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Abstract:
The bankruptcy filing will let Kmart rid itself of unprofitable stores and shrink the payroll, starting at the top. It is also a chance to reinvent the beast, perhaps with a foreign accent. Investors bid up Kmart's stock early last week on reports that Carrefour, the French retailer that competes with Wal-Mart in many parts of the world, might try to buy Kmart. Carrefour has been mentioned as a possible buyer before, but for now, at least, Kmart says it is not in talks with anyone, and Carrefour says it is not interested in Kmart.

Kmart's woes stem most immediately from its latest attempt to beat Wal-Mart at its own game. Last year, Kmart executives teamed up with a new distributor, the Fleming Companies, in a partnership that soon turned sour. Kmart began reducing prices on thousands of grocery and beauty products to try to lure customers but ran head-on into Wal-Mart, which countered by further lowering its prices.

Kmart's advantages include its remaining stores, many in urban areas where Wal-Mart cannot, or will not, follow. And it has exclusive rights, in the discount arena, to products designed or endorsed by Martha Stewart, Disney and ''Sesame Street'' -- names on which it could better capitalize. Ms. Stewart has said she will remain loyal to Kmart. Still, it is up to Kmart to remove the stigma of bankruptcy that unavoidably affects its partners.
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ATTENTION, Kmart executives: In the white-hot world of discount retailing, your services may no longer be required.

Forty years ago, Wal-Mart and Target opened their doors just as the Kresge chain was renaming itself Kmart. The three chains, rooted in corners of the South and Midwest, would become discount empires competing for the entire country. But in the last two months, as bargain-seeking shoppers thronged the stores of its rivals, Kmart has filed for bankruptcy, rejiggered its management and announced plans to close 284 stores and dismiss 22,000 workers.

Its new chief executive, James B. Adamson, said last week that he would take his time figuring out the right image for his 1,900-store chain, which has rapidly lost business to Wal-Mart, Target, Kohl's and other competitors that have figured out better ways to attract customers.

But he hardly has the luxury of time. Some people say Kmart's financial distress is the natural end of its story, that Darwinian theory has finally found its way to Aisle 18. Does the nation need Kmart anymore?

''I hear people say all the time, 'Why is there a Kmart when you have a Wal-Mart?' '' said Ronald W. Burkle, founder and managing partner of the Yucaipa Companies, a Los Angeles investment firm that is a big Kmart stockholder. To him and others, Kmart still has a place in the American scene. But they say the company, which blanketed the land with its ''blue-light specials,'' will have to take on a new form.

The bankruptcy filing will let Kmart rid itself of unprofitable stores and shrink the payroll, starting at the top. It is also a chance to reinvent the beast, perhaps with a foreign accent. Investors bid up Kmart's stock early last week on reports that Carrefour, the French retailer that competes with Wal-Mart in many parts of the world, might try to buy Kmart. Carrefour has been mentioned as a possible buyer before, but for now, at least, Kmart says it is not in talks with anyone, and Carrefour says it is not interested in Kmart.

Kmart's woes stem most immediately from its latest attempt to beat Wal-Mart at its own game. Last year, Kmart executives teamed up with a new distributor, the Fleming Companies, in a partnership that soon turned sour. Kmart began reducing prices on thousands of grocery and beauty products to try to lure customers but ran head-on into Wal-Mart, which countered by further lowering its prices.

''You don't start a war where you have all the disadvantages,'' said Gary M. Giblen, a senior vice president and director of research at C. L. King & Associates, a money management firm in Manhattan.

But the move was true to form. Over the years, Kmart has displayed an almost comic tendency to fall into the same trap, again and again -- trying to out-Wal-Mart Wal-Mart. It is a wildly uneven match: Wal-Mart had $218 billion in sales worldwide last year, while Kmart had $37 billion.

Many people have had ideas about how to fix Kmart. Not one has succeeded. The company is a corporate shoal on which careers have run aground, a place so unpopular in the retailing world that during a hunt for a new chief executive three years ago, every candidate the board really wanted turned it down, analysts said. The supply chain alone is ruptured by problems, even though every Kmart chief executive in recent memory has vowed to fix it. To woo customers, Kmart relies heavily on its costly weekly circulars, which advertise specials on everything from beach towels to tricycles that, too often, are not even in stock.

''The circulars have grown in size to look like small catalogs,'' said Wayne Hood, an analyst at Prudential Securities. ''It's good because you can drive traffic like that, but it's difficult logistically.'' He predicted in early January that Kmart might file for bankruptcy before the year was out. But it came far more quickly than he had expected.

Kmart's advantages include its remaining stores, many in urban areas where Wal-Mart cannot, or will not, follow. And it has exclusive rights, in the discount arena, to products designed or endorsed by Martha Stewart, Disney and ''Sesame Street'' -- names on which it could better capitalize. Ms. Stewart has said she will remain loyal to Kmart. Still, it is up to Kmart to remove the stigma of bankruptcy that unavoidably affects its partners.

TO survive, Kmart has several options, like adding other well-known names to its lineup, as Target has done with the architect Michael Graves and the designer Todd Oldham. Another option would be to reduce the quantity and variety of its products. Still another would be to increase its grocery offerings, to bring in more people of all income levels to shop for food, then persuade them to buy other products, too. That approach appears to have worked for Wal-Mart, which reported a 10 percent jump in sales last month at stores open a year or longer.

''Perhaps they should focus more on food and consumables and less on general merchandise,'' said Shari Schwartzman Eberts, a retail analyst at J. P. Morgan Chase, which is Kmart's chief lender these days. ''Another iteration would be to focus on general merchandise and less on the food and consumables, which are very price-driven. They could try to limit their product mix a little bit so it fits better in the box they have.'' 

Maybe, despite all the emphasis that rivals have placed on larger and larger stores, the time has come to boast of the advantages of being small. With stores that average 80,000 square feet, compared with 150,000 square feet for Target and 200,000 for Wal-Mart, Kmart could come up with a prototype that is small but efficient. ''People want one-stop shopping,'' Ms. Eberts said, ''but you want one-stop shopping that takes five minutes.'' 

Mr. Burkle, a billionaire who made his name as a buyer and seller of supermarket chains in the 1980's and 90's, culminating in the $8 billion sale of the Fred Meyer stores to Kroger, tried to help Kmart in his own way.

After he put millions of dollars into the company's stock, he met with management and shared his vision: that Kmart, like Wal-Mart, could combine groceries with general merchandise and build supercenters across the land. But instead of competing directly with Wal-Mart, Kmart's supercenters would capture business from drugstore and supermarket chains -- like the kind Mr. Burkle used to own.

''You guys wake up every morning afraid of Wal-Mart and wondering how to beat Wal-Mart, but I think you have an advantage over them,'' Mr. Burkle says he told Kmart executives. Kmart's stores could be easily converted to supercenters, he said. While the strategy was ''not risk-free,'' in his words, ''they had a pretty good chance'' at the time.

Kmart then joined forces with Fleming in an arrangement that some analysts immediately christened ''Flem-Mart.'' At the same time, Mr. Burkle invested $50 million for 8.7 percent of Fleming. There were supposed to be benefits for both sides: Fleming got a huge new customer, after submitting the lowest bid to supply Kmart's stores with food and beauty products, and Kmart got a much cheaper supplier.

Analysts soon complained that Fleming was an unsuitable partner, with too few warehouses and delays in deliveries to stores. Mr. Burkle said he found that instead of sticking to the strategy he had outlined, Kmart executives were obsessing about trying to beat Wal-Mart.

''They went out and hired hundreds of ex-Wal-Mart executives,'' he said, including Mark S. Schwartz, the president and chief operating officer, who directed the failed price war against his former employer before being dismissed in January. ''We became concerned that they had a Wal-Mart strategy rather than a supercenter strategy. We became concerned that they were opening supercenters in the hometown of Wal-Mart's chairman.'' 

Mr. Burkle knew his plan was not being followed when he learned of a dartboard hanging in the Kmart boardroom. The dartboard, put there by Charles C. Conaway, who stepped down last week as chief executive, had a picture of Wal-Mart's chief executive, H. Lee Scott Jr., taped to the center. Managers who performed well, compared with Wal-Mart, were invited to toss darts as part of their reward.

A Kmart spokeswoman said the company does not discuss its conversations with investors and could not say whether the dartboard existed.

After conversations with Mr. Conaway in August and September, Mr. Burkle sold his stake in Fleming and hedged the investment he still has in Kmart.

THE last sour note in the relationship came on Jan. 21, when Fleming went public with the news that Kmart owed it money and that it would no longer ship to the stores. Later that day, the Kmart board voted to file for bankruptcy.

Despite the filing, Yucaipa has not lost money. And Mr. Burkle says he still believes in the concept he asked Kmart to adopt. ''I would never back a company that wanted to beat Wal-Mart,'' he said. ''But I would back a company that wanted to take market share from supermarket chains and drugstore chains.'' 

Mr. Adamson, the Kmart board member who became chairman in January and replaced Mr. Conaway as chief executive last week, said he planned to keep the distribution contract with Fleming, citing Kmart's need for stability. ''It takes two to tango,'' he said in a conference call on Monday. ''We're trying to get focused in on what's best for Fleming and what's best for Kmart.'' 

Even so, Mr. Giblen, the C. L. King analyst, said he expected the Fleming arrangement to be canceled. ''I would bet, 2 to 1, that they discontinue it,'' he said. ''Fleming has had a very bad delivery performance for Kmart. They lowballed the bid, and then they couldn't deliver.''

He says Kmart would be better off working with regional distributors to ensure that goods get to stores on time. ''The ties that bound Fleming to Kmart are gone,'' he said.

Meredith Anderson, a spokeswoman for Fleming, which is based in Dallas, said: ''Our service levels are excellent, in conformance with the contract. Our network is fine for serving them.'' In July, when the agreement went into effect, ''there was, literally overnight, $2 billion in incremental business,'' she added. ''Everyone has a learning curve. That's inconsequential at this point.''

In trying to define Kmart's appeal for shoppers, some analysts are not ruling out the possibility that the decidedly American chain will add a certain European flavor.

The bigger the retailer, the more likely it is to be investing beyond its home turf -- even its home continent. Carrefour, the French company that has expressed interest in Kmart in the past, once held a small stake in Costco. Wal-Mart spent $46 million last week to buy a 6.1 percent stake in Seiyu, an $8 billion Japanese retailer, as part of a partnership with the Sumitomo Group. Under terms of the agreement, Wal-Mart could buy up to two-thirds of Seiyu, a Wal-Mart statement said, and gets an immediate foothold in the Japanese market.

''It would make sense for Carrefour to take a minority interest in Kmart, a year and a half from now,'' once a reorganization is complete, said Burt Flickinger III, a retail consultant at Reach Marketing.

That might lend Kmart a little Continental cachet, but it would also provide a footing in the United States for a retailer with riskier expansion plans in other parts of the world. ''Carrefour would bring a tremendous fresh fashion sense to complement Martha Stewart, and acknowledge the world in terms of meat and seafood and produce,'' Mr. Flickinger said. ''They would have tremendous procurement power.'' 

Other European chains, like Metro, based in Germany, and the Swiss giant Migros might also be interested in all or part of Kmart. Like Carrefour, which had $70 billion in sales last year, they would be driven by one motive, said Mark Husson, food retailing analyst at Merrill Lynch: bragging rights.

''The U.S. is the largest consumer market in the world,'' Mr. Husson said. ''You can't really claim to have global reach until you've made it in America.'' For Carrefour and other European retailers, he said, ''if the right opportunity came up strategically, at the right price, I'm sure they'd be interested.''

At the same time, Carrefour has been furiously competing with Wal-Mart in parts of Europe and Asia. And by acquiring a large presence in the United States overnight, Carrefour, which held informal talks with Kmart last year, would confront Wal-Mart on its home turf, Mr. Flickinger said. ''This is the best way for them to achieve a balance of power worldwide,'' he added, estimating that Carrefour could acquire Kmart in its current condition for $5.5 billion to $7.5 billion.

WHETHER or not Kmart is consumed by an international buyer, it could do more to accommodate the increasingly diverse character of its shoppers, said Bill Imada, chairman of the IW Group in Los Angeles. Mr. Imada, who runs training sessions for retailers eager to make inroads with Chinese, Filipino, Cambodian, Pakistani and Indian consumers, says Kmart needs to adapt its stores, from the layout to the stock to the personnel, to make them more welcoming to the immigrants transforming many urban and suburban neighborhoods.

''In traditionally white neighborhoods, they are finding that their customer base is 30 percent Asian and 20 percent Latino,'' he said. ''Yet often they make no effort to hire people who reflect those communities, or they make no changes to their product lineups. Then they wonder why they lose business to the Banana Republic right down the street.'' 

About 85 million shoppers identify themselves as African-American, Asian or Hispanic, forming a group at least as large as the baby boom generation, said Saul Gitlin, an executive vice president at Kang & Lee Advertising in Manhattan. Within that group, Asians have the highest incomes, he added.

In areas with large numbers of Asian shoppers, like Colma, Calif., or parts of Oakland, stores should consider conducting guerrilla marketing campaigns to help promote themselves -- learning from car dealers, for example, that fill parking lots in ethnic neighborhoods with their cars, Mr. Imada said.

The stores should stock plenty of clothes in petite sizes and have signs that make clear, without words, where various products can be found, he said. Store layouts should be logical, and employees should be willing to help shoppers understand the self-checkout registers that Kmart has installed in many stores.

Shoppers' opinions can be swayed by small things: how change is handed over at the register, how employees treat children shopping with their parents, even how shopping carts are returned and arranged.

''If people can't maneuver in the store, and if they can't figure out where things are and if they don't like the way they are treated, they won't complain,'' Mr. Imada said. ''They just won't come back.''

In other words, they would simply be like everyone else who has vanished from Kmart's aisles.
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Ronald W. Burkle, a big Kmart investor, offered the latest revamping plan. (Associated Press)(pg. 1); James B. Adamson, left, the chairman of Kmart, replaced Charles C. Conaway, shown at a May shareholders meeting, as chief executive last week. The company is in bankruptcy proceedings and is cutting 22,000 jobs. (Photographs by Associated Press)(pg. 10)
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''Discounted''
Kmart, which led the big three discounters in sales as recently as 1986, has fallen into bankruptcy and third place.
Graph shows REVENUE for WAL-MART, KMART, and TARGET from 1987-2001*.
Graph shows NET INCOME for WAL-MART, KMART, and TARGET from 1987-2001*.
*Kmart based on most recent data
(Source: Bloomberg Financial Markets)
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