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By J. MicHAEL IssA’

The Rest of the Story About the
State of Brick-and-Mortar Retail

t is a challenge to pick up a business periodical
Ithese days without confronting another article

or commentary about the impending cataclysm
facing retailers as a result of “online retailing.”
This article performs a careful assessment of the
facts surrounding the issue and offers a more in-
depth analysis on the state of the retail industry.
Somewhat surprisingly, given the amount of press
already devoted to the topic, a significant number of
very important facts have received little to no com-
ment and may well be a considerable surprise to our
readers. The big “surprises™ generally fall into the
following categories:

* The real magnitude of the problem.

*» The collateral damage potential, some of which

is almost completely invisible.

* The real causes of the problem beyond the

inroads made by online retailing.
Let's examine several facts.

Retailers in the U.S.: Bankruptcies

Are Continuing to Increase

Retail bankruptcies are nearing a post-recession
high. The conventional wisdom is that online retail-
ing is the culprit, but this is only partly correct.
Exploring the current state of retail, several obser-
vations can be made:

1 Research assistance was provided by Jordan Johnson and Wen Tan Disclaimer: The
views and opinions expressed in this arficle ane fhose of the awthor and dos nod necessar-
iy reflect the views, opinkons or positlons of GlassRamer Advisory & Capital Group LLC,

¢ The number of retailers filing for chapter 11
protection is headed toward its highest annual
tally since the Great Recession.”
¢ The rising number of retail bankruptcies
comes as consumers are making more purchas-
es online (approximately 10.1 percent in 2016%)
and shifting their spending toward travel and
other experiences.’
* Credit Suisse projects that 8,640 stores
across the retail spectrum will close by the
end of the year.” Note: This is more than the
number of annual store closures during the
Great Recession.
As shown in Figure 1, a breakdown of annual units
closing since 2000 and the chapter 11 filings for
2017 are quite revealing.

2017 Ghapter 11 Filings

The number of retailers on Moody's distressed
list is at its highest since the Great Recession. The
19 retailers in Figure 2 were on Moody's distressed
retailers list® (those companies with credit ratings

2 Krystina Gustafson, “Retall Bankruptcies March Toward Posi-Recession High,” CNBC
{March 31, 2017), avaiabie of cnbe.com201 T3/ 30/ retal-bankrupicies-march-iorwand-
post-recession-high himi {unless oihanwiss specified, 3l links. In this article were lagt
visied on Sept. 20, 20171

3 “Monanty and Annual Retal| Trase,” LS. Census Bureals, vaiabie ar census.govmtall’
e, hibmil.

4 SeeGustalson, supra nz.

5 Phil Wahba, “Major Wall Street Finm Expects 25% of US. Malls bo Close by 2022.°
Forfume (Mary 31, 3017), avadiabie af forune, com2001 7063 1/malls-retail-sions-cosing,

& Krystina Gustaison, “Rising Ratss Wil Speed Up the Clock on Retalls $3.7 Bilion Time
Bomb,” CHBG (March 14, 2007), evalabl at on be.comd200 TSN drising-rates-will-
speed-up-the-clck-on-retalks-37- billion-Sme-homb.mi,

Source: Credit Sufsse via Fortune magazine.

6,163

2.7!5‘

4,475

3,081

19?5 I

2.545

.4

4,442

Eﬂﬂﬂ 2001 2002 20&3 2004 21]!]5 EIJM 2007 2008 2009 2010 201 2{]12 2013 214 2015 2016 201?;

3917

| I 1?66

‘Eﬁi‘

ABI Journal



of Caa or worse’) at the end of the first quarter of 2017. The
five-year debt maturities total $3.7 billion. Figure 3 shows
the retailers on Moody’s distressed list and a breakdown of
the five-year debt maturities with credit ratings of Caa or
worse totaling a staggering $3.7 billion.

A number of these, including Payless, rue21 and True
Religion, have filed for chapter 11 in recent months. As of
June 7, 2017, the net number of retailers on Moody’s dis-
tressed list has grown from 19 to 22. These 22 companies
comprise approximately 15 percent of the 148 rated retail
and apparel companies in the Moody’s universe.*

One of the most recent retailers to file for chapter 11 is
Toys “R™ Us, another leveraged buyout (LBO) gone bad.
The company was purchased in an LBO by private-equity
firms Kohlberg Kravis Roberts and Bain Capital, along with
real estate firm Vornado Realty Trust.” Apparently, the deal
was as much about the real estate Toys “R” Us owns as the
retailing of toys. Since the buyout, the company has been
struggling financially, with more than $5 billion in total debt
and with $400 million of debt maturing in 2018." The com-
pany filed for chapter 11 on Sept. 18, 2017. The company
asserts that increased competition from omnichannel retail-
ers like Amazon and Walmart was partially to blame."" In
reality, the bankrupicy is just a continuation of the trend of

T Kabe Tayhor, WHWMIW&TWMMMMNWHM
Mmm B, 2017}, svailahle af businessinsider.comiretall-t

recessin-lewels-201

-mummmm»mnmmrmWM' Muoody's Investon Service
Hune T, 2017), avaffable af moodys.comdreseanchMoodys-Ranks-of-disirssed-netallers-sed-to-keep-
growing-amid--PR_367907,

9 Tracie Rozhon and Andrew Ross Sorkin, “Three Firms Are Said to Buy Toys 'R’ Us for §5 Bilion,” Mew
York Times, March 17, 2005, Jvatiiie of nylimes.com2005/031 Tibusinesshnee-firms-an-said-to-
Iuy-Sorys-r-uz-Sor-6-billlon. himl.

10 Wichal Corkery, "Tas 'R’ U Filis for Bankrupiey, Cripphed by Competition and Debd,” Mew Fork Times
Sept. 19, 2017, svaahis ar rytme.comy'200 7089/ businesaideal book Mys-T-us-bankruptcy. imd.
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99 Cents Only Stores Jan. 13, 2019
Bon-Ton Stores Dec. 1, 2018
Charming Charlie Dec. 1, 2019
Chinas Imermediate Holdings {J.Crew) May 1,2019
Claire's Stores June 1, 2017
David's Bridal July 13, 2019
Evergreen AcqCo (Saver's) April 9, 2019
Fairway Group Holdings Jan. 1, 2020
Gymboree Dec. 1, 20017
indra Holdings Corp. (Totes) Dec. 1, 2021
Nine West Holdings March 15, 2019
NYDJ Apparel Jan. 6, 2019
Payless March 1, 2021
nue21 (ct. 1, 2018
Sears Holdings July 1, 2017
Toms Shoes Dct. 1, 2019
Tops Holdng Il June 15, 2018
True Religion July 30, 2019
Vielocity Pooling Vehicle May 1, 2019
\; )
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failed highly leveraged LBOs in an industry in considerable
flux and in need of a “reinvention.”

Store GlﬂSil‘lﬂS

Credit Suisse predicts that 20 to 25 percent of all U.S.
malls will close by 2022, which translates to hundreds of
shopping center closures in the next five years.”” Mall-based
retailers that have announced store shutterings this year
alone include Michael Kors, J.C. Penney, Sears, Macy’s
and Abercrombie & Fitch. The department stores that are
most exposed to weak malls’ problems are J.C. Penney and
Macy’s.” The retailers involved are shown in Figure 4.

The Decline of the Retailer Giants:
Macy’s, Sears, J.C. Penney

The situation facing Sears deserves scrutiny, as it indis-
putably illustrates many issues facing malls with a deteriorat-
ing anchor. It also illuminates the ripple effect on real estate.

It is evident that the demise of these retail giants is only a
matter of “when” and certainly not “if.” For example, Sears’s
credit rating by Moody’s was downgraded to Caa2 from
Caal , sending the credit further into speculative or “junk”
territory. It now shares the same rating as Greece’s sovereign

12 Séd Wahba, S6p0F n.5.
134
continuwed an page 78
Figure 3: Ca/Caa Retall and Apparel Issuers Have
$3.7 Billion in Public Debt over the Next Five Years
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Figure 4: The Decline of the Retaller Giants

Macy's Sears Holdings®  JUC. Penney
Mumber of Stores 829 1,430 1,013
Square Footage 130,158,000 163,045,000 | 103,000,000
|estimate)
Credit Rating BBB- CCC+ B+
Sales Per $198 5129 $121
Square Foot (estimate)
e mmmmm&
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from page 37

debt, which is hopelessly insolvent. In addition, Sears has a
waorse rating outlook." The potential impact of these retail
chains going bankrupt would have catastrophic consequences
far beyond what industry experts have analyzed to date.

There are a combined 400 million square feet of retail
space that are currently owned by these three retail giants
(Sears Holdings includes both Sears Domestic and Kmart).
If one assumes the cost of reconfiguring and re-letting the
space (including tenant improvements, leasing commissions,
free rent and other costs) is $50 per square foot, the resulting
dollar amount is around $20 billion.

To further magnify the problem, Sears or Seritage (a
related REIT) owns most of their store real estate.” The
significance of this is that when they go dark, the owner of
the shopping center cannot unilaterally redevelop a Sears
Holdings store. Doing anything with that space would require
the landlord to make some sort of deal with Sears, Seritage
or another third-party owner. Absent such an agreement, a
Sears location could sit dark for years, as some have.'® A dark
anchor has a profound impact on a shopping center’s traffic,
and one can expect that sales per square foot for the other
tenants will decline as a result.

An even more obscure fact is that many other tenants
in these shopping centers have co-tenancy clauses in their
leases. The effect of these clauses is generally that if/when
one of the anchors disappears, the leases of at least some of
the other tenants have contractual clauses that mandate an
automatic step-down in their lease rates, causing an imme-
diate additional reduction in NOI for the center. Ultimately,
the tenants choosing to stay may demand to pay percentage
rent only.

Finally, shopping center developers spend time and
money to achieve the best configuration of tenant mix and
relative proximity in order to maximize the overall sales per
square foot of the shopping center. Imagine that a large-foot-
print retailer disappears and the space is redeveloped. Many
alternative uses will not achieve the same synergy on behalf
of the other tenants. An example is the re-tenanting of the
closed Mervyn’s locations, many of which were converted
into health clubs. The health club alternative may not be as
stimulative to the shopping centers’ other tenants as a suc-
cessful department store.

What Is Happening in the Retail Sector?

The “conventional wisdom” is that online retail is kill-
ing the brick-and-mortar retailers. While that may eventually
become true as online retail continues to grow, the current
numbers suggest otherwise.

14 *Moody's Diwngrades Sears Holding Dorparati Family Rafing fo Caa2,” Moody's Investons Sanacs
dan, 20, 2017), swaiatte & moodys, comreseanchyMoodys-downgrades-Sears-Holdings-Corporate-

15 Andriy Blokhin, *The Logic Behind Sears’ REIT,” Imvestopedia (Aup. 4, 2016}, avafaie af
Iinvestopedia com/arickes markets 080415 \ogic-behind-ssars-reit asp.

16 Hayhey Partarson, "Hauniing Phodos of Dead and Desened Sears Sionis as Eqens Warm th End |5 "Whery
Mear,™ Business nsider {Dieg. 11, 2015}, avaleble o businessinsider.comiphotns-of-deseried-sears-
shores-2015-12; sea also Rocoo Pendola, 16 Palbetic Pictues from an lcomic LA, Sears Slone That's
Mow & Dumg,” The Streel (May 6, 2014), avatiatie af thestreel com.shonn'1 289601 2011 B-pathelic-
pictures-from -an-iconic-a-sears-etore-fhats-now-a-dump.himl.
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Online retail currently only accounts for approximately
10.1 percent of total retail sales. A migration of 10.1 percent
of store sales to the online channel does not adequately explain
the wholesale carnage in the sector. Keep in mind that a sig-
nificant portion of online sales are from existing brick-and-
mortar retailers. Therefore, the net loss to existing retailers
from online sales is actually less than the 10.1 percent figure,
The more successful operators are demonstrating some flu-
ency with omnichannel retailing. Best Buy's transformation
is perhaps one of the more striking examples of this evolution,

How is the 10.1 percent figure explained, then? It is
increasingly apparent that the stores in the worst financial
shape are also the stores that have done the worst job of mer-
chandising. People forget that merchandising is both an art
and a science, and is fickle to boot. Merchandising is one of
the hardest things to do well in business, and there are only a
handful of really good merchants in the business at any given
time. The management teams at the failing big box retailers
simply have not created reasons for customers to come into
their stores. In fact, they have managed to create negative
brand equity for their stores. Perhaps the worst offender in
this area is Sears, as previously noted.

The money that could have refreshed the Sears stores was
instead expended on share buybacks (more than $5.8 bil-
lion to date'’) as part of their “corporate strategy.” Clearly,
the same customer perception and lack of brand equity
also attaches to Kmart and, perhaps to a lesser extent, J.C,
Penney. Many other retailers have failed or will fail as a
result of mediocre merchandising. This relegates them to the
status of commodity resellers with no brand equity or reason
to exist. Also consider the following:

The unemployment rate is 4.7% and the economy

has improved to the point that the Federal Reserve

expects to quicken its pace of rate increases. If stores
can’t do well in this environment, what happens when
the economy, as it always does, slows down?"

Note that the most optimistic forecast for sustainable
GDP growth is about 2 percent. Clearly, salvation for trou-
bled retailers is not going to come from a robust U.5. eco-
nomic expansion.

Even the surviving retailers are downsizing their stores
to more efficient retail models. While this will usually result
in higher rents to the landlord, it also requires considerable
expenditures for reconfiguring and re-letting the vacated por-
tion of the space.

There is another common thread in many of these fail-
ures. Retailers were acquired by PE firms. These transactions
were highly leveraged and generally had the real estate spun
off, and the store rents increased sharply. The result was a
reduction in store “free cash flow,” and there was no margin
for error when the business then hit bumps in the road.

17 Sears Holdings Corporatiom (Form 10-K), aveifable &t sec.govidrchivesfedgar/
dlartan 1:31 DOBTAO001:3 10067 1 BO000%E4/ s id 20 51 him,

18 Jusgin Lahvart, “Consumers Confident but Mot Enough t Spend,” Wial Streer Jouma (Jan. 13, 2017),
avaiiable a&f weaj.comiarticlesiconsumears- confident-hut-not-enowgh-to-spend- 1 484335510 (log-in
redquired t Fead articie).
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The U.S. is severely over-retailed and has been for years.
The supply of new retail space being developed in the last 10
years has been a fraction of historical levels. Developers and
lenders recognized that there is already too much space. The
amount of retail square footage per capita in the U.S. is about
1.5 times the nexi-highest country (Canada). Canada gener-
ates more retail sales per capita than the U.S. with consider-
ably less retail space per capita. The U.S. also has more than
Jour times the retail square feet per capita compared to other
developed countries like France, the UK. and Japan. Based
on the comparisons below, one can conclude that the U S. is,
by far, the least-efficient developed nation when it comes to
the utilization of retail space. This creates a retail environment
that is profoundly Darwinian. The strong survive and prosper
{Amazon and Lowe's), and the weak (Sears and Kmart) fail
and are figuratively eaten by predators (the competition),

Figure 5 illustrates that every country has significant-
ly less retail space compared with retail sales and overall
GDP when benchmarked against the U.S. on a per capita
basis. The question then becomes: What should brands
do with the failing big box model? Brands are respond-
ing to the current evolution in the retail space, but not
without struggle.

Challenges of Converting Failing Big-Box
Spaces to Aiternative Uses

There are many who view the disappearance of the
big-box stores as an opportunity to redevelop some of
these sites. However, this does not come without some
major obstacles.

confinued on page 80

Figure 5: Retail Space and Sales in the U.5. Compared to Other Countries

Retail Space vs. Retail Sales per Capita Using the U.5. as a Banchmark (index = 100)

Sowrces: Slalislic Canadg, Retall Econornics, £ Markels, Austratian Bureay of Stallstics, Statista, GIX and ICSC country fact sheets.
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The cost for redevelopment is very high, especially in
urban areas. Additional costs, including environmental costs
and encumbrances, can deter potential developers."”

Regulatory and institutional barriers, including outdated
zoning practices and surviving reciprocal easement agree-
ments, often prohibit the redevelopment of commercial areas
into residential use. In addition, redevelopment often requires
interaction with many different municipal departments and
agencies. The lack of communication among these agencies
can dramatically increase the waiting process — sometimes
to as long as five years.™

Physical barriers, including the shape of the mall (espe-
cially in urban areas), create a difficult challenge to develop-
ers. Another area of concern is the age of the infrastructure;
older malls have aging water and sewer systems that often
need major upgrades.®

City governments also have insatiable appetites for sales
tax revenues. Any redevelopment of retail space that does not
fieed that appetite will be difficult to get approved in a timely
manner.

Finally, neighborhoods sometimes have increase-of-traf-
fic and parking issues. An example would be the community
rejection of a new gym in a downtown area amid parking
concerns for residents.”

Conclusion

The challenges facing the retail space are ominous, but
there is room for optimism. Retail has changed, but it is not
dead. The statement that *online retailing is killing brick-

19 James Goldsiein, Michasd Jensen amd Edward Reisking, "LUrban Vacani Land Redevelopment:
(Challenges and Progress,” Lincoln institute of Land Policy (2001), avalable af citessen st pau.sdu’
wiswdoo/download 1o0i=10.1.1.591 58128 p=ra01 Stypé=pill.

20 i

M

22 Tamara Duncan, “Wenizville Plenning and Zoning Says Mo fo Dowriown Gym, Clies Paridng lssues,”
T Wt Seninel (Fab. 14, 201 7), mvallsbly af Tiwestsartinel comivwantzville-planning-zoning-says-no-
- -G~ CTIES-paking -issues,

and-mortar shopping” is overstated and not entirely true.
Many retailers, brands and malls are adapting. However,
several key facts remain.

Retail bankruptcies to date have largely been the result
of the changes in the retail industry and evolution of cus-
tomer preferences, high-risk LBO structures and terrible
store merchandising. These companies that failed to adapt
to the changing retail landscape are geiting pushed out by
more agile competition. Total retail sales are still grow-
ing. However, the growth rates for the past three years were
3.9 percent in 2014, 1.9 percent in 2015 and 2.7 percent in
2016." There are now more buying options for customers,
and retailers have started to diversify their channels.

The U.S. has more retail space per capita than all other
developed countries — and this will continue to be a head-
wind for landlords, retailers and lenders. The excess space,
generally in the lower-tier malls, will eventually be redevel-
oped — at considerable cost — to alternative uses,

Retail is changing. It is not now — nor has it ever been —
a stagnant industry. Current trends are toward “lifestyle
retailing experiences.” The Grove in Southern California is
one of the best examples. People now want retail to be fun
and offer a variety of experiences beyond just shopping. This
means that clever and insightful merchants can still survive
and prosper, while the staid retailers stuck in the past, poorly
merchandised and incapable of evolving, will disappear —
likely at an accelerating rate.

Substantial collateral damage will also be inflicted on the
institutional lenders to the industry. A major dislocation is
underway, and most of the weaker players will not survive.
The cost of redeveloping that space, and the attendant debt
write-downs over the next decade, will be tremendous as the
industry literally reinvents itself in order to thrive, abi

23 “Ouarterty Redall E-Commerce Sales st Quarter 2017,° U5, Consus Bureay News, avalabie at
CENSUSQOOTELNL IS W A PANEE_cuirent. pdr,

Building Blocks: Getting Your Priorities Straight

from page 39

that water, natural gas and electricity are goods," while oth-
ers have held that claims related to the provision of electric-
ity are claims arising out of a service, which are not entitled
to § 503(b)(9) treatment.?

Incidental Charges Are Not Goods

Once you have determined that a creditor has provided
goods to the debtor, be aware that charges for freight, ship-
ping, taxes, penalties, interest and late fees will not likely be
recognized as part of the value of the goods." Instead, like

11 5o eug., do e Esciera Res. Co., 563 BUR. 336 (Banks. D, Colo, 2017) delectrical energy is a good); in re
Piigrim’e Pride Cop, 421 BR. 231 (Baméy. M.D. Tex. 2009) (natral (a3 and water ane goods since thay
are Inchoded in WC.C. § 2-107, but electricity is nf).

12 See eg, Hudson Energy Senvs. LLG v Gresf AN, & Pac. Tea Co. (0 e Greal ADL & Pac. Tes Go e}, 538
B.A. 668 {S.0.N.Y. 2015) In e NE Opeo dnc., 501 BR. Z33; in re Plignim's Pride Corp, £21 BR. 2t 23840,

13 I re Pilgrim's Price Corp, 421 B.R. 231 (disallowing freight charges); i re Plasiech Engineened Prods.,
307 B.R. 8t 630 (Mssliowing charges for labor.
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services, these charges will be treated as other pre-petition
claims with general unsecured priority.

Were the Goods Actually Received by
the Debtor Within 20 Days before the

Commencement of the Case?

Section 503(b)(9) grants administrative priority to credi-
tors that furnished debtors with goods that are “received”
by a debtor within 20 days before the commencement of
a bankruptcy case. Recent case law focuses on the mean-
ing of the term “receipt.” Earlier this year, in In re World
Imps. Ltd., the Third Circuit Court of Appeals decided
that “receipt” turns on the debtor’s physical possession
of goods." Where goods were shipped “free on board”
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