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THE RETAIL SECTOR: AN OVERVIEW

Sales growth has been slowing down quite sharply over the past two years.  Like for like sales slipped into minus territory towards the end of the last year. Consumer confidence has also declined and it has been fairly depressed since the last quarter of 2003.

Retail price inflation has been very low for a long time now and the rate of disinflation has been steep, so that we are now very firmly in minus territory – which reflects the level of discounting we now see in virtually every product market.

· Retail sales in the UK during February rose 0.6% on a like-for-like basis against a weak comparative in February 2005, when sales had fallen. 

· The three-month trend rate of growth weakened in February to 0.9% from 1.1% in January for like-for-like sales, but rose to 4.2% from 3.6% for total sales, reflecting the continued growth of retail space. 

· Spring/summer ranges had a slow start, with footfall down and consumers often still in a winter mindset. Clothing and footwear showed some uplift in the final week, but were still difficult overall.  Food sales improved, helped by Valentine’s Day, after a flat January. 

· With consumer confidence still weak amid concerns about personal finances, shoppers remain wary of committing to larger housing-related purchases. 
POLICY & REGUATORY CHALLENGES

The retail sector is currently dealing with a raft of policy and regulatory issues which either add to our cost base or just make life more difficult:

· There’s the National Minimum Wage, which went up 5.9% from October this year.

· The upward trend in retail crime.

· The Waste Electrical Products Directive which requires retailers either to take all electrical products back in store or find another approved way of disposing of them.

· The Great Obesity Panic and the healthy eating agenda.

· The Government’s attempt to combat binge drinking.

· And finally the relationship between the big supermarkets and their suppliers.

PROPERTY COSTS 

There have been considerable increases in the costs associated with property occupied by retailers over recent years and at a time of falling sales for many businesses, property costs continue to rise above inflation: 

· Rents: Between 1998 and 2003 the rental value of retail rose by £2.9bn to over £13.5bn. Rental growth has continued to rise by 4% annually over the past two years, or a further £1bn bill by 2005/6.  While a competitive market, the limited supply of accessible retail property (principally a product of the planning system) has driven up rents in prime locations. 

· Rates: The revaluation of the rates has brought with it a £500m plus increase specifically to the retail sector with an overall liability in excess of £4.5bn.  As rates are a product of rents, the sector has been badly hit, compounded by relatively small changes in liability to other business sectors.   Further increases have been experienced by the implementation of the self-funding small business rate relief and the Government’s decision to increase the business rate yield by 9.6% in 2005/6.

· Service Charges: Service charges in managed shopping centres are up by 7% on average but by as much as 20% in some locations.  Both landlord and tenant representatives have agreed that the issue of ‘transparency’ is fundamental to a good landlord/tenant relationship.  This is of particular importance in the area of service charges, where the BRC is concerned by the failings of landlords to provide service charge budgets and reconciliation statements in time.  We believe that landlords need to manage this cost base more efficiently and deliver savings which can then be passed onto retailers.
· Energy: Over the last twelve to eighteen months retailers in the UK have seen a massive hike in their energy bills, with BRC members reporting increases in 2006 of between 40 per cent and 50 per cent on average.  With energy prices continuing to soar, it is now apparent that the autumn 2005 price spike was not an isolated incident and there is every indication that the failure by some EU Member States to deregulate their energy markets will result in further increases in energy costs for UK businesses. 

Market conditions are forecast to cause costs to rise further, as is expected in the case of rents and energy costs.  Many of the cost increases demonstrated would be difficult to manage in a positive economic environment.  In the current depressed climate, retail businesses large and small are facing extreme financial hardship.  Retailers struggle to pass these costs onto the consumer in this difficult environment and consequently find their profit margins squeezed even further.  

WHAT’S DRIVING THE RETAIL PROPERTY MARKET?

Location has always been a key driver of success in retailing but it is now absolutely critical.  Consumers want shopping facilities which are easy to get to, have good parking facilities and cover the widest possible range of product categories.

Simultaneously, over the past twenty years, retailers have been developing progressively larger store formats with lower running costs than stores in the more traditional high street locations. Hence the focus of investment on out of town and edge of town retail parks and shopping centres. But planning restrictions have put a premium on these sites and generated a lot of competition between retailers for leases.

Retail parks have been the biggest growth area and now account for one third of all retail sales. The advantage to retailers is their relatively high level of space productivity, and with 2 to 3 million square metres of space in the pipeline, retail parks will carry on growing for a while yet.  Shopping centres are also doing well and there are still around 5 million square metres of space in the pipeline.

Retailers, especially the big supermarkets, are focusing their portfolio development on large, low-cost formats.  This is partly due to cost pressure and partly to their expansion into non-food markets.  Around a third of supermarket sales are now in non-food categories and these sales are growing by over 10% a year.  Some of these products take up a lot of space – hence the growth of the hypermarket format.

The key background for grocery retailers, therefore, will be in large format stores of 40,000 square feet and over.  And this is likely to generate even more migration of consumers away from high streets, especially in those towns where the quality of the retail offer is already uncompetitive and declining

COMMERCIAL LEASES: HOW HAS THE CODE OF PRACTICE FAILED?

If we use the 2002 Code of Practice for Commercial Leases as the benchmark for Best Practice it is clear that commercial leases are failing to meet current retail requirement. We now have a very detailed report from Reading University which looked at how effective the Code of Practice has been up to now, specifically in delivering those changes which retailers really want to see. 

What did the Report from Reading University find?

Lease length

Some progress – 60% of new leases across the whole commercial sector are now for 5 years or less.  But the average length in retailing has come down much more slowly and it’s still 12 years. 

Even shorter leases aren’t necessarily a positive sign – some tenants see them as the only way of mitigating the rigidity of the other terms and conditions.


Assignments and sub-leasing

Little evidence of change.  While the true extent of assignment and sub-letting depends on whether you talk to landlords or tenants, the conditions attached to these provisions where they do exist are often restrictive.  For example, Authorised Guarantee Agreements are a standard condition, despite the Code’s provision that they should be applied only where the assignee is of lower financial standard than the assignor.  This effectively ensures that the landlord continues to get at least the same rent as he did before the lease was assigned.  So he has a double guarantee of his rent from both the assignor and the assignee.

Upward Only Rent Reviews

Upward only rent reviews are still universal.  While the use of alternative types of reviews such as stepped rents and indexation is infrequent and not increasing.  Nor has the average review period of five years changed.

Reading’s final verdict is that awareness of the Code is limited and even where it is known about, its impact on lease negotiations is negligible.
WHY ARE COMMERCIAL LEASE TERMS SO UNSATISFACTORY FOR RETAILERS?

First, the wording of the Code is such that any landlord or agent can drive a coach and horse through it with very little effort.  For example, the provision on the duration of leases simply says that the landlords “should consider” offering tenants a choice of length of term.  In most cases, the hurdle of compliance is low.

Second, lease negotiations are usually conducted by agents acting for the parties themselves, whose main priority is to close the deal and earn their commission.  The first thing they do is settle the rent.  So they’re not interested in looking at a range of differentially-priced option because these would mean higher rents and this could complicate the negotiations.  In this sense the Code is viewed as a destabilising influence.   Neither side will upset a deal just because the landlord won’t give way on upward only reviews.

Third, you can’t have a voluntary code if you don’t have enough volunteers.  There are thousands of landlords who don’t know about the Code and they don’t want to know.  In fact, it is more than likely that if the Government hadn’t got involved, this Code would never have been put in place at all.  It was only the threat of legislation which brought the landlords to the negotiating table, not any conviction of the need for change.

Finally, the plain fact is that if one party to a negotiation has a built-in advantage, he doesn’t normally give it away.  Upward only reviews are embedded in the system because:

· they represent an income stream which continues to increase through every stage of the economic cycle, and there aren’t many of those around.

· they have contributed to the relatively high value of commercial property in the UK.

· and they’ve reduced the landlord’s risk in financing new retail investment relative to the retailer’s risk.

You only have to spell out these advantages to realise how difficult it will always be to persuade landlords to give them up voluntarily.

A “2006” CODE OF PRACTICE FOR COMMERCIAL LEASES

Even though the 2002 Code has clearly failed to meet the expectations of retail tenants - the property industry has been given a third chance in just over 10 years to get things right. The Government sponsored Code of Practice for Commercial Leases Working Group reconvened this month, once again under the chairmanship of Philip Freedman, and has been set the task of updating the Code.

Break clauses

Break clauses are commonly full of traps – and not just for the small retailer. Large, well represented tenants are often caught out when trying to operate a break and these disputes end up in court all too often.

If a break clause is conditional on compliance with lease covenant, it is impossible for the tenant to comply with every last obligation.  With covenants such as repair, no tenant can ever be said to be in full compliance – there is always something that needs doing.

Compromises such as 'material compliance' are also very difficult to police - how do you decide what is 'material'?

Even conditions such as paying the rent are tricky – for example the cheque might go astray.  In the case of service charge, there may be a late demand, or a genuine dispute, meaning that the tenant is not up to date with his payments.

For the landlord, insisting on payments being up to date will concentrate the tenant's mind and understandably the landlord doesn't want to chase the tenant for payment once the tenant has left.  But why should a small matter such as an outstanding service charge payment mean that the tenant can't break his lease and is locked into another 5 years?   

Repairs

A tenant with a short term lease shouldn’t be required to pay towards major structural repairs.  Repairs liabilities can be a particular trap for smaller retailers and the potential liability, if say the roof needs replacing during the terms of the tenancy, can be very great.

Where the property is damaged e.g. by flooding or terrorism (for which the landlord may or may not be able to insure) then the tenant shouldn't have to pay for the repairs.   If the tenant had to do this, he would in effect be landlord's insurer.  The tenant has a short term interest in the property whilst the landlord has the capital asset. 

Insurance

Insurance is another area where transparency is key. Insurance premiums should be "competitive" and should be made available to the tenant on request. The commission landlords receive can sometimes be a considerable sum of money and the tenant should know about it.

There is often a good reason to stick with a particular insurer even if it’s not the cheapest (for example continuity or good relationships).  Also, many landlords have a block policy to cover all or many of their buildings.  If this is the case then an explanation should be provided.
Assignment & subletting

This is an area where we really need to see some movement (and soon) or the Government will consider that legislation is the only option. 

Since Reading, a consortium of BPF members has produced a deceleration on subletting and signatories are now promising to allow tenants to sublet at market rent.  This move is welcomed but we will have to wait and see whether the good practice in this area will filter down to the large number of landlords who are not members of the BPF.

Alterations 

Requiring the consent of the landlord to make small changes to shop layout, for example moving a small internal wall, does nothing for landlord/tenant relationships. In the end, securing consent does not normally prove a problem.  But it does take time and there is nearly always a cost.

The landlord shouldn't care about minor items such as this; it makes looking after the property very difficult for the tenant if he has to get (and pay for) consent for the smallest thing.

Right of renewal

Unless there are good reasons to the contrary, all leases should be granted within the renewal provisions of the 1954 Act.  

Firstly, the Act has been in existence for more than 50 years, and will inevitably be relied upon by the market.  If there were no renewal rights, tenants might be forced to take longer leases, to achieve greater security of occupation.  The consequence of that would, by definition, result in a longer liability for rent rates service charges etc, and would produce serious adverse consequences in any situation where the particular premises have become surplus to requirements, and possibly not easy to dispose of.

There is an added complication here in that the closer one came to the end of a lease with no renewal rights, the less likely it would be that an assignee would be prepared to take them on, unless the landlord was prepared to cooperate, in granting an entirely fresh lease.  Since there could be no guarantee of that, premises which became surplus to requirements would be likely to remain empty and no better than a drain on the tenant's resources.  A further consequence of no security of tenure would be that the tenant will inevitably consider carefully the extent of its fit out, and the costs of that, as well as the period during which such costs had to be written off. 

Service charges

Service charges are invariably one of the most common causes of dispute between landlord and tenant.  In a long-overdue attempt to improve this situation an RICS led committee of service charge experts are now finishing work on a new Code of Practice for service charges.

Both landlord and tenant representatives have agreed that the issue of ‘transparency’ is fundamental to a good landlord/tenant relationship.  This is of particular importance in the area of service charges, where we are concerned by the failings of landlords to provide service charge budgets and reconciliation statements in time. 

The new Code advocates transparency and for the first time recognises that service charge managers are spending the overhead of other companies and therefore have a duty to communicate with the occupiers and advise them in the event that a service charge forecast is substantially outside the annual budget

Enforcing good practice in this area has proved problematic in the past - and we are keen that this time round the Code has some teeth. 

This Code, much like the Code of Practice for Commercial Leases, is now the third attempt in 10 years to improve the service charge.  BRC members are now of the view that the Code must have RICS Guidance Note status to ensure greater implementation by surveyors.

It is also essential that all new leases and all renewals are drafted to match this new Best Practice document.  Unless this happens, the pattern of lease renewal means that, as an industry, we will never manage to modernise service charges. 

WHAT DO RETAILERS WANT FROM THE PROPERTY INDUSTRY?

Flexible lease terms so that selling space can be adapted or disposed of in order to:

· develop new ideas in merchandising, layout, décor and in making shopping easier and more stimulating for customers.  A lease typically defines the tenant’s flexibility and too many of them are still too restrictive.

· react to local shifts in retailing activity which mean customers are being attracted elsewhere and which require a response from retailers who will otherwise lose out.

· this might well involve disposing of redundant selling space, so the tenant’s right to assign or sub-let at a rent which reflects local conditions can be critical.

· and both the Government and local authorities are now very keen to persuade retailers to re-invest in those high streets where there’s been serious deflection of sales to newer shopping centres.  So the terms on which leases can be taken will be a very big influence on investment decisions.

All this boils down to rebalancing risk and making it less biased in favour of landlords. Given the continuing inflation in those costs which retailers can’t control, it is even more important for them to get a grip on those which they can do something about.
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