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Shareholder Discount Card

To reward you for being
a valued Kmart shareholder,

take 10% off the purchase
of eligible merchandise.

Shareholder:
BIG

Financial Highlights

(Dollars in millions, except per share data and number of stores)

iib 1997 1996 1995

Operational Data

Sales $ 33,674 $ 32,183 $ 31,437 $ 31,713

Sales per square foot $	 222 $	 211 $	 201 $	 195

Gross margin rate 21.8% 21.8% 22.4% 22.2%

SG&A percent of sales 18.5% 19.1% 19.9% 21.7%

Net income (loss) from continuing operations $	 518 $	 249 $	 231 $	 (230)

Net income (loss) $	 518 $	 249 $	 (220) $	 (571)

Diluted EPS from continuing operations $	 1.01 $	 0.51 $	 0.48 $	 (0.51)

Diluted earnings (loss) per share $	 1.01 $	 0.51 $	 (0.45) $	 (1.25)

EBITDA $	 1,739 $	 1,441 $	 1,437 $	 806

Book value per share $	 12.12 $	 11.15 $	 10.51 $	 10.99

U.S. Kmart Number of Stores

Big Kmart 1,245 670 185 29

Traditional Kmart 814 1,367 1,853 2,045

Super Kmart 102 99 96 87

Total number of U.S. Kmart stores 2,161 2,136 2,134 2,161

Thanks for being a loyal
Kmart Shareholder.

Use the Shareholder Discount Card to the right to
take 10% off the purchase of eligible merchandise
at any Kmart, Big Kmart or Super Kmart store.

Super

To find the Kmart location nearest you, call
1-800-63-KMART or visit our website at www.kmart.com .
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Our Mission
Kma	 become the discount store Of

for low- and middle-income families wit

y satisfying their routine and seasonal sho

needs as well as or better than the competition. -

Terms and Conditions:

The 10% discount is valid on a single transac-
tion at any Kmart, Big Kmart or Super Kmart
store through August 31, 1999. Discount is

not applicable on sale or clearance
merchandise, tobacco, alcoholic beverages,
lottery tickets, deli and prepared foods,
groceries, co-pay on prescriptions, federal,
state and local licenses, bottle deposits,
state and local taxes, service from conces-
sionaires, vehicle inspections, vending
machines, Portrait Studios, activation fees,
warranty contracts, delivery services,
assembly fees, postage, gift certificates,
Kmart Cash cards, prior layaway purchases,
prior purchases or on special services such
as U.P.S., money orders or money transfers.
Quantities limited to reasonable family
quantities. Not redeemable for cash. Void if
copied or transferred and where prohibited
by law. Any other use constitutes fraud.
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2 1998 was a year of
significant progress
and change, with a multitude
of initiatives aimed at improving Kmart
for all of our constituents — shoppers,
shareholders, suppliers, associates
and the communities we serve.

To Our Shareholders
Our financial accomplishments in 1998 were a confirmation that our

repositioning strategies are working. We extended our string of earnings
increases to 11 consecutive quarters, reporting earnings per share of $.65 for
the fourth quarter. For the full year, we turned in our best earnings performance
since 1992. Our net income before non-recurring charges of $1.03 per diluted
share represented an increase of 61 percent over 1997.

We also made big progress in achieving our key objectives — to
capture our share of the growing discount retail channel by increasing
shopping frequency and the size of our customer's average transaction.
Our progress can be measured in many ways:

• Average annual store sales rose to $222 per square foot — a significant
improvement from the stagnant levels of the early 1990s and a respectable
gain over the prior year. Our entire organization will continue to focus
on sales volume, which is the ultimate measurement of our ability to excel
in satisfying our customers' needs and preferences.

• Gross margin rates stabilized, even in a very competitive pricing environment.
We met our expectations for 1998 by sustaining our gross margin rate at
21.8 percent. We anticipate that aggressive pricing will continue to pressure
gross margins. However, we expect to be able to offset most of the decline
with gains in imports, private label goods, and through improvements in
distribution, freight and inventory control.

• Our ratio of selling, general and administrative expenses (SG&A) as a percent
of sales reached an historic low of 18.5 percent. As with gross margin, this
picture is so radically different from just a few years ago that it is almost
unrecognizable. In fact, SG&A has declined 400 basis points since 1994.

• Our balance sheet is as strong as it has ever been. Debt-to-capital ratios
are at 20-year lows.

During our turnaround, earnings have increased at better than
50 percent per year, compounded annually. This powerful trend emphasizes
Kmart's ability to capitalize on our low cost infrastructure by leveraging
sales increases into earnings gains.

Our progress has been fueled by six strategic priorities, which are
supported by hundreds of specific initiatives throughout our business.

Background color is Martha Stewart Aquilegia Yellow E09



These priorities are:

• Competitive everyday pricing
• Quality, on-trend merchandise assortments
• Great promotions, with "never beaten"

advertised prices
• Improved in-stock positions
• Better store formats
• Excellent customer service and satisfaction levels

Customer acceptance of our new Big Kmart
prototype continues to be very encouraging as
witnessed by the performance of these stores and
market research data. The Kmart Pantry areas
offer a vast assortment of convenient, frequently
purchased, price sensitive consumables at great
value, while the apparel areas feature unprecedented
quality for every lifestyle with our exclusive Jaclyn
Smith, Kathy Ireland and Route 66 lines. Our
Sesame Street line of clothing for infants and
toddlers continues to be a huge success. Martha
Stewart Everyday home fashions, with distinct
styling, quality and innovation are unmatched in
the retailing industry. And our revitalized Super
Kmarts feature a full-line grocery store, combined
with our general merchandise categories, offering out-
standing freshness, value and one-stop convenience.

We also have made significant strides behind
the scenes to improve our operations and flow of
merchandise. We have increased "flow through"
of goods from our distribution centers to our stores
within a 24-hour period from 4 percent to 45
percent — a big improvement! To enhance the
systems and technology that support our business,
we began construction of a new data center that
will begin operations in June 2000. With this
new facility, we will expand our data processing
capacity by more than 30 percent and have the
most state-of-the-art systems.

You can learn more about these important
initiatives in the pages that follow. But I also
encourage you to visit a Big Kmart or Super Kmart
store and see the big changes for yourself. We've
attached a Shareholder Discount Card for 10 percent
savings on selected purchases as an added incentive.

From Turnaround to Growth
For the past few years, we have deliberately pursued
a defensive strategy of using our capital expenditures
to refurbish and strengthen a long-neglected,
existing store base.

By the time 1999 is over, virtually every
traditional discount store in the chain will have been
converted to the Big Kmart format. This means

that more than 1,800 of our stores will have been
completely refurbished within the past three years.
This monumental achievement is a direct reflection

of our associates' ability to plan and execute major
undertakings. Since stores normally can go seven
years before they need significant remodeling and
our stores will have only minimal cash needs for
maintenance for the next several years, we will
be able to redirect a portion of our capital —
approximately $400 million annually — to seize
new opportunities without adding debt.

The time has come to transition from a

turnaround to a growth company. Our increased

cash flow alone could support growth of about
30 to 40 new stores annually, but we will not limit

our future growth to bricks and mortar. Rather,

we will aggressively pursue the opportunities of
electronic commerce through unique formats
like our store-based online shopping service —
called Kmart Solutions — as well as through our

Internet site, www.kmart.com . We are committed

to innovation and ensuring that Kmart is on the
cutting-edge of retailing.

Even as we pursue these new opportunities,

we will stay true to our mission — to be the discount

store of choice for low- and middle-income families.

Our assortments of recognized national brands
and exclusive private label merchandise offer the

quality, value and styles shoppers want. As we

improve the shopping experience, we expect even
faster growth in the future.

In conjunction with our outstanding Board

whose expertise, commitment and counsel were

invaluable throughout 1998, your management

team will steadfastly continue to pursue a course of

retail excellence, knowing that customer satisfaction

is synonymous with improving shareholder value.

To our associates, all 278,000 strong, I salute

your dedication and efforts. You are transforming

our company by making our stores friendlier, more

rewarding and enjoyable to shop.
To all of our constituents, thank you for your

support.

Floyd Hall
Chairman, President and
Chief Executive Officer
Kmart Corporation
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4 BIG
Life got a little easier for busy folks in hundreds
of communities across the country when Big Kmart came to town this year.

Through conversions of traditional Kmart
locations and new store openings, the company was
able to boast 1,245 Big Kmart stores by year-end. In
fact, Big Kmart helped the company make history in
1998 when 45 new stores were opened on a single day,
the result of acquiring and converting former Venture
stores in Illinois, Texas, Missouri, Kansas and Oklahoma.

Big Kmart was critical to the company's sales
per square foot increasing to $222 in 1998, as first-year
sales improved an average of 10 percent, with second-
and third-year increases exceeding the company average.

But these numbers don't matter to customers.
What wows them are Big Kmart's brighter, wider
aisles and a store that's been custom-designed to make
shopping a more pleasant experience with associates
who excel in friendliness and helpfulness.

Shoppers who just need a gallon of milk and
a loaf of bread will rind these items in the centrally
located Kmart Pantry. Thousands of other consumable
products line our Pantry shelves, including paper
products, pet supplies, canned goods and cereal.

When a customer's list extends beyond the
basics, just about everything they need is at Big
Kmart — and usually for the best price in town. For
example, Mom can pick up a carton of orange juice,
her son's prescription, a pair of shoes for her daughter
and a new garden hose in one trip. At many locations,
she can also get an oil change at the Penske Automotive
Center, send Grandma flowers through the Kmart
Solutions electronic shopping service and pick up a
pizza for dinner at the KCafe on her way out the door.

With its knockout lineup of key departments
right at the front of the store — including the Kmart
Pantry, women's apparel and Martha Stewart Everyday —
Big Kmart is able to hold its own even when brand
new scores enter the market. Aggressive direct mail
and TV advertising campaigns effectively invite
consumers to discover the difference in Big Kmart's
outstanding assortments, great prices, exclusive brands
and shopping convenience.

In 1999, an additional 586 stores will be
converted to the Big Kmart format. For those
traditional Kmart stores that are too small for the
standard Big Kmart conversion, a new prototype
featuring Big Kmart's best attributes will begin to
roll out to 190 locations. In the year 2000, Kmart's
entire chain will have been renovated within the past
four years.



airsTs70, 11.,rmairrirc(\lavologni /,\

qr4 r4, „

,dt*

411`



Super6

Super Kmart's high-
quality selection doesn't end

in the food departments.
Super Kmarts are loaded

with trusted national
brands storewide as

Y,ttok

1.\\\avat,00:15-,:

A,‘,.

Some shoppers come to Super Kmart for the naturally
sweet fresh produce, while others crave the scrumptious oven-baked cookies.

For many, it's the one-stop convenience, friendly service
and great values that are available at their neighborhood
Super Kmart — 24 hours a day, seven clays a week.

Along with more than 40,000 grocery items,
there is a wide array of amenities always in store for
Super Kmart shoppers:

• A full-service butcher shop stands ready to fill special
orders whether you want a thick, succulent filet
mignon to sear on the grill or tender veal chops that
will melt-in-your-mouth.

• The freshest fish available anywhere is always a
great catch in the seafood department, where tuna,
mahi-mahi, swordfish, shrimp, scallops and lobster
tantalize the most discriminating taste buds.

• The hot and cold delicatessen counters offer on-the-go
convenience with everything you need for a satisfying
dinner, from an array of luscious gourmet salads to
steaming hot vegetables and delicious, ready-to-serve
entrees.

• Oven-fresh bread, jumbo muffins and other yummy
treats tempt customers in the bakery, while Super
Kmart pastry chefs can create a custom cake for that
very special occasion.

well as exclusive collections such as Sesame Street,
Kathy Ireland, Jaclyn Smith, Route 66 and Martha
Stewart Everyday.

In 1998, Super Kmart's sales and earnings
performance continued to improve, with sales per square
foot reaching $330. During the year, three new Super
Kmart locations opened, bringing the total to 102
stores operating in 21 states. That number should grow
even more thanks to a new 140,000-square-foot Super
Kmart format that will be a better fit in many locations
going forward.

Whether it is the fresh food, high-quality
merchandise or services such as video rental, hair
salons, florists, UPS shipping, banking, or photo
processing, customers keep coming back to Super
Kmart time and again.

Background color is Martha Stewart tall taper green D31
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Electronic Commerce

1

As these two services evolve, they will be more closely
linked so that the company can make the most of future
opportunities.

Kmart Solutions
This easy-to-use, store-based electronic shopping service
offers a broad spectrum of products and services at Kmart's
low prices. Kmart Solutions customers can purchase every-
thing from money orders to major appliances with the
convenience of home delivery and the security of in-store
payment. Through computers located at store service desks,
thousands of hard to find products never before available at
Kmart are now accessible through touch-screen simplicity.
Customers view products in full color and can send purchases
anywhere in the country.

During 1998, this service was tested in 136 stores
and is now ready to be rolled out to 1,000 Big Kmart
and Super Kmarr locations in 1999. Krnart Solutions is
unmatched in the retail industry; it carves a distinct niche
in what is estimated to be a $17 billion emerging electronic
commerce market this year.

Internet Shopping: Kmart.com
Shoppers who are more comfortable browsing from the
comfort of their own homes have found value and conve-
nience at Kmart.com . Kmart launched secure online
shopping at www.kmart.com in May 1998, with the
site expanding to include several specialty shops geared
toward a variety of interests:

• Familyandfitness.com: Consumers can purchase vitamins,
exercise equipment and other health products.

• Kmartdirect.com: Special items featured in Kmartls
weekly advertising circular are available here.

• Musicfavorites.com: From country to rock, more
than 100,000 music titles mean there's something
for everyone.

• Finallyhome.com: Homeowners can shop for everything
from electronics and appliances to fix-it-yourself supplies.

• Softwareselections.com: More than 130,000 computer
software products are offered here.

• Babyofmine.com: This shop debuts in 1999, featuring
numerous products for the nursery.

In addition to being able to visit these shops,
Kmart.com customers can buy online gift certificates
and nab special online coupons.

The best is yet to come as thousands of Kmart
Solutions offerings, not available in our stores, will be
added to a steady stream of in-store items throughout
the year. Kmart is committed to dramatically increasing
our on-line assortments and services — and doing so
in a simple, convenient manner. And of course, all of
our offerings on the Internet and Kmart Solutions will
be available at low Kmart prices.
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At the it,aau t of Kmart's merchandising strategy
is differentiation in the marketplace achieved by featuring not only popular national
brands at competitive prices, but also exclusive private brands. Who else can say they
sell all-cotton, 250-thread count Martha Stewart sheets? Where else can customers
buy cute and cuddly coveralls adorned by Elmo and his Sesame Street pals?

Powerful, high-quality private brand collections
available exclusively at Kmart also include Jaclyn Smith,
Kathy Ireland and Route 66 apparel. In addition, Thom
McAn leather shoes, White-Westinghouse appliances,
BenchTop tools, Penske Automotive products and
American Fare consumable goods offer shoppers value
they can trust.

Martha Stewart Everyday
The name Martha Stewart is synonymous with good
taste. As a brand, it inspires a standard of quality and

style that customers find pleasingly affordable. In 1998,
Kmart's exclusive Martha Stewart home fashions line
skyrocketed co number two in its industry — second
only to Cannon — with sales of nearly $800 million.

Shoppers love the beautiful colors, rich textures
and easy-to-match assortments. From cozy blankets,
soothing sateen sheets and plush Egyptian cotton towels
to window treatments that complement the Martha
Stewart Everyday Colors paint palette, decorating is
a rewarding and simple joy. Best of all, it is Martha
Stewart style at affordable Kmart prices.
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Towards the end of 1998, a new Martha Stewart
Garden collection was introduced in the Sun Belt states
to rave reviews. Featuring 10 gorgeous styles of outdoor
furniture, decorative planters and gardening tools, the
line combines durable craftsmanship with Martha
Stewart's innovation. Martha Stewart Garden will be
available nationwide for spring 1999 entertaining and
gardening, with a more complete horticulture offering
to come in 2000.

Sesame Street
Moms love the reasonable prices, grandparents love the
attention to detail and kids love wearing their furry
Muppet friends on everything from socks to sweatshirts.
Kmart's exclusive assortment of clothing for infants,
toddlers and children was launched in 1997 and has
outpaced the mass marker ever since. Sales of the
apparel total in the hundreds of millions annually,
with related sales in toys, books, videos, sporting goods
and shoes, making the Sesame Street brand a home run
for Kmart.

Beyond sales, this highly recognized and trusted
brand has helped boost Kmart's image. Kids department
customers associate the quality of the product line with
an improved perception of Kmart, particularly versus
the competition.

In 1999, the Sesame Street collection will
continue to grow, and will be joined in the kids

Background color is Martha Stewart Seedling D16



department by other unique apparel such as Woody
Woodpecker and Curious George.

Route 66
This easygoing, comfortable, on-trend brand offers
styles for the entire family. Initially aimed at the
denim market when it was introduced in 1997,
Route 66 now offers a complete assortment of jeans,
khakis, corduroys, tops, sweaters and outerwear
for men, women, children and infants.

Just like its namesake highway, Route 66
appeals to everyone who gets a kick out of hitting
the open road — including racing legend Darrell
Waltrip, who drives the Big Kmart/Route 66 car
on the NASCAR circuit.

Jaclyn Smith
Ladies apparel led the way among Kmart's merchandise
departments in 1998, showing double-digit increases
in sales, as well as great strides in gross margin rate.
The popularity of two beautiful women and the styles
they inspire were instrumental in that achievement.
Jaclyn Smith and Kathy Ireland continue to appeal
to a broad base of women who look for high-quality,
reasonably priced clothes.

Jaclyn Smith's classic assortments of knits,
career wear, lingerie, hosiery and accessories comprise
one of the most recognized and respected fashion lines
in retailing. Research published in Women's Wear Daily

showed that the signature Jaclyn Smith line had the
highest consumer awareness of any private label apparel
brand in the country. With easy comfort and collections
that mix and match, Jaclyn Smith offers women trusted
quality, style and affordable fashion.

As a devoted mother and member of the Kmart
family, Jaclyn Smith serves as honorary co-chair of The
Kmart Family Foundation and assists in the company's
national efforts to fight against drug abuse by youth.

Kathy Ireland
Active women who enjoy on-trend styling in sportswear,
swimwear, bodywear and intimate apparel find wardrobe
treasures in the Kathy Ireland collection. After just
four years on the market, Kathy Ireland was the seventh
most recognized private label apparel brand in the
country in 1998. And the collection continues to bloom.
Happily timed to coincide with the birth of her second
child, Kathy Ireland introduced a collection of comfortable,
fashion-forward maternity clothes. It all started with
swimwear, and now the same hot looks, quality and
comfort that made her women's swimwear line one of
the most popular anywhere can be found in the new
Kathy Ireland "Just for Girls" swimwear collection.

Kmart's Kathy Ireland brand extends to acces-
sories, watches and jewelry, as well as fitness equipment

Background color is Martha Stewart Peachtree A13
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and videos that help busy consumers stay in shape.
Enjoying a healthy lifestyle is a priority for Kathy
Ireland arid her family, and that's one of the reasons
she is the March of Dimes National Honorary Chair
of WalkAmerica, as well as honorary co-chair of
The Kmart Family Foundation, which works to
curb drug use by America's children.

Thom McAn
An exclusive brand that is relatively new at Kmart, yet
very familiar to customers, is Thom McAn. In fact, this
durable, comfortable and high-value brand is recognized

by more than 75 percent of consumers.
In 1999, an intensified advertising

and promotional effort will increase
customers' awareness that Thom McAn

shoes for the entire family are now available
at Kmart. By combining Kmart's prices
with Thom McAn's quality reputation,
footwear sales and profits are expected
to set a torrid pace in 1999.

Penske Automotive
Motorsports legend Roger Penske

- knows his cars and he's an expert
on how to take care of them — that's

why Kmart customers consistently put
their trust in his brand. In 1998, Kmart's
exclusive line of Penske Auto products for

do-it-yourselfers reported strong growth, and
the line is expected to double in size in 1999.

Customers appreciate the convenience of the 655
Penske Auto Centers located at Kmart stores nationwide,
where a variety of maintenance and repair services are
offered. By featuring Penske and Exide batteries, Mobil
Oil, and Goodyear tires, these auto centers provide the
quality and dependability consumers demand.

Quality Brands, Low Prices
In aisle after aisle, Kmart shoppers will find exclusive
brands that offer savings without compromising quality.

Everyday consumable items ranging from soft
drinks to cookies to over-the-counter medications are
available under Kmart's American Fare label. More than
1,200 American Fare products offer quality consistent
with nationally advertised brands at much lower prices.

Customers trust the White-Westinghouse name
when shopping for small appliances such as blenders,
toasters and irons. This label's formidable reputation
extends into the electronics department, with White-
Westinghouse televisions and VCRs available exclusively
at K mart.

Repairs around the house are made easier with
Kmart's sturdy BenchTop tools. When the chores are
all done, anglers can take to the lake with their B.A.S.S.
fishing rods, reels and tackle from Kmart.

By selling these exclusive brands alongside a
strong assortment of merchandise from respected national
companies such as Procter & Gamble, Nabisco, Gillette,
Sara Lee, Huffy, Fuji, Colgate-Palmolive, Fruit of the
Loom, Johnson & Johnson and Newell, to name but a
few, Kmart seeks to offer shoppers choice, quality and
low prices with every visit.

Background color is Martha Stewart Goldfish A10
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Customer Service

a
That is why Kmart seeks to hire and retain people
who are committed to excellence as they strive to
meet the needs of Kmart shoppers. Accountability,
empowerment and innovation are encouraged as
associates in the stores, distribution centers and
headquarters rally with the common purpose of
making customer service their top priority.

Each associate pledges to support the company's
Guides to Excellence, which state, "...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."

To help make certain customer service comes
first, "mystery shoppers" visit Big Kmart and Kmart
stores 24 times a year and make 36 visits to Super
Kmarts annually. Scores on these objective and unbiased
mystery shops are the basis of a Customer Satisfaction

Index that allows store managers to track their progress
throughout the year. Scores achieved are directly linked
to performance bonuses that store managers can earn.

Kmart is building a performance-based culture
to encourage excellence throughout the business.
Through its Retailer of Choice strategy, Kmart is
reinvigorating every aspect of its recruitment,
orientation, training and development efforts. A
vital aspect of the company's Retailer of Choice
commitment is leadership training that focuses on
interaction skills in order to enhance each customer's
shopping experience. Computer-based training,
long-distance learning and regular satellite broadcasts
supplement on-the-job development.

As a responsible employer, it is Kmart's policy
to ensure equal opportunity in employment, promotion
and in the way customers are treated. Kmart provides
equal employment opportunities regardless of race,
religion, color, national origin, age, gender or disability.
The company encourages its associates to always be
respectful, fair and professional when working with
one another and when serving each customer who shops
at Kmart.

Background color is Martha Stewart Cherry Blossom A27
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14 Community Outreach

Kmart loves kids! The company's commitment to helping children
and their families live happier, healthier lives is evident in its contribution of
$20 million in cash and merchandise to charitable causes each year.

One such cause is the fight against drug abuse by
children. The Kmart Family Foundation has donated
more than $5 million to drug-fighting charities
nationwide since 1996, when Kmart Kids Race Against
Drugs began. A fun, interactive program that educates
children about the dangers of drug and alcohol abuse,
Kmart Kids Race Against Drugs sets up racetracks
at Kmart stores across the country and invites 7- to
12-year-old children to maneuver around an obstacle
course in specially designed race cars. World-class
athletes and entertainers, including Paul Newman,
Michael Andretti, Christian Fittipaldi, Doug Flutie,
Dan Marino, Jaclyn Smith, Kathy Ireland and Mary
Lou Retton, help build excitement on race days by
competing in celebrity challenges.

Raising more than $20 million for March
of Dimes fight against birth defects, Kmart has been
the first-place WalkAmerica team for each of the
past 14 years. In 1998, associates raised $3.3 million
for March of Dimes through local walks, independent

store events such as car
washes, and the selling

4.. of paper sneakers
-.. ,	 during the months

'- of March and April. In
. 1999, Kathy Ireland

.	 will once again
lead Kmares asso-
ciate volunteers
by serving as

the March of
Dimes National

Honorary Chair
of WalkAmerica.
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Each year, 4,000 terminally ill children
fulfill their dreams of meeting Mickey Mouse thanks
to Give Kids The World, and Kmart is proud to say
it helps. Give Kids The World is a special village that
provides terminally ill children and their families with
all-expense-paid Central Florida vacations. In 1998,
Kmart raised nearly $2.8 million for Give Kids The
World, resulting i n the biggest grant ever made to
this big-hearted charity that works with wish-granting
foundations, hospitals and hospices worldwide.

Kmart associates show their personal generosity
by spending thousands of hours working to improve
the quality of life in their communities. Each Big
Kmart, Super Kmart and Kmart store boasts a team

of Community Volunteers who rally support for national
causes and help with local projects. For example, Kmart
associates host holiday shopping sprees for more than
50,000 underprivileged children nationwide each year.
When disaster strikes, these same associates reach out
to help victims in any way they can. Meanwhile, the
company provides direct financial support to the



American Red Cross, Salvation Army, United Way and
other organizations that bring calm to the storm when
fires, hurricanes, explosions, floods and tornadoes occur.

Kmart is proud to be an America's Promise
corporate partner, pledging to give children a healthier
start in life by supporting programs that offer young
people safe, fun activities through which they can learn
and grow.

The company demonstrates its social responsibility
not only through community outreach and as an employer,
but also in the manner in which it conducts business.
That is why, for example, Kmart is committed to actions
that are environmentally responsible — from recycling
cardboard to installing energy-efficient lighting and
heating systems in its stores.

As a good corporate citizen, Kmart strives to
purchase goods only from responsible suppliers that
abide by the company's Workplace Code of Conduct:
Human Rights Standards for Kmart Suppliers.
Shareholders interested in receiving a report that
explains the company's efforts to ensure that its
suppliers comply with these standards can request
a copy by writing to: Kmart Corporation, Attn:
Corporate Secretary, 3100 W. Big Beaver Road,
Troy, MI 48084-3163.

Background color is Martha Stewart Sunflower El0
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inancial Data

Dollars in millions, except per share data 1998 1997 1996 1995 1994

Summary of Operations
Sales $33,674 $32,183 $31,437 $31,713 $29,563
Comparable sales % 4.8% 4.8% 2.5% 5.5% 1.5%
Total sales 'A 4.6% 2.4% (0.9%) 7.3% 5.4%
U.S. Kmart total sales 'X) 5.6% 5.0% (0.2%) 7.2% 5.3%
Cost of sales, buying and occupancy 26,319 25,152 24,390 24,675 22,331
Selling, general and administrative expenses 6,245 6,136 6,274 6,876 6,651
Interest expense, net 293 363 453 434 479
Continuing income (loss) before income taxes 798 418 330 (313) 102
Net income (loss) from continuing operations(2) 518 249 231 (230) 96
Net income (loss) 518 249 (220) (571) 296

Per Share of Common
Basic continuing income (loss) $	 1.05 $	 0.51 $	 0.48 $	 (0.51) $	 0.20
Diluted continuing income (loss)° $	 1.01 $	 0.51 $	 0.48 $	 (0.51) $	 0.19
Dividends declared - $	 0.36 $	 0.96
Book value $	 12.12 $	 11.15 $ 10.51 $	 10.99 $	 13.15

Financial Data
Working capital $ 4,139 $ 4,202 $ 4,131 $ 5,558 $ 3,562
Total assets 14,166 13,558 14,286 15,033 16,085
Long-term debt 1,538 1,725 2,121 3,922 1,989
Long-term capital lease obligations 1,091 1,179 1,478 1,586 1,666
Trust convertible preferred securities 984 981 980 - -
Capital expenditures 981 678 343 540 1,021
Depreciation and amortization 671 660 654 685 639
Ending market capitalization - common stock 7,894 5,469 5,418 2,858 6,345
Current ratio 2.1 2.3 2.1 2.9 1.7
Long-term debt to capitalization 28.6% 32.4% 37.2% 51.1% 37.7%
Ratio of income from continuing operations to fixed charges m 2.1 1.5 1.4 1.1

Basic weighted average shares outstanding (millions) 492 487 484 460 427
Diluted weighted average shares outstanding (millions)° 565 492 486 460 456

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

Total Stores 2,161 2,136 2,261 2,310 2,481

U.S. Kmart store sales per comparable selling square foot $	 222 $	 211 $	 201 $	 195 $	 181
U.S. Kmart selling square footage (millions) 154 151 156 160 166

(1) Kmart 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 1998 and 1997 include non-recurring charges related to Voluntary Early Retirement Programs of $19 mil-
lion (S13 million net of tax) and S114 million (S81 million net of tax), respectively.

(3) Consistent with the requirements of Statement 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,
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
S305 for 1995.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition

Results of Operations

($ Millions) 1998 1997 1996

Sales
United States ;3,674 $31,884 $30,378
International 299 1,059

Total 533,674 $32,183 $31,437

Operating Income (Loss)
United States $	 1,110 $	 898 $	 780
International (3) (7)

Total $	 1,110 $	 895 $	 773

Comparable Sales %
United States 4.8% 4.8% 2.6%
International (2.8%)

Total 4.8% 4.8% 2.5%

Operating income (loss) excludes the voluntary early retirement charges
in 1998 and 1997 totaling $19 and $114, respectively, on a pretax
basis, and other gains of $10 in 1996.

Fiscal 1998 Compared to Fiscal 1997

Sales and comparable store sales for 1998 increased
4.6% and 4.8%, respectively, improving sales per square
foot to a record $222 in 1998. The increased productivi-
ty can be attributed to the continued successful rollout of
the Big Kmart format, now 58% of the chain, the strong
performance of key brands, including Martha Stewart
Everyday home fashions, Route 66 apparel and acces-
sories, Sesame Street children's apparel, and ladies apparel,
and the execution of the Company's competitive pricing
strategy.

Gross margin, as a percentage of sales, was 21.8% in
both 1998 and 1997. The impact of the Company's com-
petitive pricing strategy and growth in lower margined
sales categories, such as consumables, was offset by
improved margins resulting from increased import and pri-
vate label goods.

Selling, ,L;eneral and administrative expenses:
("SG&A"), which includes advertising, declined for the
fourth consecutive year as a percentage of sales improving
to 18.5% in 1998 from 19.1% in 1997. This was the third
consecutive year that SG&A as a percentage of sales was
below 20%. The 0.6 percentage point reduction compared
to 1997 was the result of the sale of international opera-
tions and the increased leverage from additional sales vol-
ume, offset by increased Year 2000 compliance expenses
and the addition of new stores.

Operating income increased $215 million in 1998
compared to 1997, excluding other gains and losses and
the charges for Voluntary Early Retirement Programs.
This increase was the direct result of the improved prof-
itability of the apparel and consumables areas and the
increased leverage of SG&A expenses from higher sales.

A Voluntary Early Retirement Program offered to
certain hourly associates during the second quarter of
1998 resulted in a charge of $19 million based on actual
acceptance.

Net interest expense was $293 and $363 million in
1998 and 1997, respectively. The reduction in net interest
expense was due to increased cash flow from operations,
resulting in lower borrowings and increased investment
income.

Lliective ineonze ItlX rate was 28.8% and 28.7% in
1998 and 1997, respectively. See Note 9 of the Notes to
Consolidated Financial Statements.

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 increase was 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 ladies apparel segment and 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, soft performance of ladies
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 was the result of the
sale of all remaining international operations, increased
leverage from additional sales volume, and the Company's
continued 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 a Voluntary Early Retirement Program. This
increase was the direct result of the 2.4% increase in sales
during 1997 along with the $138 million savings in
SG&A. These amounts were partially offset by the 60
basis point decline in gross margin percentage.

A Voluntary Early Retirement Program offered to cer-
tain hourly associates during the fourth quarter of 1997
resulted in a charge of $114 million based on actual accep-
tance. Other gains 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 a $1.2 billion term loan
facility ("Term Loan") in the first quarter of 1997.

Iffective income tax rate:: were 28.7% and 20.5% in
1997 and 1996, respectively. The increase in the effective
tax rate for 1997 was due to the impact in 1996 of tax ben-
efits resulting from foreign losses and basis differences. See
Note 9 of the Notes to Consolidated Financial Statements.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

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 $4,139
and $4,202 million at year end 1998 and 1997, 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 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 May 1997, the Company amended its $2.5 billion
Revolving Credit Agreement ("Revolver"). Under the
terms of the amended agreement, the maturity was extend-
ed to June 2000 and the commitment fee and interest rate
spreads were reduced from .25% and LIBOR plus 100
basis points to .225% and LIBOR plus 75 basis points.

In March 1998, the collateral securing the Company's
borrowings under the Revolver was released. The
Revolver contains several affirmative and negative
covenants customary to these types of agreements. The
Company was in compliance with all covenants through-
out 1998.

The Company had no borrowings outstanding on its
Revolver as of year ends 1998 and 1997. The Term Loan
was repaid during 1997.

In 1998, the Company continued to achieve significant
improvement in liquidity and operating cash flow perfor-
mance. At the Company's peak borrowing level in 1998,
over $1.4 billion remained available for borrowings under
its Revolver compared to $1.5 billion in 1997. In addition,
cash flow from continuing operations improved by $358
million over 1997. 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 by operating activities was $1,237
million in 1998 compared to $841 million in 1997.

Net cash used for investing was $795 million in 1998
compared to $185 million in 1997. Cash used for invest-
ing in 1998 was primarily the result of $981 million in
capital expenditures partially offset by the proceeds from
the sale of the Company's remaining interest in Kmart
Canada Co. Cash used for investing in 1997 was the result
of capital expenditures of $678 million partially offset by
the proceeds from sale leaseback transactions, as well as
proceeds from the sale of the Company's Canadian,
Mexican, and Builders Square operations.

Net cash used for financing was $230 million in 1998
compared to $564 million in 1997. Cash used for financ-
ing during 1998 was the result of payments on long-term
debt and capital lease obligations offset by increased stock
option activity. Cash used for financing in 1997 was the
result of paying down the Company's remaining balance
on the Term Loan as well as payments on certain mort-

gages and medium term notes. These amounts were par-
tially offset by the issuance of $335 million in CMBS secu-
rities.

New Store Activity

For the first time in five years, Kmart ended the year
with an increase in its number of stores. The Company
ended 1998 with 2,161 U.S. Kmart stores versus 2,136 in
1997. During 1998, the Company opened 63 stores, 60
Big Kmarts and 3 Super Kmarts. Of the 60 Big Kmarts
opened during the year, 46 were stores previously operat-
ed by Venture Stores, Inc., which the Company acquired in
a lease agreement with Kimco Realty Company.

The Company expects to open 24 Big Kmarts and 4
Super Kmarts during 1999. In addition, the Company will
complete its Big Kmart program with the conversion of
another 586 stores. Capital expenditures relating to these
projects will be funded through operating cash flows.

Year 2000

The Company's Year 2000 Compliance Program con-
sists of four phases, (I) inventory and assessment, (II) reme-
diation and unit testing, (III) return to production and (IV)
integration testing. For information technology systems,
the Company has substantially completed phases I, II and
III. Phase IV has commenced and is planned to continue
in the second, third and, if necessary, the fourth quarters of
1999. Substantially all business critical applications have
been returned to production. The non-information tech-
nology equipment at a significant number of the
Company's operating locations is already fully Year 2000
compliant. Non-information technology equipment at the
remainder of the Company's locations is expected to be
Year 2000 compliant by the end of the third quarter of
1999.

The Company has initiated a formal communication
program with significant vendors to evaluate their Year
2000 compliance, and is assessing their responses to the
Company's Year 2000 readiness questionnaire.
Approximately 90 percent of significant merchandise ven-
dors have responded, most indicating that their ability to
supply the Company will not be affected by the Year 2000
issue. Although the Company values its relationships with
significant vendors, should such a vendor become unable
to deliver merchandise or services, substitutes for many of
the goods the Company sells and services it receives can be
obtained from other vendors. However, the Company
cannot assure timely compliance of vendors and may be
adversely affected by failure of a significant vendor to sup-
ply merchandise or services due to Year 2000 compliance
failures. In addition, the Company is currently conducting
integration testing with third parties' systems with which
the Company's systems interface. The Company antici-
pates that such testing will be substantially completed by
the end of the third quarter of 1999.
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Management's Discussion and Analysis
of Results of Operations and Financial Condition (cont.)

Should the Company not successfully complete a sig-
nificant portion of its Year 2000 Compliance Program, its
financial condition may be materially adversely impacted.
Management does not consider the possibility of such
occurrences to be likely. The Company anticipates that the
most reasonably likely worst case scenarios include, but
are not limited to, loss of communication with stores, loss
of electric power, and inability to process transactions or
engage in similar normal business activity. Certain con-
tingency plans have been or will be created, such as instal-
lation of backup power supplies and around-the-clock sup-
port teams. Despite these contingency plans, the Company
may be adversely affected by failure of a significant third
party (such as suppliers of utilities, communication, trans-
portation, banking, and other services) to become Year
2000 compliant.

In addition, due to the uncertainty of the effect of Year
2000 failures on Kmart's customers, the Company is
unable to assess the effect these failures will have on con-
sumer spending, or on returns of merchandise that may
contain hardware or software components. As a result, the
Company cannot estimate the impact of these events on
the Company's results of operations, liquidity, or financial
condition.

The total cost of the Company's Year 2000
Compliance Program is estimated at $75 million, with $5
million incurred in 1997 and $46 million incurred in 1998.
Year 2000 Compliance Program costs are being funded
through operating cash flows. Certain information tech-
nology projects have been delayed as a result of the
Company's Year 2000 compliance effort. Estimated future
expenditures and the delay of information technology pro-
jects are not expected to have a significant impact on the
Company's financial position, results of operations, or
cash flows.

Estimated costs of the Company's Year 2000
Compliance Program and projected completion dates are
based on management's best estimates of future events and
are forward-looking statements which may be updated as
additional information becomes available. Readers are
cautioned that forward-looking statements contained here-
in should be read in conjunction with the Company's dis-
closures under the heading "Cautionary Statement
Regarding Forward-looking Information" located on the
back cover.

The Year 2000 statement set forth above is a Year
2000 Readiness Disclosure, pursuant to the Year 2000
Information and Readiness Disclosure Act, 15 U.S.C. §
note.

Other Matters

Kmart has guaranteed leases for properties operated
by certain former subsidiaries including Borders Group,
Inc., OfficeMax, Inc., The Sports Authority, Inc., and
Builders Square, Inc. The present value of the lease oblig-
ations guaranteed by Kmart is approximately $1.2 billion.
The possibility of the Company having to honor its con-
tingent obligations is dependent upon the future operating
results of the former subsidiaries. See Note 5 of the Notes
to Consolidated Financial Statements.

Builders Square

Builders Square is now part of Hechinger Company
("Hechinger"), an affiliate of Leonard Green and Partners,
LP ("LGP"). Hechinger operates in the highly competitive
"do-it-yourself" marketplace. To provide additional
financial flexibility as well as liquidity for seasonal require-
ments anticipated during the first half of 1999, Hechinger
amended certain aspects of its bank credit agreement on
December 31, 1998. As part of that amendment, Kmart
guaranteed 80% and GEI II, also an affiliate of LGP,
guaranteed 20% of an additional secured supplemental
facility totaling $50 million and expiring June 30, 1999. At
January 27, 1999, there were no borrowings outstanding
under the supplemental facility.

On February 22, 1999, in its first -quarter 10-Q filing,
Hechinger indicated that it may not be in compliance with
the EBITDA covenant contained in its bank agreement for
its second quarter, ending April 3, 1999, and has therefore
arranged with its lenders for a temporary waiver, which
expires April 30, 1999.

On March 1, 1999, Hechinger entered into a commit-
ment letter for a new three-year credit facility which would
replace all existing credit facilities.

The Sports Authority 

On October 6, 1998, The Sports Authority ("TSA")
announced that it would take a $55 million after-tax
charge, as a result of store closings, inventory writedowns
and other charges and costs, and that operating results for
the third quarter of 1998 would be weaker than expected.
In October 1998, TSA announced that it amended certain
aspects of its bank credit agreement, including modifying
certain financial covenants in light of the restructuring
charge. Pursuant to that amendment, TSA also granted its
bank lenders a security interest in its inventory and certain
accounts receivable. On December 9, 1998, in its third
quarter 10-Q filing, TSA noted that its ability to satisfy
ongoing working capital and capital expenditure require-
ments depends on successfully negotiating a new credit
facility prior to the expiration of its bank credit agreement
in April 1999.

Kmart's rights and obligations with respect to its guar-
antee of TSA leases are governed by a Lease Guaranty,
Indemnification and Reimbursement Agreement dated as
of November 23, 1994 (the "LGIRA"). Kmart and TSA are
presently in discussions to amend and restate the LGIRA,
the terms of which have not been finalized, in connection
with TSA's refinancing activities related to the procurement
of a new three-year credit facility prior to April 1999.

Other

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
matters will not have a material adverse effect on Kmart's
liquidity, financial position, or results of operations.
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Management's Responsibility
	

Report of Independent
for Financial Statements

	
Accountants

Management is responsible for the preparation of
the Company's consolidated financial statements and relat-
ed information appearing in this annual report. These
financial statements have been prepared in conformity
with generally accepted accounting principles on a consis-
tent basis applying certain estimates and judgments based
upon currently 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 compre-
hensive systems of internal controls designed to provide
reasonable assurance that assets are safeguarded and
transactions are executed in accordance with established
procedures. 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 ethical standards of honesty, integrity, and fairness in
the conduct of the business and in accordance with the
law. Compliance with the guidelines and standards is peri-
odically reviewed and is acknowledged in writing by all
management 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 with-
out management present.

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 27, 1999 and January 28, 1998, and the results of
their operations and their cash flows for each of the three
years in the period ended January 27, 1999, 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.

.z.z
PricewaterhouseCoopers LLP
Detroit, Michigan
March 1, 1999

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

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

Years Ended January 27, 1999, January 28, 1998 and January 29, 1997
Dollars in millions, except per share data 1998 1997 1996

Sales )33,674 $ 32,183 $ 31,437
Cost of sales, buying and occupancy 26,319 25,152 24,390

Gross margin 7,355 7,031 7,047
Selling, general and administrative expenses 6,245 6,136 6,274
Voluntary early retirement programs 19 114
Other gains, net — (10)
Continuing income before interest, income taxes

and dividends on convertible preferred securities of subsidiary 1,091 781 783
Interest expense, net 293 363 453
Income tax provision 230 120 68
Dividends on convertible preferred securities of subsidiary,

net of income taxes of $28, $26 and $16 50 49 - 31
Net incomc from :.ontinuing operations 518 249 231
Loss on disposal of discontinued operations, net

of income taxes of $(243) — — (451)

Net income (loss) S	 518 $	 249 $	 (220)

Basic income (loss) per common share
Continuing operations $	 1.05 $	 .51 $	 .48
Loss on disposal of discontinued operations (.93)
Net income (loss) C	 1.05 5	 .51 $	 (.45)

[Mucci' income (loss) per common share
Continuing operations S	 1.01 $	 .51 $	 .48
Loss on disposal of discontinued operations (.93)
Net income (loss) S	 1.01 $	 .51 $	 (.45)

Basic weighted average shares (millions) 492.1 487.1 483.6
Diluted weighted average shares (millions) 564.9 491.7 486.1

See accompanying Notes to Consolidated Financial Statements.
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As of January 27, 1999 and January 28, 1998
Dollars in millions 1998 1997

Current Assets
Cash and cash equivalents $	 710 $	 498
Merchandise inventories 6,536 6,367
Other current assets 584 611
Total current assets 7,830 7,476

Property and equipment, net 5,914 5,472
Other assets and deferred charges 422 610
Total Assets 's 14,166 $ l 3,58

Current Liabilities
Long-term debt due within one year 77 $	 78
Trade accounts payable 2,047 1,923
Accrued payroll and other liabilities 1,359 1,064
Taxes other than income taxes 208 209
Total current liabilities 3,691 3,274

Long-term debt and notes payable 1,538 1,725
Capital lease obligations 1,091 1,179
Other long-term liabilities 883 965
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) 984 981

Common stock, $1 par value, 1,500,000,000 shares authorized;
493,358,504 and 488,811,271 shares issued, respectively 493 489

Capital in excess of par value 1,667 1,605
Retained earnings 3S19 3,340
Total Liabilities and Shareholders' Equity S 14,166 $ 13 558

See accompanying Notes to Consolidated Financial Statements.

Kmart Corporation 1998 Annual Report 23



Consolidated Statements of Cash Flows

Years Ended January 27, 1999, January 28, 1998 and January 29, 1997

Dollars in millions 1998 1997 1996

Cash Flow From Operating Activities
Net income from continuing operations $	 518 $	 249 $	 231
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation and amortization 671 660 654
Voluntary early retirement programs 19 114
Cash used for store restructuring and other charges (94) (105) (129)
Increase in inventories (169) (31) (349)
Increase (decrease) in trade accounts payable 124 (86) 215
Deferred income taxes and taxes payable 308 72 228
Decrease in other long-term liabilities (138) (27) (194)
Changes in certain assets, liabilities and other items (2) 33 82

Net cash provided by continuing operations 1,237 879 738
Net cash provided by (used for) discontinued operations — (38) 30

Net cash provided by operating activities 1,237 841 768

Cash Flow From Investing Activities
Proceeds from divestitures 87 133 434
Decrease (increase) in property held for sale or financing and other 99 420 (605)
Capital expenditures (981) (678) (343)
Other, net (60) 43

Net cash used for investing activities (795) (185) (4711)

Cash Flow From Financing Activities
Proceeds from issuance of long-term debt and notes payable 337 1,202
Change in common stock 46 37 34
Proceeds from issuance of convertible preferred securities — 971
Refinancing costs related to long-term debt and notes payable (15) (212)
Payments on capital lease obligations (88) (112) (114)
Payments on long-term debt (188) (811) (2,855)

Net cash used for financing activities (230) (564) (974)

Net increase (decrease) in cash and cash equivalents 212 92 (677)
Cash and cash equivalents, beginning of year 498 406 1,083

Cash and cash equivalents, end of year $	 710 $	 498 $	 406

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

Dollars in millions, except per share data

Common
Stock

Capital
In Excess

of Par
Value

Retained
Earnings

Accumulated
Other

Comprehensive
Income

Balance at January 31, 1996 $ 486 S 1,532 $ 3,336 $ (74)

Net loss for the year (220) —
Shares reissued to retirement sa yings plan 34 —

Foreign currency translation adjustment — — (6)

Other — 5 (1)

Balance at January 29, 1997 486 1,571 3,115 (80)

Net income for the year 249
Shares reissued to retirement savings plan 19 —
Foreign currency translation adjustment 67
Additional minimum pension liability — — (10)
Common stock issued for stock option plans 3 13
Other 2 (1)

Balance at January 28, 1998 489 1,605 3,363 (23)

Net income for the year 518
Shares reissued to retirement sa yings plan 2 (9)
Repurchased shares (2)
Common stock issued for stock option plans 4 73
Additional minimum pension liability — (37)
Other (2) (2)

Balance at January 27, 1999 $ 493 S 1,667 S 3,879 S (60)

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 summarized below.

Naluiv 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 1998, 1997, and 1996
each consisted of 52 weeks and ended on January 27, 1999,
January 28, 1998, and January 29, 1997, respectively.

Cash: Cash and cash equivalents include all highly liq-
uid investments with maturities of three months or less.
Included are temporary investments of $437 and $241, at
year end 1998 and 1997, 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 $6,148, $5,990, and
$5,883 of inventory as of year end 1998, 1997, and 1996,
respectively. Inventories valued on LIFO were $407, $457,
and $440 lower than amounts that would have been
reported using the first-in, first-out (FIFO) method at year
end 1998, 1997, and 1996, respectively.

Property and Nptipment: 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 K mart 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 other assets and
deferred charges.

1)epreciati,w and Amortization: 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, 3 to 5 years for computer systems
and equipment, and 3 to 17 years for furniture and fix-
tures.

Financial Instruments: Cash and cash equivalents,
trade accounts payable, and accrued liabilities are reflect-
ed in the financial statements at cost which approximates
fair value. The fair value of the Company's debt and other
financial instruments are discussed in Notes 6 and 8.

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: In fiscal 1998 and
prior years, costs associated with the opening of a new
store were expensed during the first full month of opera-
tions. Effective for fiscal 1999, Kmart will expense pre-
opening costs in the period in which they are incurred in
conformity with Statement of Position 98-5, "Reporting
on the Costs of Start-Up Activities" ("SOP 98-5").
Implementation of SOP 98-5 is not expected to have a
material effect on the Company's financial position, results
of operations, or cash flows for a fiscal year. However,
since the Company generally opens new locations during
the second half of the year, the change in accounting for
pre-opening costs could have an effect on quarterly results.
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 opera-
tions are expensed.

Advertising Costs: Advertising costs, net of co-op
recoveries from vendors, are expensed the first time the
advertising occurs and amounted to $443, $420, and $385
in 1998, 1997, and 1996, 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 deductions.

Comprehensive Income: Effective for fiscal 1998,
Kmart adopted Statement of Financial Accounting
Standards No. 130, "Reporting Comprehensive Income"
("FAS 130") which establishes standards for reporting and
display of changes in equity from non-owner sources in the
financial statements. Components of accumulated other
comprehensive income in shareholders' equity consists of
foreign currency translation adjustments and minimum
pension liability adjustments.

l'sc of Lstiniates: 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.
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Notes to Consolidated Financial Statements (cont.)
(Dollars in millions, except per share data)

Reclassifications: Certain reclassifications of prior
year amounts have been made to conform to the 1998 pre-
sentation.

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

Square, Inc. ("Builders Square"). Discontinued operations
for 1996, include Builders Square, Borders Group, Inc.
("Borders Group"), OfficeMax, Inc. ("OfficeMax"), The
Sports Authority, Inc. ("TSA"), Thrifty PayLess Holdings,
Inc. ("TPH"), Coles Myer, Ltd. ("Coles Myer"), and
Furr's/Bishop's, Inc. ("Furr's").

199 7 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. During the first quarter of
1998, the note receivable was collected and the equity
interest was sold at a gain of $7.

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 and
Partners, LP ("LGP"). The net proceeds from the sale
approximated 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 Czech and Slovak Republic operations 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.

3) Property and Equipment
Year End

1998 1997
Land $	 334 $	 319
Buildings 944 822
Leasehold improvements 2,156 1,834
Furniture and fixtures 5,14/ 4,832
Construction in progress 62 60

8,638 7,867
Property under capital leases 2,140 2,264

10,778 10,131
Less:
Accumulated depreciation

and amortization (3,674) (3,427)
Accumulated depreciation-

capital leases (1,190) (1,232)

Total S	 5,914 $ 5,472

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

Year End
1995
	

1997
Number of U.S. Kmart Stores Owned

	
110
	

105
Number of U.S. Kmart Stores Leased

	
2,051 2,031

4) Investments in Affiliated Retail Companies
All 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. Income earned under various agree-
ments was $225, $210, and $211, in 1998, 1997, and
1996, respectively. The Company received dividends from
Meldisco in 1998, 1997, and 1996 of $36, $36, and $64,
respectively.

Fiscal Year
Meldisco Information 1998 1997 1996

Net sales S 1,139 $ 1,142 $1,109
Gross profit 499 491 476

Net income 78 74 74

Inventory $	 147 $	 142 $	 134
Other current assets 22 17 24
Non-current assets 1

Total assets 169 159 159
Current liabilities 29 /4 25

Net assets S	 140 $	 135 $	 134

Equity of K mart S	 o $	 65 $	 65

Unremitted earnings included in consolidated retained earnings were $38,
$42 and $41 at year end 1998, 1997, and 1996, respectively.

1:mart Corporation 1998 Annual Report 27



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

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

by certain former subsidiaries as follows:

Present Value
at 7%
1998

Gross
Lease

1998 1997

Borders Group $	 112 S	 194 $	 205
OfficeMax 107 156 168
The Sports Authority 234 397 424
Builders Square 761 1,378 1,568
Total S 1,214 $ 2,125 $ 2,365

The possibility of the Company having to honor its
contingent obligations is dependent upon the future oper-
ating results of the former subsidiaries. Should a reserve be
required, it would be recorded at the time the obligation
was determined to be probable.

Builders Square

Builders Square is now part of Hechinger Company
("Hechinger"), an ;affiliate of LGP. Hechinger operates in
the highly competitive "do-it-yourself" marketplace. To
provide additional financial flexibility as well as liquidity
for seasonal requirements :anticipated during the first half
of 1999, Hechinger amended certain aspects of its bank
credit agreement on December 31, 1998. As part of that
amendment, Kmart guaranteed 80% and GET II, also an
affiliate of I.GP, guaranteed 20% of an additional secured
supplemental facility totaling $50 and expiring June 30, 1999. 
At January 27, 1999, there were no borrowings
outstanding under the supplemental facility.

On February 22, 1999, in its first quarter 10-Q filing,
Hechinger indicated that it may not be in compliance with
the EBITDA covenant contained in its bank agreement for
its second quarter, ending April 3, 1999, and has therefore
arranged with its lenders for a temporary waiver, which
expires April 30, 1999.

On March 1, 1999, Hechinger entered into a commit-
ment letter for a new three-year credit facility which would
replace all existing credit facilities.

The Sports Authority 

On October 6, 1998, TSA announced that it would
take a $55 after-tax charge, as a result of store closings,
inventory writedowns and other charges and costs, and
that operating results for the third quarter of 1998 would
be weaker than expected. In October 1998, TSA
announced that it amended certain aspects of its bank cred-
it agreement, including modifying certain financial
covenants in light of the restructuring charge. Pursuant to
that amendment, TSA also granted its bank lenders a secu-
rity interest in its inventory and certain accounts receiv-
able. On December 9, 1998, in its third quarter 10-Q filing,
TSA noted that its ability to satisfy ongoing working capital
and capital expenditure requirements depends on successful-.
ly negotiating a new credit facilit y prior to the expiration of
its bank credit agreement in April 1999.

Kmart's rights and obligations with respect to its guar-
antee of TSA leases are governed by a Lease Guaranty,
Indemnification and Reimbursement Agreement dated as
of November 23, 1994 (the "LGIRA"). Kmart and TSA are
presently in discussions to amend and restate the LGIRA,
the terms of which have not been finalized, in connection
with TSA's refinancing activities related to the procurement
of a new three-year credit facility prior to April 1999.

Other

As of January 27, 1999, Kmart has guaranteed $132
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 matters will not have a material adverse effect on
Kmart's liquidity, financial position, or results of operations.

6) Long-Term Debt and Notes Payable

Fiscal Year
Type	 Maturity

Interest
Rates

Year End
1998 1997

Debentures	 2005-2023 7.8%42.5% $	 867 $	 967
Medium-term

notes	 1999-2020 6.8%-9% 438 512
CMBS	 2002 Floating 310 324

Total 1,615 1,803
Current portion (77) (78)
Long-term debt $	 1,538 $	 1,725

The Commercial Mortgage Pass Through Certificates
("CMBS") mortgage loan is subject to monthly payments
of interest and principal, according to a schedule which
amortizes the initial outstanding principal amount of $335
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.

The $2.5 billion Revolving Credit Agreement
("Revolver"), which expires in June 2000, includes commit-
ment fees and interest rate spreads of 0.225% and LIBOR
plus 75 basis points. The Revolver also contains certain
affirmative and negative covenants customary to these types
of agreements. The Company is in compliance with all such
covenants. As of January 27, 1999 and January 28, 1998,
there were no outstanding amounts under the Revolver.

Based on the quoted market prices for the same or sim -
ilar 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 $1,664 and $1,817 at year
end 1998 and 1997, respectively.

The principal maturities of long-term debt for the five
years subsequent to 1998 are: 1999-$77, 2000-$66, 2001-
$68, 2002-$351 and 2003-$50, and 2004 and later-
$1,003. Cash paid for interest was $278, $333, and $459
in 1998, 1997, and 1996, respectively.
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Notes to Consolidated Financial Statements (cont.)
(Dollars in millions, except per share data)

7) 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.

In certain Kmart leased facilities, selling space has
been sublet to other retailers, including Olan Mills, Inc.;
Penske Auto Centers, Inc.; and the Meldisco sub-
sidiaries of FTS.

Minimum Lease Commitments
As of January 27, 1999	 Capital	 Operating

Fiscal Year:
1999	 $	 271 $	 597
2000	 256 586
2001	 245 579
2002	 236 567
2003	 224 540
Later years	 1,825 6,888

Total minimum lease payments 	 3,057 9,757
Less-minimum sublease income	 — (3,074)

Net minimum lease payments 	 3,057 S 6,683
Less:

Estimated executory costs 	 (846)
Amount representing interest 	 (1,033)

1,178
Current	 (87)
Long-term	 $ 1,091

Rent Expense	 1998 1997 1996
Minimum rentals	 S	 711 $	 673 $	 642
Percentage rentals	 40 39 36
Less-sublease rentals	 (227) (234) (236)

Total	 S	 524 $	 478 $ 442

8) 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 7-3/4% Convertible
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 liq-
uidation amount of $50 per Preferred Security. Kmart has
guaranteed, on a subordinated basis, distributions 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
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 $1,199 and
$1,040 as of year end 1998 and 1997, respectively.
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Notes to Consolidated Financial Statements (cont.)
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9) Income Taxes

Income Before
Income Taxes 1998 1997 1996

U.S. 76c $	 390 $ 351
Foreign 32 28 (21)

Total S 798 $	 418 $ 330

Income Tax
Provision (Credit) 1998 1997 1996

Current:
Federal $	 70 $ (126) $	 54
State and local 21 (5) 5
Foreign 12 11 17

103 (120) 76
Deferred:

Federal and state 127 240 (7)
Foreign (1)

Total $ 230 $	 120 $	 68

Effective Tax Rate
Reconciliation 1998 1997 1996

Federal income
tax rate 35.0% 35.0% 35.0%

State and local taxes,
net of federal tax benefit 1.9 (0.8) 0.9

Tax credits (0.7) (1.9)
Equity in net income

of affiliated companies (1.4) (2.3) (3.1)
International tax rate

and basis differential (13.9)
Adjustments to prior

year's accruals (6.0) -
Other - (1.3) 1.6

28.8% 28.7% 20.5%

Deferred Tax
Assets and Liabilities

Year End
1998 1997

Deferred tax assets:
Federal benefit for

state and foreign taxes $	 36 $	 27
Discontinued operations 129 135
Accruals and other liabilities 197 258
Capital leases 98 101
Store restructuring 69 94
Other 84 182

Total deferred tax assets 613 797

Deferred tax liabilities:
Inventory 279 ?7?
Property and equipment 367 417
Other 24 23

Total deferred tax liabilities 670 712
Net deferred tax (liabilities) assets S	 (57) $	 85

The Company has available alternative minimum
tax credit carryforwards of approximately $29 which may
be carried forward indefinitely.

The Internal Revenue Service has completed its exam-
ination of the Company's federal income tax returns
through 1994. The Company believes that adequate tax
accruals have been provided for all years.

Cash paid (received) for income taxes was $(99), $7,
and $(238) in 1998, 1997, and 1996, respectively.

10) Earnincrs Per Share
1998 1997 1996

Basic EPS:
Net income (loss) $	 518 $	 249 $ (220)
Weighted average shares 492.1 487.1 483.6

Basic earnings (loss)
per share '	 1.05 $	 0.51 $(0.45)

Diluted EPS:
Net income (loss) 518 $	 249 $ (220)
Add back:
Preferred dividends 50 -
Net income (loss) adjusted

for preferred dividends $	 568 $	 249 $ (220)

Weighted average shares 492.1 487.1 483.6
Dilutive effect of stock options 6.1 4.6 2.5
Convertible preferred securities 66.7
Weighted average shares

and equivalents - diluted 564.9 491.7 486.1
Diluted earnings (loss)

per share S	 1.01 $	 0.51 $(0.45)

The Preferred Securities and preferred dividends were
not included in the calculation of diluted EPS for 1997 and
1996 due to the anti-dilutive effect on EPS if converted.
Had the Preferred Securities been included in the calcula-
tion, diluted EPS would have been higher by $0.02 and
$0.11 for fiscal 1997 and 1996, respectively.
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11) Pension Plans and Other Post-Retirement Benefits
In the second quarter of 1998, the Company

announced a Voluntary Early Retirement Program for cer-
tain Kmart distribution center associates over 45 years of
age with at least 10 years of service by May 31, 1998. Of
the 1,050 Kmart associates eligible for this program, 456
accepted the early retirement offer, and the Company
recorded a charge of $19 ($13 after tax). Payouts under
this program will be fully funded through existing pension
plan assets.

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.

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. No contributions were made in fiscal 1998, 1997,
or 1996. The total consolidated pension income was $63,
$63, and $32 in 1998, 1997, and 1996, respectively.

The following tables summarize the change in benefit
obligation, change in plan assets, funded status, amounts
recognized and actuarial assumptions for Kmart's employee
pension plans.

Year End
19'M 1997

Change in benefit obligation:
Benefit obligation at beginning of year S 2,055 $	 1,791
Interest costs 139 139
Voluntary early retirement program(VERP) 19 114
Actuarial loss 131 378
Benefits paid including VERP (136) (367)
Benefit obligation at end of year S 2,208 S 2,055

Change in plan assets:
Fair value of plan assets at

beginning of year S 1,942 $ 1,974
Actual return on plan assets 292 335
Benefits paid including VERP (136) (367)
Fair value of plan assets at

end of year S 2,098 $	 1,942

Year End 
1998	 1997 

Funded status	 (110)	 $	 (113)
Unrecognized net loss	 99	 72
Unrecognized transition asset	 (54,)	 (63)
Net recognized liability	 S  	 $ (104)

Amounts recognized in the statement of
financial position consist of:

Accrued benefit liability	 S (109)	 $ (113)
Accumulated other comprehensive income 	 44	 9
Net amount recognized	 S	 (65)	 $ (104)

Weighted-average assumptions as of January 31
Discount rate	 6.5%	 6.75%
Expected return on plan assets	 10%	 10%

Year End
l99 1997 1996

Components of Net Periodic Benefit (Income) Expense
Interest costs S	 139 $	 139 $	 132
Expected return on plan assets (195) (193) (165)
Amortization of unrecognized

transition asset (7) (9) (8)
Net periodic benefit S	 (63) $	 (63) $	 (41)

The Company has non-qualified plans for directors
and officers which were partially funded as of year end
1998 and were unfunded as of year end 1997. Benefits
under the plans totaled $37 and $36, at the end of 1998
and 1997, respectively, which have been accrued in the
accompanying balance sheets. Plan assets totaled $11 as
of year end 1998.

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 post-retirement benefit costs were $62 and $70 at
the end of 1998 and 1997, respectively.

12) 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 $68, $69, and $71 in 1998, 1997, and 1996,
respectively.

Kmart Corporation 1998 Annual Report 31



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

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

interpretations in accounting for its stock option and
restricted stock plans. Since stock options were granted at
exercise prices equal to the stock price on the grant date,
under APB Opinion 25, no compensation cost has been
recognized for the Company's 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 consistent with the method of
FAS 123, net earnings would have been the pro forma
amounts shown below.

Pro Forma Income (Loss) 1998 1997 1996

Net 111C0/11C (loss) - as reported S	 518 $	 249 $	 (220)

EPS - as reported 1.01 .51 (.45)
Net income (loss) - pro forma 496 222 (242)

EL'S - pro forma .97 .45 (.50)

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 a divi-
dend yield of 0%. Options vest over 3 years on a straight-
line basis with a term of 10 years.

1998 1997 1996
Expected volatility .423(1 .3902 .3788

Risk-free interest rates 5.32 6.47 6.05

Expected life in years 5 5 5

Weighted-average fair

value per share S	 7.11 $	 5.37 $	 3.37

Stock Option Plans (000's) Shares Option Price
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
Granted 10,495 $11.29 - $20.34
Exercised (4,679) $	 6.31 - $18.88
Forfeited (2,182) $	 7.81 - $26.03

January 27, 1 9 9 9:

Outstanding 24,622 $	 7.00 - $26.03
Exercisable 11,983 $	 7.13 - $26.03
Available for grant 64,515

The following table summarizes information about
stock options outstanding as of January 27, 1999.

Options Outstanding Options Exercisable

Number Weighted Number Weighted

Range of of Shares Average Weighted of Shares Average

Exercise Outstanding Remaining Average Exercisable Exercise

Price (000's) Life Price (000's) Price

S	 7.00 to S I 0.0u 5,761 7.1 $ 7.85 4,398 S 7.85

$10.01 E0 $15.00 12,223 7.7 $12.23 6,579 $12.24

S15.01 to $26.03 6,638 8.3 $16.99 1,006 $20.93

$ 7.00 to $26.03 24,622 7.7 $12.49 11,983 $11.36

14) 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.

1996 First Li Third Fourth

Sales $ 7,515 $ 8,116 $ 7,642 $10,401
Cost of sales 5,908 6,336 5,954 8,121
Net income 47 80 38 353
Basic earnings per share .10 .16 .08 .72
Diluted earnings per share .10 .16 .08 .65
Common stock price

High 518-11/16 $20-9/16 $18-11/16 516-11/16

Low 11 16-7/16 11- 1/16 13-12/16

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 14 31 18 186
Basic earnings per share .03 .06 .04 .38

Diluted earnings per share .03 .06 .04 .35

Common stock price
High $	 13-5/8 $	 14-1/2 515-1/16 513-13/16
Low 10-5/8 10-3/8 11-3/8 10-5/8

The Preferred Securities were not included in the cal-
culation of diluted EPS for the first, second, and third
quarters of 1998 and 1997, 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 $0.01 for the first and third quarters of 1998,
and $0.02 for the first, second, and third quarters of 1997.
There was no effect during the second quarter of 1998.
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Notes to Consolidated Financial Statements (cont.)
(Dollars in millions, except per share data)

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

interpretations in accounting for its stock option and
restricted stock plans. Since stock options were granted at
exercise prices equal to the stock price on the grant date,
under APB Opinion 25, no compensation cost has been
recognized for the Company's 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 consistent with the method of
FAS 123, net earnings would have been the pro forma
amounts shown below.

Pro Forma Income (Loss) 1998 1997 1996
Net income (loss) - as reported S	 518 $	 249 $	 (220)
EPS - as reported 1.01 .51 (.45)
Net income (loss) - pro forma 496 222 (242)
EPS - pro forma .97 .45 (.50)

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 a divi-
dend yield of 0%. Options vest over 3 years on a straight-
line basis with a term of 10 years.

199 1997 1996
Expected volatility

Risk-free interest rates
F.vneerral life in years

.423(1

5.32
5

.3902

6.47

.3788

6.05

The following table summarizes information about
stock options outstanding as of January 27, 1999.

Options Outstanding Options Exercisable

Number Weighted Number Weighted

Range of of Shares Average Weighted of Shares Average

Exercise Outstanding Remaining Average Exercisable Exercise
Price (000's) Life Price (000's) Price

S 7.00 to 510.00 5,761 7.1 7.85 4,398 S	 7.85
510.01 to 515.00 12,223 7.7 512.23 6,579 512.24
S15.01 to 526.03 6,638 8.3 516.99 1,006 520.93

7.00 to 526.03 24,622 7.7 S12.49 11,983 511.36

14) 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.

1998 First Second Third Fourth

Sales $ 7,515 $ 8,116 7,642 $10,401
Cost of sales 5,908 6,336 5,954 8,121
Net income 47 80 38 353
Basic earnings per share .10 .16 .08 .72
Diluted earnings per share .10 .16 .08 .65
Common stock price

High $18-11/16 $20-9/16 518-11/16 516-11/16
Low 11 16-7/16 11-	 1/16 13-12/16

1997	 First Second	 Third	 Fourth
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