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tailers’ Struggles Continue
' Amid Signs of Improvement
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he retail industry has undergone
T marked changes during the

current economic crisis in the
eurozone. This article looks at how
retailers in the United Kingdom have
tried to rise to the challenge of these
commercial pressures. It discusses
two restructuring tools that have been
used to help and provides examples of
retailers that have not survived. Finally,
it contrasts the environment in the
United Kingdom with the situations
in Germany, France, and Spain.

In 2014, the retail industry in the UK
saw the greatest improvement since the
low-water mark of 2012. Three factors
seem to have contributed to this:

n The improving economy.

The fact that most failing
retailers had already collapsed
before 2014.

Those retailers that survived have
adapted by using smarter
marketing methods, decreasing
overhead, and becoming
multichannel businesses.

Even so, nearly three times more
stores disappeared from Britain's
shopping centers and malls in 2014
than in 2013, as retailers struggled
with the onslaught of online sales and
changing consumer habits. According
to PwC research compiled by the
Local Data Company, 5,839 stores
closed in 2014 compared with 4,852
openings, a net reduction of 987 stores.
The net reduction in 2013 was 371.

In the UK, two restructuring tools

have been used to great success in the
retail sector: (i) the company voluntary
arrangement (CVA), a debtor-in-
possession procedure used for struggling
companies at an early stage when

there are realistic proposals to save

a business and (ii) administration, in
which an insolvency practitioner who

is appointed as administrator usually
sells the successftul parts of the business
to a newly created company, leaving

the debts and unprofitable parts of the
business with the administrator. In some
cases the newly created company is
formed by the existing management
and in others, by a competitor.

A CVA is a mechanism that allows

a company in financial difficulty to
restructure its debts. In contrast to other
insolvency procedures, the directors

of the company remain in control

of the business, which continues to
operate subject to the supervision

of an insolvency practitioner.

A CVA is a statutory contract between

a company and its creditors, which, in
theory at least, should produce a better
financial return than if the company
were placed into a formal insolvency
process. The directors formulate a

plan called “the proposal” to present to
creditors. The plan is usually funded
either by a lump sum payment from
shareholders or a refinancing or by an
agreed schedule of payments to be made
from future profits over a period of time,
usually three to five years. If 75 percent
or more in value of the company's
creditors vote in favor of the proposal, it
becomes binding on all of the company's
unsecured creditors, including those
who may have voted against it and those
who were eligible to vote but did not
receive notice of the creditors' meeting.

The use of CVAs by retailers with large
property portfolios has increased in
recent years, as they allow a tenant
company, with creditor consent, to
restructure its rent obligations on a large
scale, without the need to negotiate with
each individual landlord. A successful
CVA permits a company to reduce

its overhead significantly in a very

time- and cost-effective manner.

A CVA can be a powerful tool because,
depending on its terms, it can effectuate
overnight the closure of unprofitable
stores, allow the restructuring of property
liabilities, and provide a reduction in
rents. It can bind individual landlords and
change the terms of leases, even if the
landlord did not vote in favor of the CVA.

However, to deliver these benefits

a CVA must be carefully drafted to
ensure that it provides a commercially
attractive outcome for the landlords
when compared to a formal insolvency
so that it cannot be successfully
challenged following approval. A CVA
can be challenged on the basis that the
arrangement unfairly prejudices the
interests of a creditor or shareholder

of the company, or that some material
irregularity occurred at or in relation
to the meeting of the company

or the meeting of the creditors at
which the CVA was approved.

Development of the Retail CVA
The use of the CVA to effect a large
reduction of lease liabilities came

to prominence in 2006 with the
Powerhouse! CVA. This CVA proposed a
release of certain lease liabilities and also
sought to impose on the landlords the
release of a parent company's guaranty
at a time when the parent company was
solvent. The proposal failed following

a creditor challenge on grounds that

the landlords who benefited from the
guaranty had been treated unfairly. The
case failed because of the specific terms
of the proposal, but the case was not

a rejection of the principle that a CVA
could compromise a third-party liability.

The Stylo Shoes proposal followed.
The CVA in that case failed due to the
complexity and uncertainty of the
proposed recovery for the affected
landlords. The company proposed that
it be permitted to continue to conduct
business from its stores while paying
rent calculated as a percentage of profit
for an indefinite period of time, an
unattractive proposition for landlords
of both profitable and unprofitable
stores. Landlords of profitable stores
opposed the proposal because they
would have been unable to re-let the
stores to more profitable new tenants,
while the landlords of unprofitable
stores objected because they would
receive nothing if the turnover failed
to reach certain minimum thresholds.
As a result, the CVA proposal was
overwhelmingly rejected by creditors.

The JJB Sports CVA proposal was
more successful. While the company
ultimately entered administration, its
CVA was praised at the time for the
clarity of its terms and the certainty
of return for creditors. The proposal,
which received almost unanimous
support from the voting creditors,
contained the following key terms:

» The settlement of claims of landlords ;4;1"5
of approximately 140 closed
retail stores and certain related Dol el
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contingent claims (e.g., those of
former tenants and guarantors),
but with JJB still obligated to pay
business rates for these stores.

» The right of those landlords to
assert claims against a £10 million
fund, with payments to be made
In two installments, one in late
2009 and the other in early 2010.

* An agreement on lease terms for the
company'’s remaining 250 open retail
stores that allowed the company to
pay rent on a monthly rather than
a quarterly basis for a 12-month
period from the next quarter date.

» No compromise to the claims
of any other creditors.

The Focus Do It All, Discover Leisure,
and Blacks CVAs were approved next.
Each proposed a lump sum payment
from a parent company or investor
or further funding from a financier
contingent upon approval of the CVA
proposal. That sum would be applied
to make a single lump sum payment
to the affected landlords in return

for a complete release of both the
tenants’ and the guarantor's liabilities.

The amount payable to each landlord
was to be calculated according to a
fixed formula that would take into
account rents, unexpired term,
rateable value, profit, and wear and
tear. The method of termination of

a lease was flexible, because some
landlords preferred their leases to
continue to avoid rates liabilities, while
some preferred to surrender leases

to preserve existing subtenancies.

The Miss Sixty case provided an
example of what constitutes an
unacceptable CVA proposal and
serves as a reminder of an insolvency
practitioner's duties when drafting
one. The case also helpfully outlined
what constitutes unfair prejudice to an
affected landlord in a CVA proposal.

In Miss Sixty, the company proposed
a CVA to extricate itself from only two
leases in its portfolio. The payment
offered to the affected landlords

did not reflect the market value of

the landlords’ claims, particularly
when the parent company, as
guarantor, remained able to meet

its obligations under its guaranty.

The court was highly critical of the
terms of the proposal and the conduct
of the insolvency practitioners acting
for the company. The court said that
the practitioners had allowed their
judgment to become clouded by the
commercial wishes of the parent
company, which sought a release of
its liabilities as cheaply as possible,

at the expense of their duties to all
the creditors. Consequently, the
proposal failed following a legal
challenge by the affected landlords.?

The most recent large-scale retail

CVAs to be proposed were by the
nursery retailer Mamas and Papas and
the clothing retailers Austin Reed/
Country Casuals. In each of these
CVAs, landlords were asked to agree to
a reduction in rent at certain of their
UK sites. Both of these proposals were
accepted by creditors. Thus, a reduction
of payments due to landlords continues
to be a key focus in retail CVAs.

The Use of Administration
When a company's business cannot
be saved by a restructuring, it may
be necessary to put the company
into administration. This procedure
imposes a statutory moratorium,

or automatic stay, for the benefit

of the company that prevents
enforcement actions by its creditors
once the proceedings are initiated.

In some cases, the assets may be

sold by the company in a prepack,

or prenegotiated, deal before the
company goes into administration. In
other cases, the administrator might
oversee the continued business of the
company while closing stores, laying
off employees, and surrendering leases
for unprofitable stores and seeking
buyers for profitable locations.

In 2014, administrations included the
mobile phone chain Phones4U, the
film rental chain Blockbuster, and the
lingerie shop La Senza. One of the

first retail casualties in 2015 was the
clothing retailer Bank, which went

into administration on January 5,

less than two months after it was

sold to HMV's owner, Hilco Capital.
Following the collapse of Bank, another
clothing retailer, USC, was put into
administration for the second time,
which was triggered by a demand from
the fashion label Diesel for unpaid
debts. Sports Direct subsidiary Republic
bought USC out of administration in a
prepack sale to continue the business.

The UK was not the only European
country to experience distress

in the retail sector during the

past few years. Stagnation and
decline have been widespread in
the eurozone in recent years.

Elsewhere in Europe

Although 2014 was a
year of historically low numbers for
corporate insolvencies in Germany,
the retail industry there continued to
experience severe distress, triggering
a large number of restructurings and
insolvencies. Following the 2013
insolvency of Praktiker, one of the
biggest hardware store chains in
Germany, many had expected that
Karstadt, one of the country’s biggest
department store groups, would
follow and file in 2014 for its second
insolvency within a five-year period.

Investor Nicolas Berggruen, who

had acquired Karstadt in 2010 out of
insolvency, had been unable to turn
around the business. However, Austrian
investor René Benko stepped in and
acquired the struggling business of
Karstadt, avoiding insolvency for the
time being, although there is continuing
news of store closures and difficulties
with respect to this business.

Other retailers were not so lucky.

Early in 2014, Strauss Innovation filed
for insolvency proceedings under

the "protective shield” proceedings
(Schutzschirmverfahren), which had
been introduced by the recent reform of
the German Insolvency Code. During
these proceedings and the subsequent
administration proceedings, a number
of the Strauss Innovation stores

were closed, but the management
was successful in selling most of the
business through an insolvency plan.

Generally, the fashion industry

has experienced severe distress,
with producers of fashion brands
like Strenesse undergoing
substantial financial and operational
restructurings. Retailers in the
electronic consumer goods segment
were also in severe distress, with
prominent insolvency cases of well-
known brands Loewe and Metz.

On the other hand, German discount
grocers continued to prosper by

virtue of their aggressive expansion
into the food retailing sector in the

UK, irrespective of the ongoing
consolidation process in Germany that
recently triggered the proposed merger



In spite of a slight increase in domestic

consumption levels, consumer demand

in Spain remains insufficient to sustain

the business of retail companies.

of the Edeka group with Tengelmann
(Kaisers). This merger is currently under
review by merger control authorities.

Despite decreased household
consumption in 2014, the number of
insolvencies in France declined in the
retail sector, even though generally
the number of insolvent companies
increased by 25 percentin 2013.

As an example, the giant conglomerate
Vivarte (holding, among others, the
brands Kookai, Naf Naf, Chevignon,
Caroll André, San Marina) had to
restructure its €2.8 billion of debt at the
beginning of 2014. In that case, former
shareholders Charterhouse, Chequers,
and Sagard were replaced by Alcentra,
Babson, Goldentree, and Oaktree after
eight months of intense negotiations
that led to the write-down of the debt to
€800 million through a debt-for-equity
swap. Also, the shoe distributor Bata fell
into administration at the end of 2014.

Generally, independent retailers are
experiencing a serious crisis with

mass closures. The development of
e-commmerce continues to impact these
businesses, forcing companies to open
their own online stores for their brands.
Further, mass retail is experiencing an
intense price war and is undergoing
profound changes, especially after

the merger of central buying services,
such as Systeme U and Auchan.

The situation is difficult, but all is not
lost, as the global economy seerms to

be improving slowly. However, major
restructurings of a number of French
retailers are likely to be needed if they are
to survive changing consumer habits.

In the latter half of 2014, the
Spanish retail sector became the
largest percentage of companies
represented in insolvency statistics. In

the last quarter of 2014, a total of 153
companies in the wholesale and retail
trade and automotive industry were
forced to open insolvency proceedings
because they could not pay their

debts. Currently, one in five Spanish
companies involved in an insolvency
proceeding is in the retail sector.

Why is this? In spite of a slight
increase in domestic consumption
levels, consumer demand in Spain
remains insufficient to sustain the
business of retail companies. In other
words, the increase in consumption
has not been sufficient to prevent
companies in this sector from
experiencing financial difficulties.

Until domestic consumption increases,
Spain will not see a significant

reduction in the number of bankruptcy
proceedings in the retail sector.
However, the Spanish government'’s next
round of tax cuts is expected to put more
money in the pockets of consumers

and provide fewer deductions for small
and medium companies, which should
have a positive effect on business.

Itis important to point out that despite
these factors, the economic crisis in
Spain has not affected all of Spain's
companies, some of which remain
among the largest retailers in the world.
The latest edition of Deloitte’s "Global
Powers of Retailing” report,® which
ranks the top 250 retailers in the world,
showed Mercadona had maintained its
position as the largest Spanish company
on the list, at 42nd. Inditex and Dia each
climbed one spot, to 44th and 72nd,
respectively, while El Corte Inglés and
Eroski retreated only slightly in the latest
rankings, to 66th and 136th, respectively.

Challenging Times
It appears that competition and
online pressure in the retail market

is continuing to grow, and it will be
interesting to see how retailers react

to these demands over the course of
2015. It is anticipated to be a year of
profound change with the UK's big-four
supermarkets being compelled to make
radical changes to compete with other
European, especially German, discount
grocers that broke into the UK market
in 2014. To compete, UK supermarkets
must make radical changes to their
price and business models and rethink
their property portfolios to concentrate
on convenience stores rather than
shopping centers, where they focused
their expansion efforts in the past.

All European retailers must balance
the need to invest between "bricks and
clicks” (both property portfolios and IT
systems) to protect their margins and
meet growing consumer expectations.
They also must plan early for Black
Friday 2015, because that traditional
kickoff to the holiday shopping season
in 2014 brought immense promotional
and pricing pressures and distorted
profits during the Christmas period
that retailers had traditionally been
able to rely on in previous years.

European retailers live in
interesting times.

! Prudential Assurance Co Ltd & others (2)
Luctor Ltd & others v (1) PRG Powerhouse
Ltd & others (2) Anthony Murphy &
others [2007] EWHC 1002 (Ch).

2 Mourant & Co Trustees Ltd & Anor
v Sixty UK Ltd & Others [2010]
EWHC 1890 (Ch) (23 July 2010).

3 www2.deloitte.com/global/en/
pages/consumer-business/articles/
global-powers-of-retailing.html
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