 (179)
Net income (loss) 249 (220) (571) 296 (974)

Per Share of Common
Basic continuing income (loss) $	 0.51 $	 0.48 $	 (0.51) $	 0.20 $	 (0.46)
Diluted continuing income (loss)131 0.51 0.48 (0.51) 0.19 (0.46)
Dividends declared - - 0.36 0.96 0.96
Book value 11.15 10.51 10.99 13.15 13.39

Financial Data
Working capital $ 4,202 $ 4,131 $ 5,558 $ 3,562 $ 3,793
Total assets 13,558 14,286 15,033 16,085 15,875
Long-term debt 1,725 2,121 3,922 1,989 2,209
Long-term capital lease obligations 1,179 1,478 1,586 1,666 1,609
Trust convertible preferred securities 981 980
Capital expenditures 678 343 540 1,021 793
Depreciation and amortization 660 654 685 639 650
Ending market capitalization - common stock 5,469 5,418 2,858 6,345 9,333
Inventory turnover 3.5 3.5 3.4 3.2 2.9
Current ratio 2.3 2.1 2.9 1.7 1.9
Long-term debt to capitalization 32.4% 37.2% 51.1% 37.7% 38.5%
Ratio of income from continuing operations to fixed chargesm 1.5 1.4 1.1

Basic weighted average shares outstanding (millions) 487 484 460 427 408
Diluted weighted average shares outstanding (millions)131 492 486 460 456 408

Number of Stores
United States 2,136 2,134 2,161 2,316 2,323
International and other - 127 149 165 163

Total stores 2,136 2,261 2,310 2,481 2,486

U.S. Kmart store sales per comparable selling square foot $	 211 $	 201 $	 195 $	 181 $	 182
U.S. Kmart selling square footage (millions) 151 156 160 166 160

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

(2) Net income from continuing operations in 1997 includes a $114 million ($81 million net of tax) non-recurring charge related to the Voluntary Early
Retirement Program. The net loss from continuing operations in 1993 included a pretax provision of S904 million (5579 million net of tax) for store
restructuring and other charges.

(3) Consistent with the requirements of Financial Accounting Standards No. 128, preferred securities were not included in the calculation of diluted
earnings per share for 1997, 1996 and 1994 due to their anti-dilutive effect. Due to the Company's loss from continuing operations in 1995 and 1993,
diluted earnings per share is equivalent to basic earnings per share.

(4) 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.

Kmart Corporation 1997 Annual Report 17



Management's Discussion and Analysis
of Results of Operations and Financial Condition

Results of Operations

($ Millions) 1997 1996 1995

Saks
United States $31,884 $30,378 $30,429
International 299 1,059 1,284

Total S32 183 $31,437 $31,713

Operating Income (Loss)
United States 898 $	 780 $	 179
International ( 3 ) (7) (17)

Total 89:3 $	 773 $	 162

Comparable Sales %
United States 4.8% 2.6% 5.6%
International — (2.8%) 3.0%

Total 4.8% 2.5% 5.5%

Operating income (loss) excludes the voluntary early retirement charge in
1997 totaling $114 million on a pretax basis, and other gains and (loss-
es) of $10 and ($41) in 1996 and 1995, respectively.

Fiscal 1997 Compared to Fiscal 1996

Sales and comparable store sales increased 2.4% and
4.8%, respectively, for 1997. Sales per square foot also
continued its upward trend in 1997 to $211 from $201.
The increases were primarily due to the successful conver-
sion of an additional 458 traditional Kmart locations to
the Big Kmart format, increased promotional activity, as
well as the overall success of unique product offerings such
as Martha Stewart Everyday home fashions and Sesame
Street children's apparel, partially offset by soft perfor-
mance in the women's apparel segment and in the case of
consolidated sales, the sale of all remaining international
operations.

Gross margin, as a percentage of sales, was 21.8%
and 22.4% in 1997 and 1996, respectively. The decrease
in the percentage reflects increased promotional activity,
growth in consumables sales, the soft performance of
women's apparel, and increased distribution, buying and
occupancy costs.

Selling, general and administrative expenses
("SG&A which includes advertising, as a percentage of
sales were 19.1% and 19.9% in 1997 and 1996, respec-
tively. This was the second consecutive year that SG&A as
a percentage of sales was below 20%. The 0.8 percentage
point reduction compared to 1996, or $138 million, was
the result of the sale of certain international operations,
increased leverage given additional sales volume, and the
Company's continuing focus on its core business units.

Operating income increased $122 million in 1997
compared to 1996, excluding other gains and losses and
the charge for the Voluntary Early Retirement Program.
This increase was the direct result of the 2.4% increase in
sales during the year along with the $138 million savings
iii SG&A. These amounts were partially offset by the 60
basis point decline in gross margin percentage.

The Voluntary Early Retirement Program offered to
certain of the Company's hourly associates during the
fourth quarter of 1997 resulted in a charge of $114 mil-
lion in the quarter based on actual acceptance. Other gains
and losses in 1996 included a $108 million gain on the sale
of Rite Aid stock and a charge of $98 million related to the
valuation of certain international operations.

Net interest expense was $363 and $453 million in
1997 and 1996, respectively. The reduction in net interest
expense was due to reduced borrowings including the pay-
down of the remaining balance of the term loan in the first
quarter of 1997.

Effective income tax rates were 28.7% and 20.5% in
1997 and 1996, respectively. The increase in the effective
tax rate during 1997 was due to the impact in 1996 of tax
benefits resulting from foreign losses and basis differences.
See Note 11 of the Notes to Consolidated Financial
Statements.

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 Big Kmart 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, which
include advertising, as a percentage of sales were 19.9%
and 21.7% in 1996 and 1995, respectively. In 1996,
SG8cA as a percentage of sales was below 20% for the
first time in the past 25 years. The 1.8 percentage point
reduction compared to 1995, or $602 million, was a direct
result of the Company's continuing focus on its core busi-
ness units, expense controls, one less week in fiscal 1996
and the sale of certain international operations.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

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 million relat-
ed to the valuation of international operations in Mexico
and Canada. 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 secu-
rities in June 1996. Additionally, the Company's inability
to borrow in commercial paper markets beginning 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 refi-
nancing 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 11 of the 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
the operations of 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 invest-
ment in Thrifty PayLess Holdings, Inc. ("TPH") in the first
quarter together with a revaluation of its remaining hold-
ings at that time. The 1995 loss included a $260 million
loss from Builders Square, including a charge of $240 mil-
lion related to the adoption of FAS 121, and a $30 million
loss related to the disposal of Borders Group, Inc. and
remaining equity interests in OfficeMax, Inc. and The
Sports Authority, Inc. See Note 3 of the Notes to
Consolidated Financial Statements.

Analysis of Financial Condition

Kmart's primary sources of working capital are cash
flows from operations and borrowings under its credit
facilities. The Company had working capital of $4,202
and $4,131 million at year end 1997 and 1996, respec-
tively. Working capital fluctuates in relation to profitabil-
ity, seasonal 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 $ I billion
of 7-3/4% Trust Convertible Preferred Securities ("TCPS")
through a wholly owned subsidiary trust. The net pro-
ceeds from these transactions were used to retire existing
indebtedness, including certain obligations related to real
estate.

In May of 1997, the Revolving Credit Agreement was
amended. Under the terms of the amended agreement, the
maturity was extended to June 2000 and the commitment
fee and interest rate spreads were reduced.

The Company has met the financial requirements to
release collateral under the Revolving Credit Agreement
upon delivery of the 1997 audited financial statements.

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; the maintenance of certain leverage and
coverage ratios; and limitations on indebtedness and capi-
tal expenditures. The Company was in compliance with
all covenants throughout 1997.

The Company had no borrowings outstanding on its
Revolver as of year ends 1997 and 1996 and the Term
Loan was repaid during 1997.

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. Net proceeds were used to repay a portion of the
Term Loan.

In 1997, the Company continued to achieve significant
improvement in liquidity and operating cash flow perfor-
mance. At the Company's peak borrowing level in 1997,
over $1.5 billion remained available for borrowings under
its Revolver. In addition, cash flow from continuing oper-
ations improved by $141 million. Management believes
that its current financing arrangements will be sufficient to
meet the Company's liquidity needs for operations and
capital demands.

Net cash provided from continuing operations was
$879 million in 1997 compared to $738 million in 1996.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

Net cash used for investing was $185 million in 1997
compared to $471 million in 1996. Cash used for invest-
ing in 1997 was primarily the result of $678 million in cap-
ital expenditures partially offset by the proceeds from sale
leaseback transactions which occurred during the year, as
well as proceeds from the sale of the Company's Canadian,
Mexican and Builders Square operations. The Company
continues to maintain property held for sale with a net
book value of $307 million as of January 28, 1998. Cash
used for investing in 1996 was the result of an increase in
property held for sale of $632 million as a result of refi-
nancing certain real estate debt and capital additions of
$343 million. These items were partially offset by the
receipt of proceeds from the sale of the Company's invest-
ment in Rite Aid common stock, the sale of its Czech and
Slovak Republics operations and the IPO of TPH.

Net cash used for financing was $564 million in 1997
compared to $974 million in 1996. Cash used for financ-
ing during 1997 was the result of paying down the
Company's remaining balance on the Term Loan as well as
payments on certain mortgages and medium term notes.
These amounts were partially offset by the issuance of
$335 million in CMBS securities. Cash used for financing
in 1996 was the result of the refinancing of the Company's
former credit facilities and certain real estate debt with net
proceeds from the Term Loan, TCPS and Revolver.

Restructuring Reserve Status

In 1993, Kmarr 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 was completed during
fiscal 1997 with the cost of completing the plan approxi-
mating the original estimate. The following summarizes
the reserve balance as of January 28, 1998.

1997 Activity 

Original
	

Net Change in

($ Millions)
	

Reserve
	

1995 1996 Charges Estimate 1997

Lease costs
	

$479
	

$397 $297 5(35) S (33) S229

	

Asset writedowns 148
	

23	 5	 (23)	 18

Inventory
	

201
	

79	 12	 (17)	 15	 10

Other charges
	

76 
	

9	 4	 (2)

	

$904
	

$508 $318 5(77) S —	 $241

Net charges during 1997, 1996 and 1995 included 519,525 and $32 mil-
lion for interest expense accreted, respectively.

The primary components of the reserve consist of: cash
outlays for tuture 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 1997, 1996 and 1995 that based on actual
experiences to date, certain charges would be higher than
originally planned while others would 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
$33 million in 1997. These favorable results have been off-
set by increased fixed asset disposition costs for domestic
stores.

Kmart anticipates that pretax cash outflows will
approximate $70, $50 and $30 million in 1998 through
2000, respectively. At January 28, 1998, 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 $800 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 $60 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.

Other Matters

The Company is currently working to resolve the
potential impact of the Year 2000 on the processing of
date-sensitive information by the Company's computerized
information systems. The Year 2000 problem is the result
of computer programs being written using two digits
(rather than four) to define the applicable year. Any of the
Company's programs that have time-sensitive software
may recognize a date using "00" as the year 1900 rather
than the year 2000, which could result in miscalculations
or system failures. Costs of addressing potential problems
are estimated to be approximately $50 million and are not
expected to have a material adverse impact on the
Company's financial position, results of operations or cash
flows in future periods. However, if the Company or its
vendors are unable to resolve such processing issues in a
timely manner, it could result in a material financial risk.
Accordingly, the Company plans to devote the necessary
resources to resolve all significant Year 2000 issues in a
timely manner.
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Management's Responsibility	 Report of Independent Accountant-
for 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 ot 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 Kniart 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 28, 1998 and January 29, 1997, and the results of
their operations and their cash flows for each of the three
years in the period ended January 28, 1998, 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.

Price Waterhouse LLP
Detroit, Michigan
March 3, 1998

,L2P

/eezA1/
Martin E. Welch III
Senior Vice President
and Chief Financial Officer
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Consolidated Statements of Operations

Years Ended January 28, 1998, January 29, 1997 and January 31, 1996
Dollars in millions, except per share data 1997 1996 1995

Sales $ 32,183 $ 31,437 $ 31,713
Cost of sales, buying and occupancy 25,152 24,390 24,675
Gross margin 7,031 7,047 7,038
Selling, general and administrative expenses 6,136 6,274 6,876
Voluntary early retirement program 114
Other (gains) losses — (10) 41
Continuing income before interest, income taxes

and dividends on convertible preferred securities of subsidiary 781 783 121
Interest expense, net 363 453 434
Income tax provision (credit) 120 68 (83)
Dividends on convertible preferred securities of subsidiary,

net of income taxes of $26 and $16 49 31
Net income (loss) from continuing operations before

extraordinary item 249 231 (230)
Loss from discontinued operations,

net of income taxes of $(3) and $(139) — (5) (260)
Loss on disposal of discontinued operations, net

of income taxes of $(240) and $88 — (446) (30)
Extraordinary loss, net of income taxes of $(27) — (51)

Net income (loss) $	 249 $	 (220) $	 (571)

Basic/diluted income (loss) per common share
Continuing operations $	 .51 $	 .48 $	 (.51)
Discontinued operations (.01) (.57)
Loss on disposal of discontinued operations (.92) (.06)
Extraordinary item (.11)
Net income (loss) $	 .51 $	 (.45) $	 (1.25)

Basic weighted average shares (millions) 487.1 483.6 459.8
Diluted weighted average shares (millions) 491.7 486.1 459.9

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Balance Sheets

As of January 28, 1998 and January 29, 1997
Dollars in millions 1997 1996

Current Assets
Cash and cash equivalents $	 498 $	 406
Merchandise inventories 6,367 6,354
Other current assets 611 973
Total current assets 7,476 7,733

Property and equipment, net 5,472 5,740
Property held for sale or financing 271 200
Other assets and deferred charges 339 613
Total Assets S 13,558 $ 14,286

Current Liabilities
Long-term debt due within one year S	 78 $	 156
Trade accounts payable 1,923 2,009
Accrued payroll and other liabilities 1,064 1,298
Taxes other than income taxes 209 139
Total current liabilities 3,274 3,602

Long-term debt and notes payable 1,725 2,121
Capital lease obligations 1,179 1,478
Other long-term liabilities 965 1,013
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) 981 980

Common stock, $1 par value, 1,500,000,000 shares authorized;
488,811,271 and 486,996,145 shares issued, respectively 489 486

Capital in excess of par value 1,620 1,608
Retained earnings 3,343 3,105
Treasury shares and restricted stock (15) (37)
Foreign currency translation adjustment (3) (70)
Total Liabilities and Shareholders' Equity S 13,558 $ 14,286

See accompanying Notes to Consolidated Financial Statements.

Kmart Corporation 1997 Annual Report 23



Consolidated Statements of Cash Flows

Years Ended January 28, 1998, January 29, 1997 and January 31, 1996
Dollars in millions 1997 1996 1995

Cash Flows From Operating Activities
Net income (loss) from continuing operations $	 249 $	 231 $	 (230)
Adjustments to reconcile net income (loss) from continuing

operations to net cash provided by (used for) operating activities:
Depreciation and amortization 660 654 685
Voluntary early retirement program 114
Cash used for store restructuring and other charges (105) (129) (171)
(Increase) decrease in inventories (31) (349) 222
Increase (decrease) in trade accounts payable (86) 215 (609)
Deferred income taxes and taxes payable 72 228 (296)
Increase (decrease) in other long-term liabilities (27) (194) 9
Changes in certain assets, liabilities and other items 33 82 293

Net cash provided by (used for) continuing operations 879 738 (97)
Net cash provided by (used for) discontinued operations (38) 30 (92)

Net cash provided by (used for) operating activities 841 768 (189)

Cash Flows From Investing Activities
Decrease (increase) in property held for sale or financing 262 (632) (474)
Proceeds from divestitures 133 434 1,479
Proceeds from real estate financing and other 158 27 179
Other, net (60) 43 (244)
Capital expenditures (678) (343) (540)

Net cash provided by (used for) investing activities (185) (471) 400

Cash Flows From Financing Activities
Proceeds from issuance of long-term debt and notes payable 337 1,202 1,948
Change in common stock 37 34 3
Proceeds from issuance of convertible preferred securities 971
Dividends paid (283)
Refinancing costs related to long-term debt and notes payable (15) (212)
Payments on capital lease obligations (112) (114) (160)
Payments on long-term debt (811) (2,855) (983)

Net cash provided by (used for) financing activities (564) (974) 525

Net increase (decrease) in cash and cash equivalents 92 (677) 736
Cash and cash equivalents, beginning of year 406 1,083 347

Cash and cash equivalents, end of year $	 498 $	 406 $ 1,083

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statements of Shareholders Equity

Dollars in millions, except per share data

Series B, C
and D

Convertible
Preferred

Stock
Common

Stock

Capital
In Excess

of Par
Value

Retained
Earnings

Treasury Shares
and Performance
Restricted Stock

Deferred
Compensation

Foreign
Currency

Translation
Adjustment

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 1 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 486 1,608 3,105 (37) (70)

Net income for the year 249
Treasury shares reissued to retirement

savings plan (4) 23
Foreign currency translation adjustment 67
Other 3 16 (11) (1)

Balance at January 28, 1998 S	 4S9 S 1,620 $3,343 S	 (15) 5	 (3)

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's equity investment consists of 49% of sub-
stantially all of the Meldisco subsidiaries of Footstar, Inc.
("FTS"), which operate the footwear departments in
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 1997 and 1996 each
consisted of 52 weeks and ended on January 28, 1998 and
January 29, 1997, respectively. Fiscal year 1995 consisted
of 53 weeks and ended on January 31, 1996.

Cash: Cash and cash equivalents include all highly liq-
uid investments with maturities of three months or less.
Included in cash and cash equivalents are temporary
investments of $241 and $131, at year end 1997 and 1996,
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 the cost for $5,990, $5,883 and
$5,518 of inventory as of year end 1997, 1996 and 1995,
respectively. Inventories valued on LIFO were $457, $440
and $485 lower than amounts that would have been
reported using the first-in, first-out (FIFO) method at year
end 1997, 1996 and 1995, 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 Krnart intends
to sell and lease back within one year, are included in other
current assets, and those with expected transaction dates
extending beyond one year are included in property held
for sale or financing.

Depreciation and Anzortization: Depreciation and
amortization, including amortization of property held
under capital leases, are computed based upon the esti-
mated useful lives of the respective assets using the
straight-line method for financial statement purposes and
accelerated methods for tax purposes. The general range of
lives are 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, trade accounts payable and accrued
liabilities are reflected in the financial statements at cost
which approximates fair value. The fair value of the
Company's debt and other financial instruments are dis-
cussed in Notes 8 and 10.

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: The Company has elect-
ed under the provisions of Statement of Financial
Accounting Standards No. 123 ("FAS 123") to continue
using the intrinsic value method of accounting for employ-
ee stock based compensation in accordance with
Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issued to Employees".

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 $420, $385 and $459
in 1997, 1996 and 1995, 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: Effective for its
January 28, 1998 consolidated financial statements, Kmart
adopted Statement of Financial Accounting Standards No.
128, "Earnings per Share," ("FAS 128"). FAS 128 replaces
the presentation of primary earnings per share ("EPS")
and fully diluted EPS with a presentation of basic EPS and
diluted EPS, respectively.

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 res. , Its could differ from those
estimates.

Reclassifications: Certain reclassifications of prior
year amounts have been made to conform to the 1997 pre-
sentation.
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Notes to Consolidated Financial Statements
(Dollars in millions, except per share data)

2) Subsequent Events
In February 1998, the Company's minority interest in

Kmart Canada Co. was purchased by Hudson's Bay Co.
Under the terms of the purchase, Kmart will receive
approximately $8 for its remaining equity interest in
Kmart Canada Co., along with $79 for repayment of its
note and debentures.

In the first quarter of 1998, the Company's require-
ment to maintain collateral under the revolving credit
facility will be eliminated.

3) Discontinued Operations and Dispositions
Discontinued operations for 1997 include Builders

Square, Inc. ("Builders Square"). Discontinued operations
for 1996 and prior, include 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 Furr's/Bishop's, Inc.
("Furr's").

1997 Activity
During the first and second quarters of 1997, the

Company completed the sale of its interests in the Mexico
and Canada operations, respectively. Under the terms of
the Mexico agreement the Company received $74, which
approximated the book value of its interest. Under the
terms of the Canada agreement, the Company received
$54 in cash, a $76 note receivable and retained a 12.5%
non-voting equity interest. The net proceeds from the sale
approximated book value.

In the third quarter of 1997, the Company completed
the sale of substantially all of the assets of its subsidiary,
Builders Square, to an affiliate of Leonard Green &
Partners, L.P. The net proceeds from the sale approximat-
ed book value.

1996 Activity
During the first half of 1996, the Company received

$70 from the sale of approximately 33% of its investment
in the common stock of TPH and revalued its remaining
investment by recording a $61 loss from discontinued
operations, net of income taxes. In the fourth quarter, Rite
Aid Corporation ("Rite Aid") merged TPH into Rite Aid
and exchanged 0.65 of its shares for each share of TPH.
Kmart sold its Rite Aid shares received resulting in net pro-
ceeds of approximately $257 and a pretax gain of $108,
which was included in other gains and losses.

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

In the fourth quarter of 1996, the Company recorded
a $385 after tax charge as a result of its plan to dispose of
Builders Square. This charge was included in loss on dis-
posal of discontinued operations. The Company also
recorded a pretax charge of $98, relating to the anticipat-
ed losses on the disposal of its international operations.
This charge was included in other gains and losses.

1995 Activity
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 in Borders Group for
net proceeds of approximately $493. Borders Group pur-
chased Kmart's remaining 13% interest in the second quar-
ter which resulted in net proceeds of approximately $73.
The effect of these transactions was an after tax loss of
$185.

OfficeMax completed the public offering of Kmart's
remaining equity interest in the second quarter. 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 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.

In the fourth quarter of 1995, the Company and its
subsidiaries adopted Financial Accounting Standard No.
121 "Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to be Disposed Of" ("FAS
121"). Based on management's considerations of the cur-
rent and expected operating cash flow together with a
judgment as to the fair value the Company could receive
upon the sale of its investments in certain international
operations, the Company recorded a $162 pretax charge,
$150 after tax, which was included in other gains and loss-
es. In addition, Builders Square recorded an after tax
charge of $240 related to its adoption of FAS 121.
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4) Restructuring and Other Charges
In 1993, the Board of Directors approved a restruc-

turing plan. The restructuring provision of $904 included
anticipated costs 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 and
inventory dispositions.

Cash costs related to the 1993 restructuring reserve
amounted to $105, $129 and $117 for 1997, 1996 and
1995, respectively. Noncash charges were $28, $61 and
$134 for the same periods, respectively. The remaining
restructuring obligation is included primarily in "other
long-term liabilities" in the consolidated balance sheets.

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. hi 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.

5) Property and Equipment

Year End
199 7 1996

Property owned:
Land 319 $	 346
Buildings 822 995
Leasehold improvements 1,834 1,470
Furniture and fixtures 4,832 5,050
Construction in progress 60 87

Total owned 7,867 7,948
Property under capital leases 2,264 2,820

10,131 10,768
Less-accumulated depreciation

and amortization:
Property owned (3,427) (3,487)
Property under capital leases (1,232) (1,541)

Total $	 5,472 $ 5,740

The following table provides a breakdown of the number
of stores leased compared to owned:

Year End 
1997	 1996

Number of U.S. Kmart Stores Owned	 105	 118
Number of U.S. Kmart Stores Leased 	 2,031 2,016

6) Investments in Affiliated Retail Companies
All Kmart footwear departments are operated under

license agreements with the Meklisco subsidiaries of FTS,
substantially all of which are 49% owned by Kmart and
51% owned by FTS. Income earned under various agree-
ments was $210, $211 and $220, in 1997, 1996 and 1995,
respectively. The Company received dividends from
Meldisco in 1997, 1996 and 1995 of $36, $64 and $52,
respectively.

Me'disco Information
Fiscal Year

1997 1996 1995

Net sales $1,142 $ 1,109 $1,141
Gross profit 491 476 487

Net income 74 74 79

Inventory $	 142 $	 134 $	 135
Other current assets 17 24 74
Non-current assets 1 1
Total assets 159 159 210
Current liabilities 24 25 15

Net assets S	 135 $	 134 $	 195

Equity of Kmart S	 65 $	 65 $	 94

Unremitted earnings included in consolidated retained earnings were $42,
$41 and $72 at year end 1997, 1996 and 1995, respectively.

7) Other Commitments and Contingencies
Kmart has outstanding guarantees for property leased

by certain formerly owned subsidiaries as follows:

Present Value
at 7%
1997

Gross
Lease

1997 1996

Furr's $	 134 $	 193 $	 199
Borders Group 114 205 218
Office Max 111 168 186
The Sports Authority 250 424 453
Builders Square 849 1,568 1,655
Total S 1,458 S 2,558 $ 2,711

As of January 28, 1998, Kmart has guaranteed $139
of indebtedness of other parties related to certain of its
leased properties financed by industrial revenue bonds.
These agreements expire from 2004 through 2009.

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.
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8) Long-Term Debt and Notes Payable

Fiscal Year	 Interest
Type	 Maturity	 Rates

Year End
1997 1996

Term loan	 1997	 7.8% — $	 600
Debentures	 2005-2023 7.8%42.5% 967 995
Medium-term

notes	 1998-2020 6.8%-9.8% 512 682
CMBS	 2002	 Floating 324

Total 1,803 2,277
Current portion (78) (156)
Long-term debt S 1,725 $	 2,121

In the first quarter of 1997, the Company transferred
to Troy CMBS Property, L.L.C., an affiliated Delaware
limited liability company, 81 store properties (the
"Properties") with a net book value of $964 which were
then leased back to the Company. Simultaneously with
such transfer of the Properties, Troy CMBS Property,
L.L.C. completed a $335 offering of commercial mortgage
pass through certificates, secured by mortgages on the
Properties. The mortgages and the mortgage notes have
been purchased by Krnart CMBS Financing, Inc., a
Delaware corporation wholly owned by the Company, and
assigned to the trustee of the security holders.

The mortgage loan is subject to monthly payments of
interest and principal, according to a schedule which
amortizes the initial outstanding principal amount over
approximately 15 years with a balloon payment of
approximately $261 on the scheduled maturity date in
February 2002. The CMBS weighted average interest rate
is 1 month LIBOR plus 47 basis points.

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 bil-
lion secured revolving credit facility ("Revolver") and (ii)
a three year $1.2 billion secured term loan ("Term Loan").
The Term Loan was repaid in full in March 1997.

In the second quarter of 1997, the revolving credit
agreement was amended to extend the maturity to June
2000, and reduce the commitment fee and interest rate
spreads to 0.3% and LIBOR plus 125 basis points, respec-
tively. Based on the Company's continued improved per-
formance during 1997, the commitment fee and interest
rate spreads were further reduced to 0.25% and LIBOR
plus 100 basis points.

The Company has met the financial requirements to
release collateral under the revolving credit agreement
upon delivery of the 1997 audited annual financial state-
ments.

The Revolver contains certain affirmative and negative
covenants customary to these types of agreements. The
Company is in compliance with all such covenants.

As of January 28, 1998 and January 29, 1997, there
were no outstanding amounts under the Revolver.

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 was approximately $1,817 at year end
1997, and approximated book value at year end 1996.

The principal maturities of long-term debt for the five
years subsequent to 1997 are: 1998-$78, 1999-$77, 2000-
$73, 2001-$68, 2002-$357 and 2003 and later-$1,150.

Cash paid for interest was $333, $459 and $467 in
1997, 1996 and 1995, respectively.

9) 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 28, 1998 Capital Operating

Fiscal Year:
1998 $	 286 $	 528
1999 274 516
2000 258 505
2001 247 499
2002 238 486
Later years 2,052 6,232

Total minimum lease payments 3,355 8,766
Less-minimum sublease income — (3,631)

Net minimum lease payments 3,355 S 5,135
Less:

Estimated executory costs (926)
Amount representing interest (1,163)

1,266
Current (87)
Long-term S	 1,179

Rent Expense 1997 1996 1995
Minimum rentals $ 673 $ 642 $	 649
Percentage rentals 39 36 35
Less-sublease rentals (234) (236) (232)

Total S	 478 $	 442 $ 452

Kmart incurred capital lease obligations to obtain
store facilities and equipment of $9 and $21 in 1997 and
1995, respectively. There were no capital lease obligations
incurred in 1996.
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10) 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%
Con verti ble junior Subordinated Debentures
("Debentures"). The Preferred Securities accrue and pay
cash distributions quarterly at a rate of 7-3/4% per annum
of the stated liquidation amount of $50 per Preferred
Security. Kmart has guaranteed, on a subordinated basis,
distributions and other payments clue 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
mandatorily redeemable upon the maturity of the
Debentures on June 15, 2016, or to the extent of any ear-
lier 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 was approximately $1,040 as of
year end 1997, and approximated book value at year end
1996.

11) Income Taxes

Income (Loss) Before
Income Taxes 1997 1996 1995
U.S. S 390 $	 351 $(114)
Foreign 28 (21) (199)

Total S	 418 $	 330 $(313)

Income Tax
Provision (Credit) 1997 1996 1995
Current:

Federal $ (126) $	 54 $(164)
State and local (5) 5
Foreign 11 17 (3)

(120) 76 (167)
Deferred:

Federal 240 ( 7 ) 96
Foreign (1) (12)

Total $	 120 68 $	 (83)

Effective Tax Rate
Reconciliation	 1997 1996 1995

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

State and local taxes,
net of federal tax benefit (0.8) 0.9

Tax credits	 (1.9) (2.5)
Equity in net income

of affiliated companies 	 (2.3) (3.1) (3.4)
Valuation allowance 18.4
International tax rate
and basis differential (13.9) (4.2)

Other	 (1.3) 1.6 0.1
28.7% 20.5% (26.6%)

Deferred Tax
Assets and Liabilities

Year End
1997 1996

Deferred tax assets:
Federal benefit for

state and foreign taxes S	 27 $	 28
Discontinued operations 135 413
Accruals and other liabilities 258 174
Capital leases 101 132
Store restructuring 94 136
Other 182 129

Total deferred tax assets 797 1,012

Deferred tax liabilities:
Inventory 272 281
Property and equipment 417 455
Valuation allowance 50
Other ,3 9

Total deferred tax liabilities 712 795

Net deferred tax assets $	 85 $ 217

The Company has available alternative minimum
tax credit carryforwards of approximately $137 which
may be carried forward indefinitely.

Cash paid (received) for income taxes was $7, $(238),
and $80 in 1997, 1996 and 1995, respectively.

12) Common and Treasury Stock

Shares (000's) 1997 1996 1995
Common Shares:

Beginning of the year 486,996 486,511 464,550

Sold under stock option plan 1,469 49 171
Issued under performance

restricted stock plan 1,220 420 504

Issued under directors stock plan 5 21 9
Issued from redemption of Series

C and D convertible preferred — 21,314
Forfeited or withheld under

performance restricted stock plan (879) (5) (37)
End of the year 488,811 486,996 486,511

Treasury Shares:
Beginning of the year 2,261 5,883 5,883
Reissued shares for

the retirement savings plan (1,635) (3,622)
End of the year 626 2,261 5,883

As of the end of 1997, the Board of Directors has
approved the repurchase of 2,000,000 shares of Kmart
common stock to be used to fund the Retirement Savings
Plan and other employee benefit plans or trusts.
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13) Pension Plans
In the fourth quarter of 1997, the Company

announced a Voluntary Early Retirement Program for cer-
tain Kmart hourly associates over 45 years of age with at
least 10 years of service by December 31, 1997. Of the
28,785 Kmart associates eligible for this program, 11,587
accepted the early retirement offer, and the Company
recorded a charge of $114, ($81 after tax). Payouts under
this program will be fully funded through existing pension
plan assets.

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's policy is to fund at least the
minimum amounts required by the Employee Retirement
Income Security Act of 1974. The plans' assets consist pri-
marily of equity securities, fixed income securities and real
estate. Kmart contributed $6 to its principal pension plan
during fiscal 1995. No contributions were made in fiscal
1997 or 1996. The total consolidated pension expense
(income) was $(63), $(32) and $42 in 1997, 1996 and
1995, respectively.

The following tables summarize the funded status,
components of pension cost and actuarial assumptions for
Kmart's employee pension plans.

Year End
1997 1996

Actuarial value of benefit obligations:
Present value of vested benefits $(1,927) $ (1,699)
Present value of non-vested benefits (128) (92)
Projected benefit obligation (PBO) (2,055) (1,791)

Market value of assets 2,219 1,974
Voluntary early retirement lump

sum payout (277)
Plan assets over (under) PBO (113) 183
Unrecognized transition asset (63) (80)
Unrecognized (gain) loss 72 (157)
Accrued pension costs S	 (104) $	 (54)

Pension Cost (Income) 1997 1996 1995
Normal service cost $	 — $	 5 I
Interest cost on PBO 139 132 133
Return on assets (334) (273) (378)
Net amortization and

deferral 132 100 232
Total S	 (63) $	 (41) $	 38

Actuarial assumptions:
Discount rates 6.75% 7.75% 7.25%
Expected return 10.00% 9.50% 9.50%
Salary increases 4.50%

The Company has a non-qualified plan for directors
and officers which was unfunded as of year end 1997 and
1996. Total benefits under the plan totaled $36 and $35,
at the end of 1997 and 1996, respectively.

14) Otber 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 $70 and $78 at
the end of 1997 and 1996, respectively.

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

of Kmart who have completed six months of service can
invest from 1% to 16% of their earnings in the associate's
choice of various investments. For each dollar the partici-
pant contributes, up to 6% of earnings, Kmart will con-
tribute an additional 50 cents which is invested in the
Employee Stock Ownership Plan.

The Retirement Savings Plan has a profit sharing fea-
ture whereby the Company makes contributions based on
profits, with minimum yearly contributions required of
$30. Kmart's expense related to the Retirement Savings
Plan was $69 in 1997 and $71 in both 1996 and 1995.
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16) 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 $27, $22 and $3 for
1997, 1996 and 1995, respectively, and earnings per share
would have been reduced by $0.06, $0.05 and $0.01 for
1997, 1996 and 1995, respectively. To determine these
amounts, the fair value of each stock option has been esti-
mated on the date of the grant using a Black-Scholes
option-pricing model with the following weighted-average
assumptions used for grants in 1997, 1996 and 1995,
respectively: expected volatility of .3902, .3788 and .2980,
dividend yield of 0%, risk-free interest rates of 6.47%,
6.05% and 5.98%; and expected lives of 5 years. The
weighted-average fair value per share of options granted in
1997, 1996 and 1995 were $5.37, $3.37 and $4.52,
respectively. Options vest over 3 years on a graduated basis
with a term of 10 years.

Under the Performance Restricted Stock Plan, the
Board of Directors may grant awards of common stock to
officers and other key employees of Kmart and its sub-
sidiaries. As of January 28, 1998, there were awards for
3,240,000 shares outstanding and shares available for
grant of 155,278.

Stock Option Plans (000's) Shares Option Price

January 3 I, 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
Granted 7,233 10.79 -	 14.85
Exercised (1,507) 7.81 -	 12.38
Forfeited (1,705) 7.81 -	 21.94

January 28, 1998
Outstanding 20,988 6.31 -	 26.03
Exercisable 5,539 7.81 -	 26.03
Available for grant 22,903

17) Quarterly Financial Information (Unaudited)
Earnings per share amounts for each quarter are

required to be computed independently and may not equal
the amount computed for the total year.

1997	 First Second Third Fourth

Sales	 $ 7,263 $ 7,846 $	 7,315 $	 9,759
Cost of sales	 5,637 6,197 5,683 7,635
Net income from

continuing operations	 14 31 18 186
Net income	 14 31 18 186
Basic Earnings per share

Continuing	 $	 .03 $	 .06 $	 .04 $	 .38
Net	 .03 .06 .04 .38

Diluted Earnings per share
Continuing	 $	 .03 $	 .06 $	 .04 $.	 .35
Net	 .03 .06 .04 .35

Common stock price
High	 $13-5/8 $14-1/2 $15-1/16 $13-13/16
Low	 10-5/8 10-3/8 11-3/8 10-5/8

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)
Basic Earnings (loss) per share

Continuing	 $	 (.08) $	 .05 $	 .02 $	 .49
Net	 (.21) .07 .02 (.34)

Diluted 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

The Preferred Securities were not included in the cal-
culation of diluted EPS for the first, second and third quar-
ters of 1997, and for the second and third quarters of 1996
due to the anti-dilutive effect on EPS if converted. Had the
Preferred Securities been included in the calculation,
Diluted EPS would have been higher by $0.02 for all
respective quarters except the second quarter of 1996
which would have been $0.01 higher and would have been
$0.02 higher for fiscal 1997 and 1996.

As of January 28, 1998, there were approximately
90,000 Kmart common shareholders of record. In addi-
tion, there were approximately 365,000 street name hold-
ers of Kmart common stock. Kmart common stock is list-
ed on the New York, Pacific and Chicago stock exchanges
(trading symbol KM).

Kilian Corporation 1997 Annual Report 32



Corporate Information

A copy of the company's 1997 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

Corporate Reporting Department

3100 West Big Beaver Road

Troy, MI 48084-3163

http://www.kmart.com

Transfer Agent and Registrar Common Stock

The First National Bank of Boston

P.O. Box 8038

Boston, MA 02266-8038

1-800-336-6981

Kmart Corporation

Investor Relations Department

3100 W. Big Beaver Road

Troy, MI 48084-3163

(248) 643-1040

Stock Purchase and

Dividend 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

commission 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.

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 patterns 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 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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