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> STALWARTS ROUNDTABLE
FIRE IN THE KITCHEN: AN APPETITE FOR CHANGE PUTS
THE RESTAURANT SECTOR UNDER SIEGE

At the 2018 M&A Advisor's Distressed Investing Summit in Palm Beach, an
expert panel convened to discuss changes and challenges in the restaurant

and casual dining business. Keith Maib, senior managing director of Mackinac
Partners, moderated the discussion with Jeff Krause, a partner at Gibson Dunn;
Bob Rycroft, managing director of TDn2K; Seth Herman, senior vice president at
Jefferies; and Dimitri Cohen, managing director with Raven Capital.

In this dynamic roundtable, our discussion centered on the following topics:
* Declining sales in the restaurant sector
* Restaurants emulating retall
« Pitfalls in restructuring restaurants
* Romano’s Macaroni Grill

We hope the report is informative and proves valuable to you. And, as always,

Presented by we encourage you to share your thoughts and predictions for the restaurant

g m Mackj@gg sector with us.
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Introduction

At the 2018 M&A Advisor's Distressed Investing Summit in Palm Beach Keith Maib, senior

managing director of Mackinac Partners, chaired a Stalwarts Roundtable discussion titled “Fire In

The Kitchen: An Appetite for Change Puts the Restaurant Sector Under Siege.”

The panelists were as follows:

Keith Maib, senior managing director, Mackinac Partners

Jeff Krause, a partner, Gibson Dunn

Bob Rycroft, managing director, TDn2K

Seth Herman, senior vice president, Jefferies

Dimitri Cohen, managing director, Raven Capital

There are multiple options now in the restaurant and casual dining sector, from chains and food
« ) . trucks to home replacement meals, supermarket-prepared food, fast food, convenience stores, and

We're adding

restaurants at
a pace that's
faster than
population
growth.”

- Bob Rycroft
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fine dining eateries.

But issues similar to those that have plagued retail businesses in malls, which have experienced
declines in traffic because of online shopping, are also taking their toll on the restaurant industry,
particularly casual dining.

“| do think this space is in trouble from the standpoint of full oversupply,” said Dimitri Cohen,
managing director of Raven Capital.“Until there's a right-sizing of supply and demand, you're going
to continue to see brands that only existed because there were no other options before, really go
away and not offer anything that's differentiated to the customer”

Declining Sales

The restaurant industry is broken down into six segments, from quick service all the way up to
fine dining, said Bob Rycroft, managing director of TDn2K (Transforming Data into Knowledge),
which provides insights about restaurant industry data.“In all honesty, all segments are struggling in
today’s marketplace,” Rycroft added.“Sales have been down in 2016 and 2017. It's a tough market.
Every segment has got its own problems. Overall, | think you can probably find the cause is that
we're overbuilt. We're adding restaurants at a pace that’s faster than population growth.”

He continued, "l think a lot of it is an overcapacity issue, which puts companies and brands that are
a bit weaker financially at risk because you have this steady fallout of top-of-the-line customers....
Hopefully, they've got enough balance sheet headway or financial resources to weather this slow
attrition of customers, because it's a difficult environment.”

Issues That Affect Restaurants

Restaurants, especially restaurants that lease their premises, are a lot like retail in that they have to
deal with landlords. In the restaurant industry, the suppliers are key, and in most cases, they have to
be paid. Some of the suppliers have special priority under a federal law called PACA (Perishable
Agricultural Commodities Act). As a result, the secured lender is not actually first in line; the
vendors come ahead of the secured lender.


http://www.mackinacpartners.com/

NINN

THE M&A ADVISOR

FIRE IN THE KITCHEN: AN APPETITE FOR CHANGE PUTS THE RESTAURANT SECTOR UNDER SIEGE

“From a capital
markets
perspective,
valuations are
quite rich. Even
in casual dining,
if one were to
just focus on the
median line, one
would say, ‘Oh, this
is a little bit north
of the historical
average.”

- Seth Herman
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In the restaurant industry, a key issue is the increase in minimum wages. Restaurants also have to
contend with massive turnover of employees, most of whom stay for less than a year.

So much of a restaurant'’s success depends on the nonfinancial piece of labor, said Rycroft. “Today,
labor is an incredibly important element in the success of restaurants. People are finding it very,
very difficult to get and maintain staff. Unemployment is at an all-time low, turnover is at an all-
time high.”

Keith Maib, senior managing director of Mackinaw Partners, said, the whole labor picture,
particularly in the unskilled labor sector, is something we all ought to be paying an awful lot of
attention to right now."A growing economy always puts pressure on the availability of labor.
Higher-wage jobs in construction and manufacturing versus the service sectors are putting
dramatic pressure on the casual dining sector from the labor perspective.”

Rycroft noted that, number one, a restaurant needs a relevant brand message and long-

term focus. Restaurant management also needs the ability to build a community but must be
sure to staff the restaurant with good people.“It all starts from the top, with people creating
relationships,” he said."In today’s environment, folks want to be associated with a company that
does more than just serve meals, or widgets, or whatever. They want to have a purpose. They
want to work for a company that has meaning. And | think that management teams that can
create that environment, create and maintain that culture—and it's not a short-term deal, it’s a
long-term focus—are the ones who we think are successful.”

Rycroft emphasized the link between performance and service: “Service, more so than food or
beverage or even ambiance. So it's incredibly important to put focus on people, to make sure the
service is there, and it can deliver on the brand promise,” he said.

Another important element in the restaurant and casual dining sector is technology—the way
restaurants operate internally and the way eateries communicate with their customers online,
through loyalty programs and social media. Rycroft noted that on social media, brands have largely
lost the ability to create their own content, and the content is being determined by the online
community.

Despite a strong economy in recent years, chain restaurants have not prospered.“‘Our database
tells us that comp sales, while they were up modestly in 2014 and 2015, were actually down in
2016 and 2017,and so farin 2018 as well," Rycroft said.

He pointed out that there are pockets of strength out there, and there are some restaurant
brands that are doing quite well.“Fine dining is doing pretty well,” Rycroft said."In terms of the
marketplace, there's been certainly a marked movement from traditional casual sit-down dining to
healthier or perceived healthier or higher quality. Think Smashburger or Five Guys, with a special
emphasis on speed and convenience.”
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Valuations

From a capital markets perspective, valuations are quite rich, said Seth Herman, senior vice
president at Jefferies.“Even in casual dining, if one were to just focus on the median line, one
would say,'Oh, this is a little bit north of the historical average,” Herman said.“But it is very much
a market of haves and have-nots. From a private market perspective, which is really what matters
in these stressed and distressed situations, | think that's probably even more the case.”

“You're seeing multiples of ten times-plus, but with struggling brands, it's an entirely different
market,” Herman said. “Capital is very selective in the current market environment. And that’s
something that kind of plays into how you go about trying to find capital to either effectuate
some sort of runway extension strategy or during the course of full-blown restructuring.”

Restructuring Restaurants
Following retail store closings, a number of national and retail restaurant chains have announced

“When it comes
to restructuring,
the restaurant that you can liquidate.You have some asset you can grab onto to. [But] when restaurants close,

sector is even ' the food perishes very quickly. There is no inventory and the assets are hard to come by.We find
maore Chauen9| ng equity owners that are more willing to help guarantee there are not assets to hold onto it. We

significant store closures in an effort to right-size operations.When it comes to restructuring, the
restaurant sector is even more challenging than retail, Cohen said.“With retail, you have inventory

than retail.” create a bespoke structure for deals because it's hard to restructure; there isn't anything you can
- Dimitri Cohen grasp and securitize against.”

Nor does a restaurant have much there when you liquidate it, Cohen added. Whereas a retailer
can have a going-out-of-business sale, and secured lenders can think they're going to get most
of their money back from that liquidation, in a restaurant case, if you wind up liquidating a lot of
restaurant equipment, the secured lenders are not very secure.

Romano’s Macaroni Grill

Romano's was a fast-casual dining establishment with about 140 stores, some of which were
not making money. As a result, it needed to close those doors.This resulted in landlord
claims that couldn't be dealt with out of court.“Ultimately, even though we got about

70 percent of the landlords to agree to out-of-court restructuring, the 30 percent that
wouldn't [agree to it] forced us to file a Chapter I|,” said Jeff Krause, the co-chair of Gibson
Dunn’s restructuring group.

“We went through Chapter | | in about four months. We had some issues with employment
litigation-type claims, trying to block the confirmation, but ultimately confirmed the plan
financed by Regan Capital, and [Romano’s is] now out and operating about 90 of the 140

Presented by stores they started with,” Krause said.
5: (l Mackinac “The bankruptcy let us shed a lot of liabilities that we just didn't need, closed stores that

had heavy leases and created operating expenses that the business was hurt by,” said
Dimitri Cohen, managing director of Raven Capital. “Now, we are focusing on not just
cutting costs; we're also focusing on new revenue streams, a third-party delivery, which is
really helping the business grow. People like comfort when it's cold out, and so instead of
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“Based on the
increase in
mMinimum wades
and the fact
that there are
more restaurant
seats than there
is demand for
restaurants, there
will be more ..

.. out-of-court
liquidations and
filings in the
years to come.”
- Jeff Krause
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going to Romano's Macaroni Grill, you can have Macaroni Grill delivered to your house. And
that's what happened.”

In addition to Romano’s, a significant number of other restaurants have ended up in Chapter
|| cases. Last year, Joe's Crab Shack wound up in a bankruptcy proceeding after sales
dropped. "l think, based on the increase in minimum wages and the fact that there are more
restaurant seats than there is demand for restaurants, there will be more ... out-of-court
liquidations and filings in the years to come,” Krause said.

“We try to focus on brands that still have value,” Cohen said."“The real thing that we
look for is a management team that has experience, has done it, and has worked with us
potentially more than once, because we know how they react when there's bumps in the
road—and there's going to be bumps in the road.”

Raven was able to come up with a creative package in the Chapter || financing.“In the
restaurant business, the leases and the liquor licenses are among the most important
valuable assets you've got,” Cohen noted."In some jurisdictions, they are very valuable; if
you close a store and sell the liquor license, it can bring hundreds of thousands of dollars.
The leases themselves cannot be subjected to a lien. So you have a collateral package that is
not everything that you need to run the restaurants and not all of the valuable assets.”

For franchised restaurant chains, the franchisor is ultimately going to need to buy in to
whatever the restructuring plan is. All the creditors are going to have to be taken care of,
which means that secured lenders are effectively in a situation where other creditors are
ahead of them, as a practical business matter. They can’'t assume they're just going to get all
of the value of the property except in liquidation—and the other way that restaurants are
different from retail is that a restaurant liquidation is always a bad outcome, Rycroft said.

Labor Issues

Another labor issue has arisen when people who receive tips are paid a reduced minimum
wage because they get a tip credit. This trend was demonstrated in three Chapter | | cases
in which a group of class action plaintiffs’ lawyers filed Fair Labor Standards Act claims for
the allegation that people were getting paid the tipped reduced minimum wage for time
that they were not working a tipped job.

“I wish there was a magic solution to some of the labor issues,” Rycroft commented, “but

if we take a look at some of the successful organizations, unfortunately, this is not the kind
of thing that you can turn around on a dime because so much of it is a company’s culture.
It's the way the brand expresses itself; it's the way that leadership interacts with the people
on a day-to-day, week-to-week, month-to-month basis. And so many companies that are
trying different things don't have the time to do some of the things that take long-term to
establish: trust, a relationship, knowing that I've got your back, knowing that I'm going to take
care of you to the extent that | can.”
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Conclusion

Another major challenge restaurants are facing is that menu prices are increasing at a much
quicker rate than the prices of food items at grocery stores. This situation is adding to the
competitive pressure for restaurants, as preparing food at home has become more attractive
from a cost perspective, resulting in lower footfall.

This challenge, together with online food shopping and higher labor costs, will accelerate the
trend toward more restructurings in the restaurant and casual dining industry.
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Video Interviews

To watch exclusive M&A Advisor interviews with these industry experts on
“Fire In The Kitchen: An Appetite for Change Puts the Restaurant Sector Under
Siege,” click on the following images:

Dimitri Cohen
Managing Director
Raven Capital

Jeff Krause
Partner
Gibson Dunn

Bob Rycroft

Managing Director
TDn2K
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Symposium Session Video

To watch the Stalwarts Roundtable discussion titled “Fire In The Kitchen: An Appetite
for Change Puts the Restaurant Sector Under Siege” click on the image below:

D'S FOREMOST M&A, RESTRUCTURING Fire In The KitChen:
NC IL(.JE\HHT.\HH‘(_)F‘,(]“\\\ZAIIUN THE & ADVISOR An Appetite for change
Puts the Restaurant

g E
- f Sector Under Siege
s
A %

4
- ﬂ\

=

Presented by


http://www.mackinacpartners.com/
https://youtu.be/RPHeu57ru_w

m FIRE IN THE KITCHEN: AN APPETITE FOR CHANGE PUTS THE RESTAURANT SECTOR UNDER SIEGE
THE M&A ADVISOR

Contributors’ Profiles

Dimitri Cohen is a Managing Director with Raven and has nearly |2 years of experience sourcing,
analyzing, and managing investments across a variety of industries and asset classes. Mr. Cohen
focuses on investment origination, underwriting, execution, and portfolio management. Prior

to joining Raven, he was a Senior Research Analyst at DDJ Capital Management, where he was
responsible for investments in the gaming, lodging and leisure, food and consumer products
industries across the loan, high yield, mezzanine, private placement and distressed strategies.

Prior to joining DDJ Capital Management, he was a Senior Research Analyst at Seawall Capital

Dimitri Cohen , , ,
Managing Director Management, a long-short credit-focused hedge fund. Mr. Cohen began his career as an Analyst in
Raven the investment banking division of Wells Fargo Securities, where he spent three years in corporate

finance advising clients on public and private offerings and mergers and acquisitions. Mr. Cohen
received his BS from California Polytechnic State University.

Seth Herman is a SeniorVice President at Jefferies. Mr. Herman is a senior member of Jefferies’
Recapitalization & Restructuring group. Mr. Herman has over 9 years of investment banking
experience, focused on recapitalizations, restructurings and distressed M&A. Mr. Herman joined

Jefferies in 2014. Prior to Jefferies, Mr. Herman was aVice President in the restructuring practice

P at Moelis & Company. His transaction experience spans a range of industries including restaurant,
"h retail, consumer, power, healthcare, media, mining and business services. Mr. Herman received his
Seth Herman MBA with High Honors from the University of Chicago Booth School of Business and BA with

Senior Vice President Highest Honors from Emory University.
Jefferies

Jeffrey C. Krause is a Partner in the Los Angeles office of Gibson, Dunn & Crutcher. He currently
serves as Co-Chair of the firm's Business Restructuring and Reorganization Practice Group. He
has a broad corporate restructuring practice and has handled significant debtor and creditor

: committee representations, as well as representations of acquirers of assets from chapter | |

: debtors, lessors and secured and unsecured creditors. He is a fellow of the American College of

_ }‘ Bankruptcy, and was named Bankruptcy and Creditor Debtor Rights/Insolvency and Reorganization

Lawyer of the Year 2017 for Los Angeles by Best Lawyers. Mr. Krause attended the University of

Jeffrey C. Krause California at Los Angeles, where he received his BSS. in Economics in 1977, and his JD.in 1980, Mr.

Partner
Gibson, Dunn & Crutcher Krause served on the UCLA Law Review, and was elected to the Order of the Colf.
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Keith Maib

Senior Managing Director
Mackinac Partners

Bob Rycroft

Managing Director

TDn2K

Keith Maib is a Senior Managing Director with Mackinac Partners and co-leads the firm'’s practice
providing restructuring, turnaround, financial advisory and interim management services. For the
past 10 years, Keith has worked closely with Jim Weissenborn, the firm’s founder and managing
partner, building Mackinac into one of the preeminent organizations serving middle market
distressed companies and the financial community that provides their capital. Over his 30-year
career, Keith has played a lead role in the restructuring and turnaround of many high profile
companies through complex transactions, including Colt Defense, Logan's Roadhouse, AgFeed
Industries, Zale Corporation, Lomas Financial Corporation, Lincoln Financial Corporation, Acordia,
PennCorp Financial Group, RSL Communications, Sunterra Corporation, Norwood Promotional
Products and Playpower. Mr. Maib graduated from the University of Kansas and is active in many
professional and charitable organizations. In 2014, Keith was inducted into the Order of Saint
Andrew the Apostle and is an Archon of the Ecumenical Patriarchate of Constantinople.

Bob Rycroft is Managing Director at TDn2K™ | a Dallas-based insights and analytics company
serving the restaurant industry. He joined TDn2K in 2013 and heads the company's Advisory
Services team where he works with companies to identify and interpret data that is critical to
improving operating performance. Bob has more than 25 years of experience in the restaurant

industry, with key roles in finance, development, marketing, strategy and operations. He's a Chicago
native and earned his undergraduate degree in business at the University of lllinois - Chicago and
his MBA from Northwestern University.
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About the Sponsor

Mackinac Partners

Mackinac Partners is an award-winning restructuring, turnaround management and financial advisory
firm with offices in Boston, Chicago, Dallas, Detroit and Los Angeles. Our core services include
turnaround and restructuring, interim management, bankruptcy, brand and financial performance
improvement, global business intelligence and security, investigations, due diligence, litigation support,
dispute advisory, and M&A advisory services. Mackinac Partners provides deeply experienced,
dedicated turnaround and restructuring professionals with extensive C-level and operating
experience.We deliver innovative strategic and restructuring solutions that allow our clients to
overcome liquidity and operational challenges, improve competitiveness and performance, achieve
increased profitability and growth, reduce risks, and drive value for stakeholders.

* Turnaround Management & Financial Restructuring

* CRO and Interim Management

* Strategic, Operational and M&A Services

* Business Intelligence, Security, Investigations and Dispute Advisory

For additional information, visit: www.mackinacpartners.com. For specific inquiries, please contact us

at (248) 258-6900 or email us at: http://www.mackinacpartners.com/contact/.
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About the Publisher

The M&A Advisor

The M&A Advisor was founded in 1998 to offer insights and intelligence on M&A activities. Over
the past twenty years we have established a premier network of M&A, Turnaround and Finance
professionals. Today we have the privilege of presenting, recognizing the achievements of and
facilitating connections among between the industry’s top performers throughout the world with a
comprehensive range of services. These include:

M&A Advisor Summits and Forums. Exclusive gatherings of global “thought leaders.”

M&A Market Intel. Comprehensive research, analysis and reporting on the industry.

M&A.TV. Reporting on the key industry events and interviewing the newsmakers.

M&A Advisor Awards. Recognizing and rewarding the excellence of the leading firms and professionals.
M&A Connects. Advanced business development for key influencers and decision makers.

M&A Deals. The global deal-making platform for M&A professionals.

M&A Links. The industry’s largest network of M&A, financing and turnaround professionals.

Upcoming Events

Distressed Investing Summit and Awards Gala — Palm Beach, FL — March 27/28, 2019

Global Corporate Growth Forum and International M&A Awards — New York, NY — June 5,2019
Emerging Leaders Forum and Awards Gala — New York, NY — September 17,2019

Corporate Growth Forum and Corporate Development Awards Gala — London, UK — October, 2019
M&A Advisor Summit and Awards Gala — New York, NY — November 19,2019

For additional information about The M&A Advisor's leadership services, contact Liuda Pisareva at

Ipisareva@maadvisor.com.




