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Portions of the Registrant's definitive Proxy Statement expected to be
filed pursuant to Regulation 14A not later than 120 days after the end of
the fiscal year (December 29, 2001): Part III, Item 10, 11, 12 and 13.

Forward-Looking Statements

This report contains statements, which constitute forward-looking statements
within the meaning of The Private Securities Litigation Reform Act of 1995.
These statements appear in a number of places in this report as well as the
documents incorporated herein by reference and can be identified by the use of
forward-looking terminology such as "believe," T"expect," "outlook," "look
forward, " "estimate, " "plans," "projects, " "may, " "will," "should, "
"anticipates," or similar statements, or the negative thereof or other
variations. Such forward-looking statements include, without limitation,
statements relating to revenue projections, cost savings, capital expenditures,
future cash needs, improvements in infrastructure, and operating efficiencies
and other future results of operation or financial position. The retail footwear
and apparel business is highly competitive, and such forward-looking statements
involve significant material known and unknown risks, uncertainties and other
factors which may cause the actual results, performance or achievements to be
materially different from any future results, performance or achievements
expressed or implied by such forward-looking statements, including the possible
substantial impact on the Company's Dbusiness of the bankruptcy proceedings
commenced by Kmart Corporation (at which the Company currently has approximately
2,114 licensed footwear departments) and potential adverse developments in such
proceedings including: failing to successfully reorganize the chain, any
significant store closings effected by Kmart as part of such proceedings, rights
of the debtor to seek rejection of agreements in such Dbankruptcy proceedings,
and the impact of any other plans or activities effected Dby Kmart in such
proceedings. Certain other risks and uncertainties include but are not limited
to: uncertainties related to the integration of new businesses, the continued
independence and financial health of the

Company's other significant 1licensors and customers, consumer demand for
footwear; wunseasonable weather; risks associated with foreign global sourcing,
the occurrence of catastrophic events or acts of terrorism, consumer acceptance
of the Company's merchandise mix, retail locations, product availability; the
effect of competitive products and pricing; and existing retail economic
conditions, including the impact on consumer spending and consumer confidence
from a slowing economy and the impact of a highly promotional retail
environment. In such case, actual results may differ materially from such
forward-looking statements. Certain other information that may cause actual
results to differ from such forward-looking statements are contained in this and
other Company filings with the Securities and Exchange Commission. In light of
the uncertainty inherent in such forward-looking statements you should not
consider the inclusion to be a representation that such forward-looking matters
are achievable. The Company undertakes no obligation to update forward-looking
statements to reflect actual results, changes in assumptions or changes in other
factors affecting such forward-looking statements.

FOOTSTAR, INC.
ANNUAL REPORT ON FORM 10-K
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PART T
ITEM 1. BUSINESS
GENERAL
Footstar, Inc. (the "Company" or "Registrant") is a holding company, which

directly or indirectly, through its wholly-owned subsidiaries, owns the capital
stock of the subsidiaries that operate its discount and family footwear segment
(Meldisco), athletic footwear and apparel segment (Footaction and Just For Feet)
and its discontinued Thom McAn segment. The Company was organized in Delaware on
March 21, 1996 and became a publicly traded company as part of the overall
restructuring of Melville Corporation ("Melville"). As part of that
restructuring plan, on October 12, 1996, Melville divested its ownership
interest in the Company by means of a tax-free distribution to stockholders, of
all of the outstanding shares of common stock of the Company.

The Company is principally a specialty retailer conducting business in the
discount and family footwear segment through its Meldisco business, and in the
branded athletic footwear and apparel segment, through its Footaction and Just
For Feet businesses. The newly acquired J. Baker licensed footwear departments
have been combined with and reported in the Meldisco segment. The assets of the
two athletic footwear and apparel chains, Footaction and Just For Feet, are
aggregated into the reporting segment called "athletic" for reporting purposes.
The financial information concerning industry segments required by Item 101 (b)
of Regulation S-K is set forth on page 76 of this document within Item 8
Financial Statements and Supplementary Data for the year ended December 29,
2001.

In general, the retailing business is seasonal in nature, with peak sales
periods during the Easter, back-to-school and Christmas selling periods.
Competition is generally based upon such factors as price, style, quality and
design of product, and location and design of stores.

THE DISCOUNT AND FAMILY FOOTWEAR BUSINESS: MELDISCO

Meldisco has operated licensed footwear departments in discount chains since
1961 and is the only major operator of licensed footwear departments in the
United States today. As of December 29, 2001, Meldisco operated licensed
footwear departments in 2,114 Kmart department stores, in 3,540 stores now
operated under the name Rite Aid and in 1,111 stores whose footwear department
licenses were acquired from J. Baker, of which Ames (402 stores) and Stein Mart
(154 stores) are the two largest accounts. The Meldisco businesses are divided
into three groups: Core, Budget and Better. The Core and Budget groups sell
discount footwear and lower priced basic and seasonal footwear and include the
Company's existing Kmart and Rite Aid businesses. The Better business, which
sells branded and other higher-end footwear, provides the Company with an entry
into the department and specialty store market. In its licensed footwear
departments, Meldisco sells a wide variety of family footwear, including men's,
women's and children's dress, casual and athletic footwear, work shoes and
slippers. The majority of the shoes offered by Meldisco in its licensed footwear
departments are private label brands, although Meldisco also sells some
nationally branded merchandise at discounted prices.

Significant Relationship with Kmart

The footwear departments in Kmart account for a significant portion of
Footstar's and Meldisco's sales volume, as noted below.
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(dollars in millions) 2001 2000 1999
Sales
Footstar, Inc. $2,460.5 $2,237.1 $1,880.0
Meldisco division of Footstar 1,444.1 1,310.1 1,236.7
Kmart footwear departments 1,209.3 1,290.5 1,211.6

Kmart footwear sales as percentage of:

Footstar, Inc. 49% 58% 64%
Meldisco division of Footstar 84% 99% 98%

Meldisco has pursued a strategy to increase its business outside of Kmart via
the addition of several new licensors over the past 18 months. In February 2001,
the division added 13 new licensors with 1,163 licensed footwear departments. In
August 2001, it expanded its business in the Rite Aid stores to include its East
Coast operations and, in January 2002, the Company announced new licensed
department agreements with Federated Department Stores and Gordmans.

A significant portion of both Footstar's and Meldisco's operating profits are
derived from the licensed operations within Kmart.

(dollars in millions) 2001 2000 1999

Operating profit (1)

Footstar, Inc. $142.8 $171.4 $153.9
Meldisco division of Footstar 136.1 154.9 133.4
Kmart footwear departments 127.4 149.9 129.9

Kmart's 49% interest in footwear departments
operating profit (1) 62.4 73.5 63.7

Operating profit(l) adjusted to exclude
Kmart's 49% interest in footwear departments
operating profit

Footstar, Inc. 80.4 97.9 90.2
Meldisco division of Footstar 73.7 81.4 69.7
Kmart footwear departments 65.0 76.4 66.2

Operating profit(l) in Kmart footwear departments
adjusted to exclude Kmart's 49% interest as % of:
Footstar Inc. operating profit (1) adjusted to

exclude Kmart's 49% interest 81% 78% 73%
Meldisco division of Footstar operating profit (1)
adjusted to exclude Kmart's 49% interest (1) 88% 94% 95%

(1) Dbefore restructuring, asset impairment and other charges

The Company's arrangement with Kmart is governed by a Master License Agreement
effective as of July 1, 1995 and amended as of March 25, 1996. The Master
License Agreement provides the Company with the non-transferable, exclusive
right and license to operate a footwear department in each applicable Kmart
store. All license agreements relating to the Kmart licensed departments expire
July 1, 2012. The Kmart Agreement is subject to certain performance standards
that are primarily based upon sales volumes. The majority of the license fees in
the Kmart arrangement are based on sales, with some additional payments based on
profits. Footstar's Meldisco division owns the inventory in each of the stores
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and is responsible for staffing the departments. The Meldisco division has a 51%
equity interest and Kmart has a 49% equity interest in all the subsidiaries that
operate licensed departments in Kmart stores with the exception of 36 such
subsidiaries in which the Company has a 100% equity interest (collectively the
"Meldisco Subsidiaries").

The business relationship between Meldisco and Kmart is very significant to the
Company, and the loss of Meldisco's Kmart operations would have a material
adverse effect on the Company. The Kmart Agreement or any license agreement for
a particular Kmart store may, by the terms of the agreement be terminated: (i)
by Kmart with respect to any Kmart store with a footwear department that is to
cease to operate and be open for business to the public; (ii) by Kmart or
Meldisco with respect to any affected Kmart store, in the event that any
footwear department premises becomes unfit for use and occupancy by reason of
material damage or destruction, or as a result of condemnation; (iii) by Kmart
or Meldisco if the other party shall fail to make any material payments when due
or to deliver any material accounting reports as required by the Kmart
Agreement, or in the event of a material breach of any covenant, representation
or warranty of the other party, subject to the right of the party so charged to
cure the breach or failure within a specified period; (iv) by the other party if
Kmart or Meldisco shall fail to pay its debts when due or becomes subject to
certain insolvency, bankruptcy or similar events; (v) at the option of the
non-selling or non-transferring party, in the event of a sale or transfer of a
majority of the outstanding shares of the other party to a single person or
entity or an affiliated group under common control; or (vi) by Kmart in the
event that the Meldisco Subsidiaries fail to achieve the performance standards
outlined in the Kmart Agreement.

On January 22, 2002, Kmart filed a voluntary petition for reorganization under
Chapter 11 of the U.S. Bankruptcy Code. In connection with this reorganization,
Kmart announced that it had secured a $2 billion senior secured
debtor-in-possession ("DIP") financing to be used to supplement its existing
cash flows to fund its proposed reorganization and continuing operations. Kmart
stated that its decision to seek judicial reorganization was based on a
combination of factors, including a rapid decline in its liquidity resulting
from Kmart's sales and earnings performance in its fourth quarter ending January
2002, the weakening of the surety bond market and an erosion of supplier
confidence.

As of March 15, 2002, each of Kmart's 2,114 stores are open and the licensed
footwear operations within those Kmart stores are continuing to operate. In
addition, at the commencement of the Kmart reorganization proceedings, Meldisco
was approved by the bankruptcy court upon petition by Kmart as one of a group of
customer service providers to Kmart. Because of Meldisco's status as an approved
customer service provider, all amounts owed to Meldisco from the sales of
products in the licensed footwear departments at Kmart stores, both before and
after the bankruptcy filing date, have been paid to Meldisco in a timely manner.

Kmart announced that, during the restructuring process, vendors, suppliers and
other business partners will be paid under normal terms for goods and services
provided during the reorganization. As of December 29, 2001, accounts receivable
due from Kmart totaled $37.9 million and was paid in full in January 2002. As of
December 29, 2001, the minority interest and excess rent payments payable to
Kmart amounted to approximately $44.8 million and approximately $26.3 million,
respectively. These amounts will be paid during April 2002. (For further
information regarding the Company's relationship with Kmart, see the "Business
Risk" section and "Meldisco's Relationship with Kmart" in the notes to the
Consolidated Financial Statements.)
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On March 8, 2002, Kmart announced that it intends to close 284 under-performing
stores. Kmart has requested the bankruptcy court to give final approval for the
closing of these stores at a hearing on March 20, 2002. The Company currently
operates licensed footwear departments within each of these stores and is in the
process of finalizing plans to ligquidate the related inventory. These 284
licensed departments generated $116.8 million of sales for fiscal year 2001
compared with $125.5 million for fiscal year 2000, or 4.7% and 5.6% of
Footstar's total sales in the respective years. Total operating profits for 2001
from these 284 licensed departments were $9.3 million compared with $11.5
million in 2000, respectively. Footstar's operating profit from these 284
licensed departments, excluding restructuring charges, reduced by Kmart's 49%
equity interest in such departments (51% of total operating profit) was
approximately $4.7 million in 2001, and $5.9 million in 2000, or 5.8% and 6.0%
of Footstar's operating profits in the respective years after excluding Kmart's
equity interest. As of December 29, 2001, the Company has not recorded any
reserve for the potential loss to be incurred in fiscal 2002 as a result of
Kmart's 2002 reorganization actions, including store closures.

Kmart's store closing plans remain subject to bankruptcy court approval, which
Kmart expects on or about March 20, 2002. The bankruptcy court may, at its
discretion, recommend changes or revisions to the store closing list and, as
such, the list is subject to change or revision until approved. In addition,
Kmart has not completed its entire reorganization plan and could recommend
further store closings as it progresses through its reorganization. Such store
closings can be expected to negatively impact Footstar's future financial
position and results of operations. The impact on Footstar and its future
financial position and results of operations will be affected by the actual
number of store closings, as well as other Kmart reorganization activities.
Store closings, if significant, could also have an effect on the Company's
ability to comply with certain financial covenants in its Credit Facility, as
well as its ability to obtain similar financing arrangements in the future. The
Company will continue to assess and review the impact of the specifics of
Kmart's reorganization plan, as they are determined.

Meldisco--Merchandising

Meldisco's merchandising strategy focuses on solidifying and building upon its
current industry position. The essence of this strategy is to satisfy Meldisco's
core customer with high in-stock availability of its footwear products and a
wide selection of well-known Company owned national brands, such as THOM MCAN
and COBBIE CUDDLERS.

Meldisco also seeks to attract more affluent non-footwear shoppers into the
footwear departments from other areas of the stores. To this end, Meldisco
increasingly offers selected high-quality footwear licensed by well-known
national brands at prices significantly lower than comparable merchandise sold
by full-price retailers. These branded products are also intended to change

customer perceptions of "sameness" among footwear retailers. Licensed brands
currently available at Meldisco's operations include THOM MCAN, EVERLAST, ROUTE
66, TEXAS STEER, COBBIE CUDDLERS, FRANCO SARTO, NATURALIZER, AEROSOLES and HARVE
BENARD. Meldisco conducts consumer research on an ongoing basis to gauge new
opportunities for brand extensions and the viability of new brands for their fit
in terms of price and positioning.

The Company's strategy is to leverage its expertise in branded product to expand
and take advantage of new growth opportunities in discount, department and
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Meldisco's traditional strength has been in seasonal, work, value-priced
athletic, women's casuals and children's shoes. Meldisco works to solidify its
strength in these segments by ensuring high levels of customer service and
satisfaction. Meldisco's "narrow and deep" merchandising strategy and its
merchandise planning system innovations are designed to ensure that each store
is well stocked in product lines that are particularly popular with Meldisco's
core customers. Meldisco's demand-driven merchandise replenishment system has
been designed to permit inventory management at the store, style and size
levels.

Meldisco is taking steps to increase customer perception of assortment
availability without increasing store inventories. Meldisco believes that
customer satisfaction and perception of assortment availability should improve
as Meldisco develops and implements systems enabling it to offer the optimal
product mix at the individual store level.

Meldisco--Marketing

Meldisco believes that within the Core and Budget businesses the typical
footwear shopper generally resembles the average softlines shopper, who is a 25
to 49 year-old mother with children, who is employed at least part-time, has at
least one child under the age of 18 and reports a total annual household income
between $25,000 and $65,000. Meldisco's marketing initiatives are designed to
support its overall business strategy of increasing purchases among traditional
footwear shoppers, as well as the growing customer base that includes African
Americans and Hispanics, into the footwear department from the softlines and
other areas of the store.

Meldisco's marketing strategy is designed to convey to prospective customers
that Meldisco carries the right combination of product selection, quality and
price to make Meldisco-operated licensed footwear departments their footwear
destination of choice. Inside Kmart, this message is communicated primarily
through weekly advertising in Kmart's newspaper insert. Meldisco currently pays
Kmart a sales promotional fee, which Kmart applies toward its footwear
advertisements in the Kmart weekly newspaper inserts, a publication with a
weekly circulation of approximately 70 million. Meldisco's marketing strategy is
to increase customer awareness of brands such as THOM MCAN, COBBIE CUDDLERS,
TEXAS STEER and EVERLAST, while driving promotional sales.

Meldisco-—-Competitive Environment

The discount footwear industry, where the highest percentage of Meldisco's
business is concentrated, is a highly competitive environment that has
experienced significant consolidation. Competition within the discount segment
is heavily concentrated among four retailers, including Meldisco, Payless
ShoeSource, Inc., and two discount department stores, Wal-Mart and Target. These
competitors have grown more rapidly and have substantially greater resources
than the Company. The Company believes that it has been able to maintain its
overall unit market share

during this period of growth by its primary competitors due to the strength of
Meldisco's brands, particularly THOM MCAN.

Footwear Assets of J. Baker, Inc.

Effective February 4, 2001, the Company completed the acquisition of the
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footwear assets and related license agreements of J. Baker, Inc. and its
subsidiaries in a transaction accounted for as a purchase for $59.0 million. As
of the date of the acquisition, the business operated 1,163 licensed footwear
departments under 13 agreements with retail chains, including Ames, Roses, Stein
Mart and Spiegel. Assets purchased included inventory, store fixtures,
trademarks and license agreements. The license agreements have varying
expiration dates with the earliest expiring July 30, 2002, and the latest July
31, 2009. Certain license agreements contain renewal rights by which the Company
may extend the term of the agreement. Under these license agreements, the
Company is subject to fees that are primarily sales volume-based, principally
related to the leasing of the footwear departments and advertising. The chains
collect the cash receipts relating to the sales of the Company's inventory and
remit cash to the Company, less all such fees. The footwear departments are
located in 43 states, with the heaviest concentration in the Northeast and
Midwest regions. The businesses are operated under the Meldisco division, and
are grouped into three types: Core, Budget and Better. The addition of the Core
and Budget businesses, which sell discount footwear and lower-priced basic and
seasonal footwear, is expected to allow the Company to further expand and
diversify its operations in this growing sector of the footwear market. The
purchase of the Better business, which sells branded and other higher-end
footwear, provides entry into the department and specialty store market. The
Company believes it can leverage its expertise with branded product and its
highly-efficient, experienced global sourcing organization to take advantage of
new growth opportunities.

New Licensing Agreements

On January 3, 2002 the Company and Federated Department Stores, Inc. announced
that the Company's Meldisco division will begin operating licensed children's
footwear departments in certain stores operated by the subsidiaries of Federated
Department Stores, Inc. effective on or about July 1, 2002. The 46 children's
shoe departments, currently operated by Stride Rite, will be redesigned with new
self-service fixtures and will introduce Federated's private children's brand,
GREENDOG, in a range of footwear styles from athletic to special occasion.
Federated Department Stores, Inc., currently operates more than 450 stores in 34
states, Guam and Puerto Rico.

On January 9, 2002, the Company announced that its Meldisco division agreed to
operate licensed footwear departments in all of Gordmans, Inc.'s current and
future stores, effective July 2002. Gordmans currently operates 38 department
stores, predominantly in the Midwest. The footwear departments will offer high
quality branded footwear in an open stock self-serve environment.

10

BRANDED ATHLETIC FOOTWEAR AND APPAREL BUSINESS: ATHLETIC

Following the March 7, 2000 acquisition of certain assets of Just For Feet, Inc.
and its subsidiaries, the results of Footaction and Just For Feet were combined
and reported as a group called the athletic segment. The athletic segment
consists of Company-owned retail outlets specializing in the sale of branded
athletic footwear and apparel. Sales generated by the Just For Feet stores have
been included in the comparable sales store base for the athletic segment
beginning with sales for April 2001.

Due to the addition of Just For Feet and an improved Footaction business, fiscal
year 2001 sales in the athletic segment grew 9.6% to $1,016.4 million with a
comparable store sales increase of 2.0%. In 2001, operating profit before
restructuring, asset impairment and other charges decreased 48.1% to $13.3
million.
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The following table sets forth the approximate percentages of the athletic
segment's net sales attributable to footwear, apparel and accessories:

Approximate Percentages of the Athletic Segment's Net Sales

2001 2000 1999
Footwear 84% 83% 83%
Apparel 11% 11% 12%
Accessories 5% 6% 5%
100% 100% 100%

In fiscal 2001, the Company approved a repositioning plan (the "Plan"). The Plan

covers costs related to asset impairments and lease terminations associated with
the accelerated closing of under-performing stores in the athletic segment,
asset impairments for additional athletic segment stores to be closed when their
leases expire over the next several years, inventory write-downs due to a more
aggressive approach to liquidate aged athletic inventory, inventory markdowns
related to the stores to be closed and a reduction in the carrying value of the
former Just For Feet headquarters building in Birmingham, Alabama, which was
acquired as part of the Just For Feet asset purchase in March of 2000.

The Company expects that these strategic actions will increase the
competitiveness of the athletic business and further strengthen the Company's
platform for future growth. The Company further expects that the elimination of
these under-performing stores will increase profitability, improve operating
cash flows and allow management to concentrate on the most profitable areas of
the business.

FOOTACTION

Footaction, which opened its first store in 1976, is a leading mall-based
specialty retailer of branded athletic footwear, apparel and related
accessories. Its primary customers are 12 to 24 year-old fashion-forward
athletic and street fashion consumers for whom having the latest athletic and
street fashion footwear and apparel is an important consideration. Footaction's
secondary customers are the 25 to 49 year-old, and the 12 year-old and under
consumers whose fashion tastes are still street-inspired. Footaction's stores
are located predominantly in enclosed regional malls anchored by

11

major department stores, which allows Footaction to take advantage of high
target customer traffic. During 2001, the Company opened 3 new Footaction stores
and closed 33 stores. As of December 29, 2001, Footaction operated 522 stores in
42 states and the Caribbean region.

The ability of Footaction to gain market share is dependent upon the
fashionability of branded athletic footwear and apparel, as well as the demand
for street fashion footwear and apparel. Keys to growth are Footaction's ability
to purchase desirable and exclusive products, marketing programs and a unique
store experience.

Footaction—--Merchandising

Footaction seeks to be the first to offer the most current and innovative, as

10
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well as exclusive, "street-inspired" athletic footwear and apparel available to
its target customer group. Footaction constantly monitors product trends to help
identify styles, which are, or may become, popular. Footaction carries the
leading athletic and sport fashion footwear and apparel brands, including NIKE,
REEBOK, AND 1, ADIDAS, K-SWISS, NEW BALANCE, CONVERSE, FILA, SAUCONY and PLAYERS
UNIVERSITY (proprietary brand). Footaction also offers street fashion footwear,
apparel and accessories in the fast growing fashion brand segment featuring such
brands as BRICK CITY (proprietary brand), DADA, ENYCE, FUBU, LUGZ, PHAT FARM,
PLAYERS UNIVERSITY (proprietary brand), SEAN JEAN and TIMBERLAND.

Footaction also seeks to differentiate itself from other branded athletic
footwear and apparel retailers by increasing consumer awareness and name
recognition of Footaction and establishing in the minds of its target customer
group the perception that Footaction is the first to offer the latest styles.
Footaction seeks to be the leading retailer in "street-inspired" athletic style
and performance. As part of this strategy, Footaction works with its vendors to
design and develop product line exclusives (either unique designs or color
variations), which represent over 50 percent of its footwear business.

Footaction tailors merchandise assortments and store space allocations to
customer preferences at each store location. This is accomplished by recognizing
subtle differences in fashion preferences and demographic factors i