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Introduction

The purpose of this paper is to give a multi-jurisdictional view of the retail
environment and the implications for the insolvency industry. The paper
explores various reasons for the poor performance in the retail industry in
the United States of America (USA), Europe and South Africa. The paper
does so by using a case study analysis of typical retail restructuring and
insolvency cases in each of these jurisdictions.

Case in point: USA
The bankruptcy cases of Payless Holdings LLC (“Payless”) highlight

some of the causes for current retail distress in the United States. On April 4,
2017, Payless first sought bankruptcy relief, under chapter 11 of the United
States Code, seeking to, among other things, deleverage the company,
reorganize its debts, and decrease the number of brick-and-mortar locations.1

Approximately 18 months after completing its restructuring, Payless on Feb-
ruary 18, 2019, filed its second chapter 11 petition for bankruptcy relief.
This time, seeking to liquidate all of its North American brick and mortar
locations.

Payless is a well-known American retailer selling shoes at affordable
prices. Prior to its first restructuring, Payless had approximately 4,400 stores
in more than 40 countries worldwide.2 Over 3,500 stores were located in the
United States, Puerto Rico, the U.S. Virgin Islands, Guam, Saipan, and
Canada.3 Payless also operated an e-commerce business, selling goods
through its own website and Amazon.

Payless was founded in 1956 in Topeka, Kansa and first traded publicly in
1962.4 In 2012, Payless was acquired in a leveraged buyout transaction by
two private equity firms — Golden Gate Capital and Blum Capital Partners.5

The leveraged buyout transaction increased Payless’ debt from $125 million,
as of the fiscal year end immediately prior to the leveraged buyout, to ap-
proximately $400 million.6 In February 2013, four months after the lever-
aged buyout, Payless borrowed over $225 million.7 The purpose of the
secured loan was to pay special dividends to equity holders. In 2014, Payless
again borrowed $127 million, through a secured debt facility, to pay special
dividends to equity holders.8

Beginning in 2015, Payless began to experience a decline in sales with its
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EBITDA decreasing by approximately 34 percent. According to Payless, the
decline was driven primarily by “(a) a set of significant and detrimental non-
recurring events, (b) foreign exchange rate volatility, and (c) challenging
retail market conditions.”9 The challenging market conditions included a
shift in consumer spending away from material items, and increasingly com-
petitive market with low margins, and a shift towards e-commerce. Those
pressures led to Payless’ inability to both service their prepetition secured
indebtedness and remain current with their trade obligations. By the time of
its first bankruptcy, Payless’ debt burden ballooned from approximately
$400 million in October 2012, after the leveraged buyout, to $838 million.10

To address its financial difficulties, Payless negotiated with its lenders a
restructuring support agreement that would enable it to obtain capital, man-
age vendor issues, right size its balance sheet, and provide the necessary
financing to improve their omni-channel presence (with a strong e-commerce
platform). To effectuate this agreement, Payless commenced its first bank-
ruptcy case.11 Ultimately, Payless was able to: (a) eliminated approximately
$435 million in funded debt; (b) closed approximately 675 underperforming
brick and mortar stores; and (c) negotiated numerous landlord concessions
and modifications of existing leases.

During the course of the first bankruptcy case, the Official Committee of
Unsecured Creditors questioned whether the 2012 leveraged buyout and
subsequent dividends left Payless insolvent or undercapitalized with insuf-
ficient liquidity to adapt the changing marketplace. The Official Committee
of Unsecured Creditors argued that these transactions gave rise to causes of
actions including fraudulent conveyances, illegal dividends, and breaches of
fiduciary duty. In response, the sponsors argued that there was nothing inher-
ently wrong or illicit in a company paying dividends to its shareholders, the
dividends were publicly disclosed, and independent solvency experts opined
that Payless was solvent at the time the dividends were declared. The Of-
ficial Committee of Unsecured Creditors and the sponsors, without acknowl-
edging liability, settled these claims.12 The sponsors agreed to contribute
$21.190 million to Payless’ estate to increase the distribution to unsecured
creditors.13

After emerging from bankruptcy in 2017, Payless was still plagued with
low sales, operational inefficiencies and ineffective management.14 Particu-
larly, Payless was unable to fully develop and implement an integration of its
physical store presence with a robust online digital presence to create a seam-
less shopping experience for customers and to appeal to a younger more
digital demographic. For example, in November 2018, Payless created a
social media campaign around a fictitious shoe brand, Palessi. Payless posed
as a luxury brand selling the same products, and it invited influencers to
make purchases. Despite an initial buzz generated from the publicity cam-
paign, Payless failed to capitalize on it and build a longer-term audience.

These market forces led Payless to experience a sudden decline in
EBITDA with 2017 EBITDA totaling negative $4 million and 2018 EBITDA
totaling negative $63 million.15 Ultimately, Payless decided in 2019 to
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liquidate its North American stores and reorganize around its Latin Ameri-
can and franchise businesses through a chapter 11 bankruptcy case.16 The
case is still ongoing. During the course of the case, creditors have questioned
the prepetition conduct of Alden Global Capital, its controlling equity holder,
whom might have contributed to Payless’ need to file for bankruptcy a
second time. Specifically, creditors have alleged that Alden Global Capital
caused: (a) Payless CA, a non-debtor affiliate to borrow $45 million from
Alden that had little benefit on the Debtors, but permitted Alden to gain a
senior position with respect to other of the Payless’ term loan lenders, (b)
Payless to move its headquarters to Dallas and lease space from another
Alden affiliate, and (c) Payless to enter into a shared services contract with
Aerosoles, an Alden-affiliated company.17 The propriety of these transac-
tions is still being investigated.

Case in point: Germany / Europe
In Germany the retail business also finds itself under huge pressure. For

the food sector this pressure can be seen in a company running a huge bakery
with more than 240 chain stores and about 1,600 sales points within different
supermarkets across the south of Germany. Before filing for insolvency, the
company was expanding from a formerly family run bakery in Munich to a
huge food production and retail network across the country. This growth was
financed by debt and was highly dependent on continuing expansion with
constantly increasing sales figures. The former USP as a traditional family
run and quality-oriented company was weakened by the expansion strategy
of the years before. When the public questioned the hygienic and quality
standards of the products, sales figures dropped dramatically. This develop-
ment accelerated the downturn of the company. The filing for insolvency
was the consequence.

The reason for the crisis in the fresh food sector in the western world is
that there is huge overcapacity. A single player can easily be replaced. In
general, the price of the product is a key factor for the customer in Germany.
Higher prices can only be achieved through sustainable brand management
and focus on the highest quality and nutrition standards. A key factor for
success is also the location of the chain stores, the amount of the monthly
rent and the appearance of the shops themselves. In this case, due to an
increasing financial crisis the company failed to make necessary investments
in the shops. In such a situation, customers prefer the more attractive shops
of the competitors.

Another example is the crisis of a young startup company in the sector of
developing, producing and selling a special piece of furniture (adjustable
desk for sitting and standing). The company and its shareholders were in the
end not able to finance the cost intensive period of developing and producing
the product itself, setting up an effective logistics structure and investing in
strong brand management. The retail sales were made through e-commerce
and were highly dependent on positive online-ratings by the customer. This
led to the need for strong customer service, which required instant responses
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to any complaint. Even small issues could endanger the business of the
company as a whole. When it became clear that the funds were not sufficient
to continue the business as usual and no investor could be convinced to
invest short term, the company filed for insolvency.

Also, in this field of business the well-informed customer has an extensive
variety of products to choose from. Again, a single furniture company can be
replaced easily. When it is already very challenging for a well-established
company to succeed in this sector, a start-up-company has even more dif-
ficulties to overcome. In particular, the cost of brand management and
marketing efforts are relatively high in this sector if you aim for a higher
price level. If a company only uses e-commerce as its sales channel, it also
competes with traditional retailers in brick-mortar-locations.

To summarize, there are several key factors that affect the success or fail-
ure in the retail business in Germany. First, a competitive product is the basis
of any undertaking. Once you find yourself in a commodity business, the
pricing is most likely to be one of the key factors for success. Sustainable
and innovative management, which has the ability to control the day-to-day
business but also the vision for future development, is indispensable. The
adaptability to changes of customer wishes, especially when the product life
cycle shortens constantly, is also needed. E-commerce and the transparency
provided by the internet, puts huge pressure on the retail market. In those
cases, a formal insolvency proceeding can be a financial relief on the way to
a new start for the company. But the “homework” regarding the operational
business has to be done at the same time.

Case in point: South Africa
The retail case chosen to represent the South African context is Stuttafords

International Fashion Company (Pty) Limited. Stuttafords was once the go-to
department store in South Africa, much like Bloomingdale’s in New York
and Selfridges in London. For over 150 years the company has epitomized
branded luxury and curated heritage in the region. But its star began to wane
in at the turn of the century, along with other department store formats. In
October 2016, the company filed for business rescue (the newly promulgated
formal turnaround procedure similar to chapter 11 reorganization). In the
year to June 2015, it made a loss of ZAR59.8 million as a result of rising
operating expenses and finance costs. It extended losses in the year to June
2016, clocking up a loss of ZAR46.5 million.

Stuttafords is however not alone, the department store business model has
engulfed a number of well-established retailers both locally and around the
world. The model permanently reshaped shopping habits towards the middle
of the 19th century. In the 1970s however, they came under heavy pressure
from discounters, and in recent years online stores such as Amazon and
specialty boutiques for the ultra-brand conscious have added pressure. Last
year the Dutch retail chain V&D collapsed after nearly 130 years of busi-
ness, bringing about 10,300 jobs to an end. So far this year, several US
department stores have announced store closures, including J.C. Penney
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(138 stores), Macy’s (68 stores) and Sears (82 stores). Altogether the
departmental store format seems to be surviving on organizational inertia
more than anything.

While you can blame the internet, falling retail traffic, and the trends that
all brick-and-mortar retailers have to deal with, in other cases it’s merely a
matter of a brand once being trendy and not adapting to changing tastes.
Nevertheless, it appears evident that one of the major causes of distress is
strategic and that reorganization efforts have done little to reposition
departmental stores in their plans. Certain retailers like Kohl’s and Sears are
finding success with smaller store formats, and J.C. Penney, Macy’s and
Sears all have varying levels of real estate assets that may be monetized.

During the 2016 calendar year the company continued with its reposition-
ing program, which involved (amongst other things) the refurbishment and
repositioning of certain stores within its store-base. The capital investment
made by the company during the 2016 calendar year amounted to ap-
proximately ZAR 60 million, which expenditure was funded, in most part,
by the Shareholder and Loan Creditors who advanced ZAR 49.2m to the
company in February 2016. The company projected, based on historical
trading performance over the winter period, that it would have sufficient
cash to fund both its repositioning program and working capital cycle.

The company experienced a significant drop in turnover (and therefore
profitability) during the 2016 winter season, experiencing weak full-margin
demand by product driven by a combination of competitor discounting,
subdued demand for winter apparel, migration of customer spending pat-
terns to lower-priced product and a general downturn in the economy (and
its resultant impact on discretionary spend and customer appetite).

The above factors materially impacted cash holdings and, when combined
with the pre-emptive curtailment of supplier support via reduced account
limits, led to Management concern as to whether the company would be
able, at a future date, to pay all of its debts as and when they fell due for
payment.

Post exploring new and/or additional funding opportunities and options
with the company’s shareholder and other interested third parties, the
company sought legal and financial advice to protect the company and its
creditors.

The board of the company filed for voluntary business rescue on 28
October 2016 and remains technically in the procedure despite ceasing
operations and disposal of almost all its assets.

Causes of retail insolvencies
As the insolvency industry grapples with the sudden influx of retail fil-

ings, practitioners are slowly unraveling the causes of distress and if anything
can be done to rectify the downward trend. Causal analysis is key to
establishing weather turnaround efforts will result in any long-term recovery
for a distressed firm. If not, liquidation of these businesses may very well be
the best course of action. We will now give some insight into some of the
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major contributing causes for retail insolvencies within the focal
jurisdictions.

Impact of e-commerce
Technology continues to be a key driver in disrupting the retail market.

Significantly, it has altered not only the way consumers obtain goods but the
retail supply chain.

Most obviously, e-commerce platforms such as Amazon.com have can-
nibalized consumer spending from traditional brick and mortar stores. As
mobile platforms and other technologies continue to develop, technology
will continue to drive sales away from brick and mortar stores. This is
particularly true with Millennials — the first generation that grew up with
the internet, social media and mobile platforms. Millennials typically
gravitate to these platforms given the convenience and ease of use. It also
gives them a much higher transparency on the pricing, the quality and the
usability of the products.

Additionally, e-commerce has also driven the price of consumer goods
down and decreased a retailer’s margin on consumer products. For example,
a new phenomenon, is the concept of “showrooming” where consumers use
traditional brick and mortar stores to preview items and then buy the exact
same item later online where it costs much less. Typically, after consumers
have learned the stiff mark-ups in brick and mortar retail, their belief that
goods are overpriced in stores does not lend itself to repeat business in the
brick and mortar store. Thus, despite the significant overhead of brick and
mortar stores, some of these stores are forced to lower their typical product
markup to compete with e-commerce platforms. And, therefore, causing
financial distress to these companies.

Overcapacity
In developed countries, overcapacity in traditional retail brick and mortar

stores continues to remain a problem as consumers either decrease their
spending or shift their spending to e-commerce. For example, retail space in
the United States significantly exceeds that of other countries. In the U.S., it
is almost 24 square feet per capita, compared to 16.8 per capita in Canada
and 11.2 per capita in Australia, according to some reports.18 As a result,
U.S. retailers have used bankruptcy to deal with its leases for store that are
non-performing or underperforming. Particularly, in bankruptcy, a retailer
can reject leases that are above-market and, where a debtor holds long term
below market leases, it may be able to monetize the “designation rights” re-
lated to its ability to assign these leases.

Retailers in Germany are also using bankruptcy to fix its overcapacity
problem by allowing for the termination of long-term contracts with above-
market conditions. Necessary restructuring measures on the workforce can
become extremely expensive and may sometimes only be resolved in a
formal insolvency proceeding.

Similar to the U.S., South Africa has an abundance of malls and a problem
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with maintaining retail occupancy levels as these malls. To address this
problem, and assist with the restructuring of retailers, South Africa’s new
Companies Act imposes a moratorium preventing a landlord from terming a
lease, starting an eviction proceeding, or taking any action to recover rental
arrearages while the company is under a business rescue. Lease contracts are
often suspended as part of these proceedings.

Shift in consumer spending
The retail landscape looks very different today than it did a decade ago or

even a few years ago. There has been a fundamental shift in consumer values
towards experiences, like travel, leisure and dining, and away from the
purchase of material items, such as clothing, accessories, and home products.
A contributing factor to this trend is that millennials are motivated by social
media and the recognition they get from posting images and comments about
their experiences. As a result, a “fear of missing out” on experiences has
driven millennials’ to crave new experiences. And, while millennials have
been the trailblazers of this shift in consumer spending, other consumers are
increasingly making the change and compounding the seismic change in
consumer spending. With respect to the retail market, this had led some
brick and mortar stores to change the “traditional” design of physical stores
to include a more interactive experience. For example, in Germany brick and
mortars stores have started to reinvent themselves by offering the customer
an entertaining shopping experience and giving them a perfect testing
environment for the offered products. Companies that have not, or have been
late to make the transition, continue to suffer distress.

Additionally, as consumer values change, consumers are becoming more
cognizant of the impact consumer goods are having on the environment.
Consumers in the United States and Germany have become more focused on
targeting their spending on products which promote positive impact on the
environment. This has led retailers to rethink the way they manufacture,
package and sell goods to consumers.

Key jurisdiction similarities/ differences
Globally, there are three prevalent common themes in retail bankruptcies
First, many of the retailers who are suffering from financial distress are

the so-called “digital laggards.” These retailers either failed or were too late
to establish an integrated online presence. With the rise of Amazon and other
digitally native direct-to-consumer brands, retailers that cannot adapt quickly
enough inevitably fail to compete. That is because digital native brands can
market directly to and respond much faster to the end users (i.e. consumers)
because they collect data directly from the consumer not intermediaries.

Second, shifting consumer spending to e-commerce has resulted in malls
and shopping centers losing their appeal. As retailers continue to close non-
performing or underperforming stores, large amounts of land remain vacant.
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Third, over leveraged balance sheets and crippling debt of traditional
retailers continues to significantly impact their ability to compete in an ever-
increasing competitive market place.

Conclusion
Retail has undergone significant disruption in recent years with the

industry being transformed by numerous factors including a shift in buying
habits, changing consumer expectations, and over leveraged balance sheets.
There is an ongoing effort to “right size” a company’s retail footprint by
closing unprofitable stores or stores where the margin is too low. Retailers
continue to invest in e-commerce platforms and changing the traditional
concept of retail stores to keep pace with the changing consumer habits—
i.e., to appeal to the millennial generation’s preference for experiential retail.
Over leveraged companies and companies without the forethought or
wherewithal to adapt will continue to suffer distress as the retail market
continues to go through a large and undeniable transformation.
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