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Sleep Country Canada (TSX: 2Z2):
Resilient Retailer Vs. Uncertain Times

Executive Summary:

Sleep Country is Canada’s largest specialty mattress retailer with an
estimated market share of 37% as of 2022. The company has a coast-to-
coast retail network of 289 stores supported by 20 warehouses.

In addition to being the leading brick-and-mortar retailer in Canada, Sleep
Country also owns e-commerce mattress and accessories brands such as
Endy (bed-in-a-box), Hush (weighted blankets), and Silk & Snow (bed-in-a-
box).

In 2022, Sleep Country had revenue of $929 million, out of which 80%
came from retail stores and 20% from e-commerce. In terms of product
revenue, 76% of Sleep Country’s revenue comes from mattresses and the
remainder from the sale of accessories such as pillows, duvets, etc.

While the mattress industry has been in turmoil, Sleep Country has
delivered strong financial performance along with an increasing market
share in Canada from 23% in 2015 to 37% in 2022. This was a result of
consistent investment in the brand, the fall of Sears, which was a major
competitor, and taking share from smaller independent mattress retailers.

Mattress firms performed exceptionally well during 2020-2022. This was
primarily driven by pandemic stimulus spending and the increased focus of
households on home- related expenses as people spent more time at
home. As interest rates started increasing in 2022, Sleep Country’s same-
store sales quickly turned negative.

| believe that the market is currently pricing a severe recession for Sleep

Country. It currently trades at an EV / EBITDA multiple of 5x, which is the
lowest since its IPO in 2015. In addition to acquiring companies at lower

multiples, the management has been smart to use the current valuation

levels to buy back over $50 million worth of stock in 2022.

Using a discounted cash flow model and very conservative assumptions, |
estimate that Sleep Country’s intrinsic value per share is $30, representing
a 30% upside from the current levels.

Sleep

Country

Current Valuation - $Z7Z.TO

Shares outstanding (# mn) 34.8
Share price (21st April 2023, §) 23.2
Market capitalization (% mn) 809.6
Met Debt (S mn) 20.8
Enterprise Value (% mn) 830.4
LTM EBITDA (S mn) 162.8
EV / EBITDA multiple L.1x
5mn 2021 2022
Revenue 920 929
% growth 21% 1%
EBITDA 155 163
% margin 17% 18%

1 ¥r Share Price Performance (5)

35

30

25

20

15

10

5

0 r T
2022-04-25 2022-08-25 2022-12-25


https://www.fairwayresearch.com/
https://twitter.com/FairwayResearch

FAI RWAY Website: www.Fairwayresearch.com

RESEARCH Twitter: @FairwayResearch
Contents

AL INTFOQUCTION 1.ttt s bt e e s ab e e e bt e e e bb e e e bb e e e bt e e sabbeesabeeesabeeesaneeesaneesanneeeas 3

B.  BUSINESS HiSt Oy c oot 3

ORI ool | o= g (o] s = o Tl PRSPPSO PRRPR 5

D Y Y T o Ve [ VA = g o E =T o T PSPPI 6

E. Understanding Sleep CoUNTIY’S BUSINESS....ciiiiuiiiiiiiiiieeiiiiteeeesiiteeessieeeessriareeessbareessssseeeesssasaeeessnsseeessnnsens 8

1. BriCk-and-IMOrtar STOFES ......coouiiiiiiiiie e s e 9

2. L 0o 0 0 0 0 =T ol PP PT S OPPPPPTP 14

F.  Dealing With COMPELITION .iiieiiiieie et e e st e e e s e e e s sabt e e e e sssaeeeeessaeeeesssaeesanns 17

G. How bad €an @ reCession D ... e 20

H. Sleep Country’s Historical Financial PErformance .........coooueiieiiii e e 23

1. RSV LT o TU T ={ 0 1YV o SRS 23

2. o 1=] o K T T TP PP PP UPPPPTPPPRPON 24

3. EBITDA. . ettt ettt h ettt s et e bt e e hb e e bt e s a et et e e e he e e b e e e R et e b e e e h Rt e b e e eae e e beeeaeeebeeeareeneenareenne 26

4, Working Capital and Capital EXPENAItUIES ......ccooccuviiiiiiiiiee ettt e e e e s ara e e e s nareee s 26

5. Return on INVeSsted Capital .......cciviiiieiiiiiee e et e s e e e e e e s ara e e e e s araeeeennnees 28

I |V =T o = T={=T 0 1 1= o PP PP PPTP PR PPPPPPPPPIRt 29

J. Valuation: A recession is already PriCeA iN ...t ee e e e e e e e e e e e e e e s anrraeeaeeeas 32
K. Risks 35

I @0 o [ol [V 1Y (o] o PP P PP RO PPPPPPN 35

Disclaimer: Fairway Research does not hold a position in Sleep Country; however, it may initiate a position in future
without notice. Please do your own due diligence before investing. This report is only for educational purposes and it
not investment advice or a stock recommendation.

Other deep dives are available on www.Fairwayresearch.com.
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A. Introduction

In this report, we take a deep dive into Sleep Country Canada Holdings Inc. (TSX: ZZZ) (“Sleep Country”). Sleep
Country is Canada’s largest specialty mattress retailer with an estimated market share of 37% as of 2022.

For my readers, | want the core takeaways from this report to be a good understanding of Sleep Country’s
business and how the market seems to be overly pessimistic about its prospects.

The main sections of the report are:
Section B: discusses the pre-IPO and post-IPO business history of Sleep Country.
Section D: discusses the high-level structure of the mattress industry in Canada.

Section E: discusses the business of Sleep Country by breaking it down into 2 main segments, brick-and-
mortar, and e-commerce. This section also goes into Sleep Country’s brand.

Section F: discussed how Sleep Country has managed to increase its market share despite other players
struggling.

Section G: tries to understand the impact of a recession on the mattress industry and the implications for
Sleep Country.

Section H: discussed the historical financial performance of Sleep Country including same-store sales growth.
Section J: uses a discounted cash flow methodology to estimate the intrinsic value of Sleep Country.

Figures in the report are in Canadian dollars unless otherwise noted.

B. Business History

Pre-IPO

A gap in the market

Sleep Country was founded in 1994 by Christine Magee, Stephen K. Gunn, and Gordon Lownds with four
stores in Vancouver. Gunn and Lownds were partners in a boutique investment banking firm involved in the
leveraged buyout of mattress manufacturer Simmons Canada. Through their involvement in that transaction,
they realized that distribution channels for mattresses to the customers were not effective. Gunn and Lownds
had known Magee in her days as a banker at National Bank. Gunn and Lownds brought Magee on board, and
together the three launched the first four Sleep Country locations in Canada. By 1996, it had expanded to
Toronto with 19 new stores; by 2001 it had 72 stores. In 2003, Sleep Country converted to an income trust
and raised $120 million in its first IPO.

Quebec Acquisition
In 2006, Sleep Country acquired 5 stores in Dormez-Vous Sleep Centres, a Montreal-based mattress retailer
which was started by Steward Schaefer, who came over to Sleep Country with the acquisition and took over as
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the CEO in 2022. Schaefer admitted that his strategy early on was to imitate what Sleep Country was doing in
the market and bring it to the Quebec market.

The American misadventure

In 2006, Sleep Country also acquired the 32 stores of Sleep America LLC. However, this turned out to be a
misstep as they purchased Sleep America at the peak right before the housing crash. Sleep Country grew
much quicker in Canada as the competition was less intense as compared to the U.S. The company later sold
Sleep America in 2015 for half of what it had paid nine years earlier.

Buyout by private equity
In 2008, the Sleep Country Income Trust was acquired by a group of investors led by Birch Hill Equity Partners
and the company management for $356 million.

Back to the markets
After staying away from the markets for seven years, Sleep Country completed its IPO on the TSX by raising
$300 million and began trading under the ticker symbol (2Z2Z).

Post-IPO

In 2018, Sleep Country acquired Endy, a Canadian bed-in-a-box online retailer. In 2021, it acquired Hush
Blankets, a DTC e-commerce sleep retailer. In early 2023 it acquired Silk and Snow, another DTC sleep retailer.
Most recently in April 2023, Sleep Country announced that it is acquiring the Canadian operations of the U.S.
DTC mattress brand, Casper.

As of December 31, 2022, Sleep Country had 289 company-owned stores in Canada under the Sleep Country
and Dormez-vous brands. The company also has 17 Sleep Country Express / Dormez-vous Express stores in
partnership with Walmart Canada. Sleep Country currently holds an estimated 37% market share in Canadian
mattress retail.

For the year ended December 31, 2022, Sleep Country had revenues of $929 million. The company has around
1,600 full-time associates on its payroll.
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C. Stock Performance

After listing at close to $15 per share in 2015, Sleep Country’s share rose to $41 in June 2017, before sliding
downwards and staying close to $20 during the whole of 2019. In March 2020, Sleep Country’s share fell to
$9.3 per share driven by pandemic store closures, before slowly recovering to all-time high levels of $40-541
per share in November 2021. Sleep Country also delivered one of its strongest financial performances in 2021.
Throughout 2022, Sleep Country’s share steadily corrected on recession fears, falling consumer confidence,
rising interest rates, and a decrease in same-store sales. As of April 19, 2023, Sleep Country’s share trades at
$23.57, with a 52-week high of $29.91 and a 52-week low of $19.66.

FIGURE 1: HISTORICAL STOCK PERFORMANCE
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D. Mattress Industry Landscape

Before understanding Sleep Country’s business, it is important to understand how the mattress industry
works.

FIGURE 2: CANADIAN MATTRESS INDUSTRY LANDSCAPE
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Omni Channel
Omnichannel distribution means that the retailer has a presence in both brick and mortar as well as online.

In Canada Sleep Country is the largest omnichannel mattress retailer with an estimated market share between
35% to 40%. In April 2023, Sleep Country entered into an agreement to acquire the Canadian operations of
Casper, a leading U.S. DTC mattress brand that entered the Canadian market in 2018. LGL Group which owns
the Brick and Leon’s furniture stores has the second largest market share in Canada after Sleep Country.

Other major omnichannel mattress retailers include Ashley, IKEA, and Quebec-focused BMTC Group which
runs the Brault & Martineau store and EconoMax stores. Costco and Walmart Canada also sell mattresses
both through their marketplace websites and stores.

Direct to Customer / Online / Bed-in-a-box

The bed-in-a-box industry was touted as a disruptor of brick and mortar dominated mattress industry. In the
U.S., online mattress retail accounts for $6 billion out of $18 billion in industry revenue. Amazon is the largest
DTC mattress retailer with estimated revenues close to $2 billion, followed by Resident at $600 million and
others such as Avocado Green brands, Saatva, and Wayfair.

In Canada, Sleep Country-owned, Endy, which it acquired in 2018, is the largest bed-in-a-box brand. If we
consider U.S. DTC sales as an indication, Amazon.ca is likely the largest DTC mattress seller in Canada,
followed by Wayfair. Goodmorning.com and Polysleep are other DTC mattress retailers in Canada.

Mattress purchase decision

A mattress is a big-ticket infrequent purchase, and it is difficult to compare models and brands. As per UBS
Evidence Lab, a U.S. survey of 2,500 consumers indicated that 43% of participants bought a mattress online,
while 42% purchased a mattress in a brick-and-mortar store. Another 15% was purchased through both
channels. Since it is such a personal product it is important to test the product before buying it. Customers
often require the help of sales associates, to help select the right model.

An estimated 75% of mattress sales are for FIGURE 3: INCREASE IN MATTRESS AVERAGE SELLING PRICE
replacement. A typical mattress has a life of between 7 Wholesale Mattress and Foundation AUP
to 10 years. However, this figure has been shrinking

over time. The time consumers have kept a mattress rpij::’ 12103
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necessity and not a fashion item, the purchase is 5115
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preferences have also been evolving towards premium
quality and larger mattresses. The mattress industry is e 1994 {998 2002 2006 2010 2014F
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Else than replacement, other triggers for mattress purchase include
buying a new house, starting a new family, getting divorced, or
going to university. Another interesting statistic is that 90% of
purchasing decisions around home goods such as mattresses are
made by women.

Players in the mattress retailing industry compete on various
factors such as store locations, service and delivery experience,
price, product selection, and brand name recognition. It is no
surprise that the most cited factor in the mattress purchase
decision, for both outlets selected as well as the brand purchased,
is price. For retailers, other determining factors include the
selection of products, location, and previous experience.

Website: www.Fairwayresearch.com
Twitter: @FairwayResearch

Mattress Purchase Decision Criteria (%)

price

Competitive Features

price desired

51% 37%

Selection
of
Quality product  Right size
34% 22%

Source(s): TraQline

E. Understanding Sleep Country’s Business

Sleep Country is the largest brick-and-mortar retailer of mattresses in Canada. Its business can be essentially
divided into two parts. The brick-and-mortar stores and the e-commerce business. FIGURE 4 below lays out the

Sleep Country House of Brands platform.

FIGURE 4: THE SLEEP COUNTRY HOUSE OF BRANDS PLATFORM

The Sleep Country House of Brands

(5928 million in Revenue)

Brick and Mortar Stores

80% of 2022 Revenue

E-Commerce

20% of 2022 Revenue

ENDY Hush. steerour

glr{lé% Casper

SieepCountry JoRMEZ-VOUS ? SleepCountry ~ Walmart < (Bggy
O | == vees
“Express WXPress Website & Dreamline Marke! places
Casper
* 289 Sleep Country and Dormez- *  Products sold through Sleepcountry.ca and dormezvous.com
vous (Quebec) stores across * 9 partnerships including Walmart, Loblaws and Bestbuy offering products on marketplaces

Canada { with 20 warehouses)
Online Brands

17 Sleep Country Express and
Dormez-vous Express stores in
partnership with Walmart Canada

6 Casper retail stores acquired in
April 2023 wholesale partners
such as Costco, Indigo, The Bay,
Loblaws Marketplace

15 plus mattress brands sold and
50+ sleeping accessory brands

1,100 sleep experts

76% revenue from mattresses

+  Endy is the leading Canadian bed-in-a-box retailer with estimated revenues of $80-590 million
* Hush sells weighted blankets, bedsheets, pillows and mattresses
*  Sleepout sells portable blackout curtains

+  Silk & Snow’s product offerings include mattresses, furniture, bed essentials and bath lineup (acquired in
January 2023 with annual revenues of $35 million)

* Casper products sold on casper.ca

76% accessories
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1. Brick-and-Mortar Stores

Sleep Country has a coast-to-coast network of 289 stores under the Sleep Country and Dormez-vous (Quebec
only) brands. 12 of these stores are located in malls. It also has 17 Sleep Country Express / Dormez-vous
Express stores in partnership with Walmart Canada. During 2022, Sleep Country’s retail stores generated $747
million in revenue contributing 80% of its total revenue. The retail stores primarily sell mattresses and
accessories such as pillows, duvets, etc. At a consolidated level Sleep Country gets 76% of its revenue from
mattress sales and the remaining comes from accessories. This translates to an average revenue per store of
$2.6 million and revenue per sq. ft. of $531. This compares well to the revenue per store of the Mattress Firm,
the largest mattress retailer in the U.S., which had a revenue per store of $2.3 million in 2021.

SieepCountry |

Sleep Country’s stores are generally about 5,000 sq. ft. and are located close to residential areas. The store
network is curial to the mattress business because most customers still finalize purchase decisions in the store
after trying the mattress. They might shortlist and compare products online; however, the final decision is
generally made in-store.

Sleep Country’s retail network is supported by 20 warehouses across Canada which have over 1 million sq. ft.
of warehouse space.


https://www.fairwayresearch.com/
https://twitter.com/FairwayResearch

FAI RWAY Website: www.Fairwayresearch.com
R E S EAR C H Twitter: @FairwayResearch

FIGURE 5: SLEEP COUNTRY’S COAST-TO-COAST RETAIL NETWORK

BRICK & MORTAR FOOTPRINT

Unparalleled logistics and
289 stable supply chain
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Store / Unit Economics

As mentioned above, a typical Sleep Country store is about 5,000 sq. ft and on average has $2.6 million in
revenue. This translates to revenue per square foot of $531 per year. A new store costs about $460K and
generates revenue of $1.8 million in the first year of operations. The payback period is generally around 10
months. Of course, there can be some cannibalization of sales from existing Sleep Country stores in case of
new stores in existing markets. Even if we assume that a store pays back itself in 12 months, it represents a
return on incremental capital invested of 100%, which is very impressive.

FIGURE 6: SLEEP COUNTRY STORE LEVEL REVENUE

Store Level Economics 31-Dec-20 31-Dec-21 31—Dec-22 FIGURE 7: SLEEP COUNTRY NEW STORE ECONOMICS
Average stores during the year (#) 279 283

Store sales ($ Mn) 596 704 747 1 .79M* $460K Approx

Average revenue per store ($) 21 2.5 2.6 Average first year Average initial 10 Months
Average store size (Sq. Ft.) 4,895 4,895 4,895 annual sales from a investment in new

New store payback

Revenue per sq. ft. ($) 437 508 531 new store opening store period

Strategically superior business model with low capital
intensity, low leverage, and highly efficient cash conversion
provide capital flexibility and strong free cash flows.

Average sales of $1 79M during the first year of new store
opening result in quick payback of less than one year.

Favorable competitive position provides platform for
sustainable growth in Canadian sleep market.

“average first year annual sales for a new store opening is calculated on store openings prior to December 31, 2019 to
remove the impact of Covid-19 on year cne of operations for stores opened after January 1, 2020. The store vintages
included in this calculation are for stores with 12 months of operation for 2018 and 2019.

10
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The Brand

The common theme among retailers is the need to
maintain a brand and the consistent advertising
spend that is required. Sleep Country is already one
of the most recognized brands in Canada. In the ‘90s,
Sleep Country filled the airwaves across TV and radio
with its brief memorable jingle, which was rated as
Canada’s catchiest advertising melody - “Sleep
Country Canada / Why buy a mattress anywhere
else?”.

FIGURE 8: CO-FOUNDER CHRISTINE MAGEE HAS BEEN THE FACE OF
SLEEP COUNTRY SINCE ITS INCEPTION (1999 COMMERCIAL).

From its early days Sleep Country preferred spending
on TV and radio ads as compared to print ads
preferred by the competition. Another unigqueness
about Sleep Country was that co-founder Christine
Magee remained the face and voice of the brand since its inception. A strategic move given the fact that 90%
of purchase decisions for household products are made by women. In 2018, Sleep Country disclosed that it is
able to convert 60% of its shoppers into buyers. An

impressive percentage if true. HOW DO WE KNOW IF THEY'RE 1
ACTUALLY DEAD OR JUST PRETENDING SLEEP COUNTRY CANADA!

Prompt

11
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FIGURE 9: SLEEP COUNTRY’S MEDIA AND ADVERTISING SPEND
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The company is often among the top radio advertisers in local markets. It spends close to 7%-8% of its
revenue on media and advertising. Since Sleep Country is the only mattress retailer in Canada with a national
scale, it also gets efficiencies in national advertising where it buys advertisements from media companies in
bulk.

Monitored data from top-rated radio stations in Toronto, Canada..

8 1 Sleep Country Canada 1108

- 2 1-800-GOT-JUNK? 659

¢ 31 3 Peloton 578
15 4 Casino Woodbine 557

55 B Shoppers Drug Mart 516

16 6 PANDORA 514

6 7 Old Navy 500

56 8 Sunwing Airlines 466

9 Toronto Intl Boat Show 453

- 10 McDonald's 441

It is also an industry tradition for mattress manufacturers to help push local marketing where the retailer’s
brand is advertised alongside. Below are some examples from Simba and Kingsdown.

12
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KINGSDOWN
fanocralted mattresses

.hop‘pinlg ‘;é\)erdfter.

LUXURY
SLEEP OF

the support of up

Simb

CONGRATULATIONS mattress engineered for a perfect night’s sleep.

NORTH AMERICA 00 night trial ot simbasleep.ca

150,000+

five-star reviews

Available in-store ot

Mattress delivery is the key to customer experience.

One of the key features of Sleep Country’s buying experience is delivery. Sleep Country’s deliveries are
generally scheduled within a 3-hour window. Delivery people wear shoe covers to avoid spoiling the floors of
the customer’s houses. This is important in Canada where we have snow covered environment for almost 5-6
months of the year. The delivery personnel can also take the previous mattress for recycling or donation,
along with any packaging materials with themselves instead of leaving them at the customer’s house. This
leaves the customers with a great last impression. Stores such as IKEA do not provide such services with their
delivery. Small independent stores also can’t provide such services due to limited resources. Stores such as
Ashley provide this service for an extra charge. Note that disposing of an old mattress generally requires the
customer to hire a truck and take it to the community recycling center. So, Sleep Country’s delivery service
elevated a real pain point for the customer. In 2022, Sleep Country spent 0.3% of revenue ($3 million) on
recycling and donation of old mattresses.

A Saturated Brick and Mortar Market

Because the Canadian market is saturated, the growth of brick-and-mortar stores will likely be limited. In
2018, the management of Sleep Country estimated that it can have 1 store for every 100,000 Canadians,
which considering the latest population statics as of 2023 would translate to about 390 stores. That is another
100 stores from the current figure of 289 stores. Of course, there are several factors that can have an impact

13
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on this estimate. The management has also identified 80 to 100 Walmart Canada stores for Sleep Country
Express store-in-store concept. Competition from Leons and the Brick, IKEA, and especially the DTC segment
led by Amazon and Wayfair can have a great impact on the market’s appetite for new Sleep Country stores.
Since 2020, the number of new stores opened per year has considerably slowed down. The pandemic played a
significant role in the slowdown.

Sleep Country has recently announced its intentions of revamping its current stores. This revamp is expected
to give more square footage to bedding accessories, which have 10% higher gross margins as compared to
mattresses.

FIGURE 10: NET NEW STORES

17
12 12
5
||I | |

2017 2018 2019 2020 2021 2022

2. E-Commerce

Sleep Country launched its e-commerce division in 2017. Over the next 6 years, through a mix of acquisitions
and organic growth, Sleep Country’s e-commerce revenues have grown to $182 million. Its two main
acquisitions in the e-commerce space were the 2018 acquisition of Endy and the 2021 acquisition of the DTC
brand Hush.

In 2018, Sleep Country acquired Endy which is the largest DTC bed-in-a-box player in Canada. Prior to Endy
acquisitions, Sleep Country had launched its own bed-in-a-box brand “Bloom”.

In 2020, Sleep Country started disclosing its e-commerce revenue. In 2020, E-commerce revenue was $162
million representing 21% of total revenue. 2021 witnessed an exceptional growth of 33% over 2020,
increasing to 24% of revenue. However, as the pandemic resided in 2022 and e-commerce sales decreased to
$182 million, representing about 20% of total revenue. Below we discuss the acquisitions which have driven
this e-commerce push for Sleep Country.

14
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FIGURE 11: SLEEP COUNTRY E-COMMERCE REVENUE
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i. Endy Acquisition (2018)

In 2018, Sleep Country acquired Endy for $89 million. The transaction included the payment of $64 million in
cash and an earn-out of up to $25 million based on profitability targets for 2020. Endy was growing rapidly
with 2018 revenue having grown over 150%. The cash component of the consideration was valued at 12x
Endy’s LTM EBITDA. At the time of the acquisition Sleep Country’s own multiple was ~9x EBITDA. The
acquisition was primarily financed through debt. Endy operates as a separate entity within the Sleep Country
corporate structure. Through the acquisition, Sleep Country wanted to increase its participation in DTC
segment growth and enhance its exposure to the online channel. Endy is currently the leading bed-in-a-box
brand in Canada and is estimated to have revenue of $86 million in 2022.

ii. Hush Acquisition (2021)

In 2021, Sleep Country acquired a 52% interest in Hush which was started in 2017. 90% of Hush’s revenue
came from weighted blankets. It paid $25 million for the majority stake at 9x Hush LTM EBITDA. At the time of
the acquisition, Sleep Country’s own multiple was also close to 9x EBITDA. Sleep Country also agreed to
acquire the remaining 48% by March 2023 at a valuation of 7x LTM EBITDA. The acquisition was financed
through debt. Hush continues to operate as a separate business within Sleep Country with backend support in
form of finance, warehousing, and distribution.

iii.  Silk & Snow Acquisition (2023)

In early 2023, Sleep Country acquired Silk and Snow for an upfront consideration of $24 million. The
consideration represented 5.6x LTM EBITDA. This is close to Sleep Country’s own traded multiple in 2023.
Sleep Country agreed to a contingent consideration of an additional $19.5 million to be paid in 2026 based on
Silk and Snow’s performance during 2023-2025. The transaction was financed through debt and cash on hand.
Silk & Snow had revenue of $35 million in 2022, of which 94% came from mattresses.
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iv.  Casper Acquisition (2023)

In April 2023 Sleep Country acquired the Canadian operations of Casper Sleep Inc. for $20.6 million. Casper is
one of the U.S. mattress industry’s most recognized brands. Casper’s Canadian operations had LTM revenue of
~$40 million with 6 retail stores, Casper.ca website, and partnerships with Costco, Indigo, The Bay, and
Loblaws marketplace. In addition, Sleep Country invested US$20.0M in Casper via a 5-year convertible note,
which will have the option to convert into an ~5% common equity stake in Casper.

FIGURE 12: EV / EBITDA MULTIPLES PAID FOR ACQUISITIONS (BASED ON CASH CONSIDERATION ONLY, EX. CONTINGENT
CONSIDERATION)

12.0x

9.0x

Endy (2018) Hush (2021) Silk & Snow (2023)

Summing up Sleep Country’s acquisition strategy

Sleep Country has made smart acquisitions during the last 5 years. Between 2018 and 2022, Sleep Country
spent $104 million on acquisitions. Year to date, it has already paid $44 million for 2 new acquisitions (Casper
and Silk & Snow).

Whether it is Endy, which has now become the leading DTC mattress player in Canada, or the struggling
Casper exiting the Canadian retail space, Sleep Country has been opportunistic when it comes to buying
companies. In line with the decrease in its own multiple in the market, it has paid reasonable EV / EBITDA
multiples for acquisitions. The higher multiple in Endy might be justified by the astronomical growth it was
witnessing around the acquisition.

Sleep Country also seems to be getting minimal competition for deals. Leon’s, the second largest mattress
retailer in Canada, has not made any acquisition since it acquired the Brick retail chain in 2013 for close to
$700 million.

All acquisitions have generally had an element of contingent consideration which is a good risk mitigation
strategy. Further, all acquisitions have been funded through cash on hand and debt, with no new equity raised
for any acquisitions.
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| will conclude this section on Sleep Country’s business with this quote from management which neatly sums
up the house of brands strategy:

“So Sleep Country stores are a house of brands and these are brands on their own. So we
can bring it in a store-in-store, and that's always a possibility. Or in the eyes of the
consumer because that's what we always look at the consumer lens, is do we want to
create optionality for consumers who want the shopping brick-and-mortar experience. The
experience online for an Endy, Hush and Silk & Snow is also not the same experience on
Sleep Country's websites, and that's by design. The customer segmentations are not
exactly the same thing either, and that's by design.

The price points and the merchandising is not exactly the same, and that's by design. |
mean, we want to expand and grow our customer segmentations and cycles of life and
different demographics. And we think we could do that better with potentially multiple
brands as potential stand-alones. We do think there's an opportunity to do things close to
our stores to bring the power of the traffic into our ecosystem. But again, this is early
days.” - Stewart Schaefer, Q4 2022 Conference Call

F. Dealing with Competition

Mattresses are a tough business.

The mattress industry is tough. Mattress retail is tougher. The Mattress firm, which is the largest mattress-
focused retailer in the U.S. filed for bankruptcy in 2018 and had to close 700 stores. Competition from bed-in-
a-box online retailers and a financial scandal at the parent company level were blamed for the Mattress Firm’s
problems. Most recently it paused its plans to go public again citing volatility in the IPO market.

FRESH,-::"MONEY

nnnnnn

As Mattress Firm struggles, Casper :;IO“:( Casper drove Mattress Firm into
plans to open 200 mattress stores ~ an<"uPtcy
across the US e

SHED WED, AUG 8 WED, AUG 8 2018.1:02 PM EDT

E-commerce in the mattress space isn’t easy either. Between 2011 and 2018 over 100 bed-in-a-box websites
were launched. Casper, a unicorn bed-in-a-box startup launched in 2014, was the leader of the pack. In
February 2020, Casper went for an IPO right before the global pandemic shut down the economy. Bad timing.

According to its latest annual report, Casper reported a net loss of nearly $90 million on revenues of $497
million in 2020. In November 2021, private equity firm Durational Capital Management bought Casper. In April
2023, Casper sold its Canadian operations to Sleep Country.
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Another e-commerce bed-in-a-box retailer, Purple Innovations, has faced a similar fate. The company’s stock
is down from a high of USS40 in early 2021 to US$2.7 in April 2023. The company has a net loss of US$90
million in 2022.

Sleep Country’s Market Share

While all this has been happening in the background, Sleep Country has been growing from strength to
strength. It has managed to consistently increase its market share each year. In 2015, at the time of its IPO,
Sleep Country’s market share was estimated at 23%. By 2022, Sleep Country estimated that its market share
had increased to somewhere between 35 to 40%. While Canada is a much smaller market as compared to the
U.S., the Mattress Firm, only holds a 20% market share in the U.S.

FIGURE 13: SLEEP COUNTRY’S MARKET SHARE IN CANADIAN MATTRESS INDUSTRY
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But how has Sleep Country been able to consistently win market share?

One big push - the fall of Sears Canada

It got one big push when the second largest mattress retailer in Canada, Sears Canada, went out of business in
2017 - 2018. It was estimated that Sears held 15% of the mattress retail market share in Canada. This was
eventually picked up by the remaining players such as Sleep Country. Specialty retailers such as Sleep Country
in the mattress category, Leon’s and Brick in the furniture category, Future Shop in electronics, and Toys “R”
Us are often cited as one of the reasons for Sears Canada going out of business.
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FIGURE 14: CANADIAN MATTRESS RETAIL MARKET SHARE (EXCLUDING QUEBEC) (2015)
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“This year, we see a unique opening in the market with the Sears closures that took place
and benefited us in the second half of 2017. We are proactively responding with targeted
advertising strategies aimed at gaining market share”- David Friesema (Ex-CEO) — Q4 2017

Conference Call

Sleep Country Launches Mall Expansion
Following Sears Canada Closure

By Mario Toneguzzi April 10,2018 ™ 0 < Share n n ﬂ

Winning Market Share from Independent Stores

Sleep Country has also won market share from smaller independent mattress retailers, who do not have the
resources to maintain a strong online presence. These stores especially suffered during the pandemic period
when they were shut down for extended periods of time without any online infrastructure.
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“So as far as, again, market share is very difficult to put your finger on it exactly. It's a bit
of a -- it's a little more opaque. But we -- this is more of an acceleration of what we've
been seeing for a long time. The independent market is probably somewhere between 30%
to 40% of the industry, and they have been giving share up for quite a while. And I think
that continues.

Especially, to your point, they don't have the resources to have as good of an online
presence and so on and so forth. So that's been beneficial.

The other thing is, as a specialty retailer, we may also be benefiting because people would
rather go to a smaller, more intimate store rather than a supercenter or something like
that to do the acquisition of their products. And frankly, fundamentally, | think we've
really done a good job of tapping into the consumers thinking about health and thinking
about sleep and really making it a relevant purchase rather than a grudge purchase. And
we're going to continue to work on that path as we move forward. But it's hard to
quantify it. So | would generally say that it's probably from many different fronts.” - David
Friesema (Ex-CEQ) — Q4 2020 Conference Call

“Well, | would say that we've been seeing the independent market having challenges for
the last few years, and this [Covid] certainly isn't going to help them. And so whether
they're going to -- whether people will go out of business or just be weakened and not able
to be as competitive, that's what we would anticipate.” - David Friesema (Ex-CEO) — Q1
2020 Conference Call

G. How bad can a recession be?

One of the main criticisms of retailers in the current environment is that they were over-earning during covid.
The stimulus cheques flushed consumers with cash, resulting in an unprecedented increase in consumer
spending. Especially for home furnishing products since people were spending more time at home. However,
as interest rates increased, consumer sentiment quickly changed.

Sleep Country experienced negative same-store sales growth of 11% in Q3 and Q4 of 2022. This was in line
with mattress manufacturer, Tempur Sealy which also saw revenue declines of 6% and 13% in Q3 and Q4 of
2022. So, it becomes important to gauge how bad a recessionary environment can get for Sleep Country.
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Mattress Industry typically bounces back from recessions

FIGURE 15: US MATTRESS AND FOUNDATION WHOLESALE MARKET REVENUE

1974-2020 CAGR: 5.5%
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If we consider the period during the 2008-2009 financial crisis, the U.S. mattress revenue decreased from $6.9
billion in 2007 to $5.7 billion in 2009, a decrease of 17.5%. It took the industry another 4 years to reach the
revenue levels of $6.9-57.0 billion. During the 2000-2001 tech bubble, the mattress industry sales were
essentially flat for one year. Also, prior to 2020, the mattress industry had been flat for almost 3 years
between 2017 and 2019. However, none of the other recessionary periods had a material impact on Sleep
Country’s revenue.

How did Sleep Country do during the great financial crisis?

During the 2007 to 2008 period, Sleep Country managed to increase sales by opening more new stores. But
even with the increase in stores, its same-store sales growth in Canada was an impressive 4.5% during Q2
2008. As per Statistics Canada, sales at big mattress retailers slid 12 % in the first quarter of 2009.

If we consider the performance of Sleep Country’s US peer, the Mattress Firm during 2008 - 2009, it witnessed
a same-store sales decrease of 24% in 2008 and another 4% decrease in 2009.
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FIGURE 16: SLEEP COUNTRY’S RESULTS FOR THE 6 MONTHS ENDED JUNE 2008
Results for the three and six months ended June 30, 2008

Second First Fourth ThHird Second | First Fourtn Third | Second |
in thousands except per unit amounts YTD YTD Quarter | Quarter | Quarter | Quarter | Quarter | Quarter | Quarter | Quarter | Quarter
2008 2007 2008 2008 2007 2007 2007 2007 2006 2006 2006
Sales $173,036 | $163,361 [ 91,363 |5 81673|% 89,096 | $104,725 |5 83,497 |5 79864 |$ 87,053 |5 97,757 | § 74652
Cost of Sales 133,393 | $123.734 69,643 63,750 67,469 74,805 62,651 61,083 64,962 69,699 56,152
Contribution Margin 39,643 38,627 21,720 17,923 21,627 29,920 20,846 18,781 22,081 28,058 18,500
22.9% 24.3% 23.8% 21.9% 24.3% 28.6% 25.0% 23.5% 25.4% 28.7% 24.8%
General and Administrative Expenses 25276 | $ 23,653 13,094 12,182 12,141 13,901 12,393 11,260 13,279 13,186 11,131
EBITDA ' 14,367 15,974 8,626 5,741 9,486 16,019 8,453 7.521 8,812 14,872 7.369
Net earnings 9809 |% 10267 |8 5846|% 3963|% 76673 10971 |5 5459)|% 4808|% 5481 |% 9650|% 6,827
Basic earnings per unit® $ 070 % 073]% 0421% 028]|% 055]% 078 | % 039]% 034]% 039)% 069]% 0.48
Cash distributions per unit $ 0.721% 070]% 036|3% 036]% 036]% 035]|% 035]% 035]% 035]% 034]1% 0.34
Payout ratio® 98.9% 87.9% 86.6% 115.4% 69.4% 41.0% 87.4% B88.4% 94.9% 48.8% 121.6%
Total assets $271,413 | $271,050 | $271,413 | $267,370 | $272,794 | $283,435 | $271,050 | $259,716 | $271,396 | $279,255 | $260.818
Total long-term debt (excluding current portion) $ 60224 |$ 60,770 | & 60,224 | § 60,297 | $ 59,953 | $ 59,996 | $ 60,770 )% 51616 | $ 56,322 | $ 55,667 | $ 55671
Number of stores at peried end 205 184 205 199 195 186 184 178 175 167 162
Sleep Country 133 122 133 130 127 123 122 121 120 116 116
Dormez-vous 26 22 26 25| 24 22 22| 18| 17 15| 11
Sleep America 46 40 46 44 44 41 40 39| 38 36| 35
Total Sales Growth 5.9% 17.3% 9.4% 2.3% 2.3% 7.1% 11.8%)| 23.6% 42.2% 51.6% 42.3%
Canada 9.0% 13.6% 12.9% 4.9% 4.8% 8.7% 14.3% 12.8% 23.4% 33.2% 22.2%
United States -3.1% 3.7%| -3.5% -2.6% -2.5% -2.6% -2.5% 10.8% 18.8% 18.4% 20.1%
\
ame Store Sales Growth * -2.7% naj 0.6% -6.0% -4.4% —— nfa nla nla
Canada 1.1% 1.2% 4.5% -2.6% -1.3% 1.7% > 3.8%)| -0.3% 5.3% 12.9% 6.4%
United States -27.0% na -26.9% -27.0% -24.5% -12,1%4-10.6 n/a n/a n/a nla g

While as investors we may say that 2023 is not comparable to 2007-2008, these are still good datapoint to
help us access the downside risk. Another argument is that the current decrease in same-store sales is already
higher than the decrease witnessed in 2008, notching up the risk of 2023 being worse than 2008.

Another data point is the expected growth rate as per the industry body. The International Sleep Products

Association (ISPA) is predicting that the mattress industry in the U.S. will remain flat in 2023 and increase by
5.5% in 2024.

Another indication is the consensus analyst revenue estimates for various mattress manufacturers and

retailers. Most consensus estimates currently project low or slightly negative growth in 2023 and then slightly
higher growth in 2024 and 2025.

FIGURE 17: CONSENSUS REVENUE GROWTH ESTIMATES AS PER KOYFIN

Co. Type 2022 2023 2024 2025

Actual Forecast Forecast Forecast
Tempur Sealy Manufacturer -0.2% 4.0% 5.4% 2.5%
Purple Innovations Manufacturer and DTC -20.7% 2.2% 13.0% 9.3%
Sleep Number Manufacture and Retail -3.2% -2.7% 5.3% 6.0%
Sleep Country Retail and DTC 0.9% 1.2% 4.3%

We will take the above data points and incorporate them into our DCF assumptions in Section J.
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H. Sleep Country’s Historical Financial Performance

FIGURE 18: SLEEP COUNTRY HISTORICAL FINANCIAL PERFORMANCE

Figuresin $ Mn 31-Dec-17 31-Dec-18 31-Dec-19 31-Dec-20 31-Dec-21 31-Dec-22
Ending retail stores 247 264 276 281 285 289
Revenue 587 623 712 758 920 929
% growth 6% 14% 6% 21% 1%
Gross Profit 175 180 223 244 317 341
% Margin 30% 29% 31% 32% 34% 37%
EBITDA (adjusted for cash leases) 97 102 109 124 155 163
% Margin 17% 16% 15% 16% 17% 18%
Stable Free Cash Flow 54 59 58 84 103 113
Working Capital (29) (29) (19) (34) (50) (39)
% of Revenue -5% -5% -3% -4% -5% -4%
Capital Expenditures (28) (27) (35) (18) (24) (17)
% of Revenue -5% -4% -5% -2% -3% -2%
Acquisitions 0 (66) 0 0 (38) 0
Return on Invested Capital (NOPAT) 15% 13% 15% 20% 20%

1. Revenue growth

Sleep Country’s revenue grew from $587 million in 2017 to $929 million in 2022 at a CAGR of 9.6%. In 2022,
76% of revenue came from mattress sales and 24% came from accessories. During the previous 5 years,
mattress revenue grew at a CAGR of 8% and accessories grew at 14%. Out of the total revenue of $929 million
in 2022, 20% came from e-commerce and 80% was in-store sales.

Drivers of revenue growth:

Net new stores: From 2018 to 2022 Sleep Country opened 46 new stores and closed 4 stores. At the same
time, it also relocated or renovated 90 stores. Sleep Country also opened 17 express stores in partnership
with Walmart Canada during 2021-2022. Its average revenue per store grew from $2.1 million in 2020 to $2.6
million in 2022. At the same time, revenue per square foot of retail space was $531 in 2022, up from $437 in
2020 (note that retail stores were closed for part of 2020 due to covid restrictions).
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Same-store sales growth: Sleep Country witnessed exceptional same-store sales growth during the second
half of 2020 and the entire of 2021. But as interest rates started rising in 2022, same-store sales went
negative. Prior to the pandemic, Sleep Country’s same-store sales growth rates had decreased substantially
from the levels witnessed in 2016 and 2017 but had only been negative in 3 quarters.

FIGURE 19: SLEEP COUNTRY’S SAME STORE SALES GROWTH %

SSS Ql Q2 Q3 Q4 Annual

2016 11.7% 12.2% 7.7% 9.6% 10.0%
2017 11.9% 7.5% 7.3% 9.3% 8.8%
2018 5.1% 4.4% 0.2% -2.7% 1.4%
2019 -3.4% 1.9% 0.5% 1.9% 0.3%
2020 -0.9% N/A 14.5% 32.4% NA
2021 19.6% 65.5% 10.6% 3.2% 18.3%
2022 8.8% 15.1% -11.1% -11.5% -1.8%

E-commerce: Sleep Country witnessed mixed e-commerce revenue growth between 2020-2022. E-commerce
revenue increased by 33% in 2021 and then decreased by 16% in 2022.

Sleep Country’s revenue generally has slight seasonality with higher sales in the third and fourth quarters.

First quarter 22%
Second quarter 23%
Third quarter 29%
Fourth quarter 26%
Yearly total 100%

2. Expenses

Cost of goods sold (COGS)

Sleep Country’s COGS before 2020 remained in the tight range between 69% to 71% of revenue. With
exceptional revenue growth during the pandemic, Sleep Country’s COGS as a percentage of revenue has
decreased to 63% in 2022. As per management the increase in gross profit during 2021 and 2022 was driven
by higher average selling prices. Product costs improved from 46% of revenue in 2017 to 42% in 2022. Being
the only national mattress retailer in Canada, Sleep Country must enjoy bargaining power against suppliers
such as Tempur-Sealy and Serta Simmons. Salaries and wages also improved from 15% of revenue in 2017 to
13% in 2022.
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FIGURE 20: SLEEP COUNTRY COGS BREAKUP
For the Year Ended 31-Dec-17 31-Dec-18 31-Dec-19 31-Dec-20 31-Dec-21 31-Dec-22

Income Statement

COGS (411.6) (442.6) (489.1) (513.2) (603.1) (587.6)
% of revenue -70.1% -71.0% -68.7% -67.7% -65.5% -63.3%
Inventory (268.7) (282.2) (321.2) (346.5) (406.4) (387.4)
% of revenue -45.8% -45.3% -45.1% -45.7% -44.2% -41.7%
Salaries, wages and benefits (89.3) (92.4) (97.4) (91.0) (119.9) (122.2)
% of revenue -15.2% -14.8% -13.7% -12.0% -13.0% -13.2%
Occupancy costs - stores (50.0) (55.1) (23.5) (25.0) (25.3) (26.9)
% of revenue -8.5% -8.9% -3.3% -3.3% -2.8% -2.9%
Depreciation and amortization (9.2) (42.7) (44.1) (45.1) (45.4)
% of revenue 0.0% -1.5% -6.0% -5.8% -4.9% -4.9%
Other (3.6) (3.7) (4.3) (6.7) (6.4) (5.7)
% of revenue -0.6% -0.6% -0.6% -0.9% -0.7% -0.6%
Gross Profit 175.3 180.4 223.3 244.5 317.0 341.0
% gross margin 29.9% 29.0% 31.3% 32.3% 34.5% 36.7%

Operating Expenses

Sleep Country’s main operating expenses include media and advertising and salaries and wages. Media and
Advertising have steadily increased from 5% of revenue in 2017 to 8% of revenue in 2022. | think that since
Sleep Country was earning higher margins during 2020-2022 it invested more in its brand and as a result
increased its market share. | also believe that these expenses are discretionary and can be reduced in years
with challenging growth. The second major expense is cash leases which come to about 5% of revenue in
2022. Note that | make a separate adjustment for lease payment from EBITDA since it is a cash expense.
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FIGURE 21: SLEEP COUNTRY OPERATING EXPENSE BREAKDOWN
For the Year Ended 31-Dec-17 31-Dec-18 31-Dec-19 31-Dec-20 31-Dec-21 31-Dec-22

Income Statement

Media and advertising expenses (28.2) (33.7) (52.7) (51.8) (66.0) (74.9)
% of revenue -4.8% -5.4% -7.4% -6.8% -7.2% -8.1%
Salaries, wages and benefits (18.2) (19.9) (24.8) (29.3) (38.6) (42.8)
% of revenue -3.1% -3.2% -3.5% -3.9% -4.2% -4.6%
Credit card and finance charges (13.3) (14.8) (18.6) (17.6) (19.4) (19.9)
% of revenue -2.3% -2.4% -2.6% -2.3% -2.1% -2.1%
Occupancy costs - distribution centres ar (8.4) (8.1) (4.3) (6.2) (9.6) (9.6)
% of revenue -1.4% -1.3% -0.6% -0.8% -1.0% -1.0%
Professional fees (1.4) (2.2) (2.3) (4.4) (11.9) (10.0)
% of revenue -0.2% -0.4% -0.3% -0.6% -1.3% -1.1%
Telecommunication and IT (3.6) (3.9) (5.3) (6.9) (10.4) (11.5)
% of revenue -0.6% -0.6% -0.7% -0.9% -1.1% -1.2%
Mattress recycling costs and donations (2.2) (2.3) (2.3) (3.4) (3.9) (2.9)
% of revenue -0.4% -0.4% -0.3% -0.5% -0.4% -0.3%
Depreciation and amortization (12.4) (5.6) (11.8) (12.8) (15.6) (20.2)
% of revenue -2.1% -0.9% -1.7% -1.7% -1.7% -2.2%
Other (2.9) (3.1) (3.8) (2.5) (2.9) (4.4)
% of revenue -0.5% -0.5% -0.5% -0.3% -0.3% -0.5%
EBIT 84.7 86.6 97.5 109.6 138.8 144.9
% of revenue 14.4% 13.9% 13.7% 14.5% 15.1% 15.6%
3. EBITDA

Adjusted for cash leases, Sleep Country’s EBITDA margin over the last 5 years has ranged between 15% (2019)
and 18% (2022). The increase was primarily driven an increase in gross margin and offset by the increase in
media spending discussed above. | believe the increase in margin during 2022 will likely see a reversal of
around 1% to 2% with long-term margins being in the range of 16%.

4. Working Capital and Capital Expenditures

Working Capital

Sleep Country has maintained a negative working capital during the last 5 years. This is primarily because
Sleep Country’s stores only have a few mattresses in inventory, mostly for showrooming. Sleep Country orders
its inventory on a just-in-time basis once the customer has placed the order with them. Payment to suppliers
generally goes out after 30 days. Over time, Sleep Country has been extending the payment period to
suppliers from 46 days in 2017 to 66 days in 2022.

26


https://www.fairwayresearch.com/
https://twitter.com/FairwayResearch

FM RWAY Website: www.Fairwayresearch.com
RES EARCH Twitter: @FairwayResearch

FIGURE 22: SLEEP COUNTRY WORKING CAPITAL CYCLE (AS OF 2015)

Sleep Country Working Capital Cycle
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to Customer

Day 0 Day 1

e Day 3: Day 3348:
=  Cuslomer Purchase = Mattress Delivered - Pay Supplier
= Cuslomer Payment to Warehouse

30-45 Day Payment Terms from Supplier

“Just-in-time” inventory relationship with mattress suppliers results in
cash flow generated from working capital to fund growth

However, Sleep Country sells accessories on a cash-and-carry model. This means that they need to keep more
inventory in the stores as revenue from accessories increases over time. This has resulted in a bump up in
inventory days from 34 days in 2017 to 61 days in 2022.

Capital Expenditure
Sleep Country’s capital expenditure over the last 5 years has averaged 3% of revenue. Out of this, about 1% is
expected to be maintenance capex expenditure and 2% is growth capital expenditure.
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FIGURE 23: SLEEP COUNTRY CAPITAL EXPENDITURE (2008 TO 2015)

Sleep Country Maintenance and Growth Capital Expenditures (% of sales) ")

= Maintenance = Growth

315 32%
2 9%
26%
1.1%
1.5%
1.2%
2008 2009 2010 2011 2012 2013

Maintenance capital expenditures have averaged 1.0% of revenue from 2008 to 2015

0] Seares Compaiy napo

SieepCountry ;

5. Return on Invested Capital

Over the last 5 years, Sleep Country’s return on invested capital has averaged 17% post-tax and 22.6% pre-tax.
| calculate the return on invested capital using the below formula:

ROIC = NOPAT / Average. Invested Capital
NOPAT = (EBIT — Interest on leases) * (1- tax)
Invested Capital = PP&E + Intangible Assets and Goodwill + Working Capital — ROU assets

All of Sleep Country’s stores are on leases. Accordingly, | consider rent as a cash expense instead of dividing it
up between depreciation and interest as per IFRS-16. For the computation of EBIT, | subtract interest on
leases so that the entire cash rent expense is reflected in the EBIT. | also don’t consider ROU assets as part of
invested capital in order to make an apples-to-apples comparison. | also add back one-time items such as ERP
implementation costs and acquisition-related costs to EBIT. However, share-based compensation is not added
back.
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FIGURE 24: SLEEP COUNTRY RETURN ON INVESTED CAPITAL

Return on invested capital ($ mn) 2017 2018 p1r¥] Average

Invested capital

Assets:

Fixed assets 52.8 65.7 715 68.2 71.7 63.7

Right of use assets - - 263.8 258.2 273.1 263.1

Intangible assets and goodwill 347.8 429.1 442.5 448.3 484.2 488.2

Net working capital (29.2) (29.5) (18.7) (33.8) (50.5) (38.6)

Total invested capital (incl ROU) 371.4 465.4 759.0 740.9 778.5 776.4

Invested Capital W/o ROU 3714 465.4 495.2 482.7 505.4 513.2

Average invested capital (W/O ROU) 418.4 480.3 489.0 494.1 509.3

EBIT (Less Interest in Leases) 84.7 87.1 86.7 99.8 132.4 135.9

NOPAT 63.2 62.4 75.2 96.7 103.0

Return on invested capital % (EBIT Pre-tax) 20.8% 18.1% 20.4% 26.8% 26.7% 22.6%
Return on invested capital % (NOPAT) 15.1% 13.0% 15.4% 19.6% 20.2% 16.7%

.  Management

Steward Schaefer (age 57) took over as the CEO of Sleep Country in 2022. Before that, Mr. Schaefer served as
the Chief Business Development Officer. He took over the reins from Dave Friesema, who left the business
after seven years (2015 to 2021) as the CEO to retire.

Mr. Schaefer, a former commodities trader, has been working in sleep retail for the best part of three
decades. He founded sleep retailer Dormez-vous in 1994, growing the business to a household name in
Quebec with 5 stores, before being acquired by Sleep Country in 2006. Before that, he co-founded Heritage
Classic Beds, a manufacturer, and distributor of iron and brass beds. Mr. Schaefer joined Sleep Country in
2006 as President of Dormez-vous and in 2014 he assumed the role of Chief Business Development Officer. In
his role, he led the Company’s growth platforms and oversaw strategic partnerships and M&A opportunities.
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“] took Polaroids of Sleep Country stores and kept copying what they were doing.” —
Steward Schaefer (2018, talking about the early days of Dormez-vous)

Mr. Schaefer currently holds close to 1.8% of the total share outstanding of Sleep Country on a fully diluted
basis.

Securities Held

Total Market
Value of
Total Common
Common Shares, PSUs
Shares, Stock and Stock Minimum
Common PSUs & PSUsand Options Options  Shareholding Meets
As at Shares!! RSUs!'¥ RSUs Exercisable®® Exercisable!’”® Requirement® Regquirements
March 28, 2022 222619 83,728 306,347 279,352 $9,052,554 2,100,000 Yes
March 30, 2023 267,982 65,465 333,447 304,925 $7,762,646 2,600,000 Yes
Change 45,363 (18,263) 27,100 25,573 (1,289,908)

FIGURE 25: EXECUTIVE COMPENSATION OF SLEEP COUNTRY

Annual
Share-Based | Stock Option- | Incetive P!an All O'therh Total

Awiflrds Based :;.Wards {Nt;r:sEethty Cumpﬁ:‘llsatlon Compensation

Name and Principal Position L }

Year % [-3] % [-3] ] %)

Stewart Schaefer *' 2022 650,000 1,233,741 211.250 565,625 34,297 2,694,913
AT Es 2021 525,000 433,126 144,379 589,050 34,255 1,725,810
2020 486,000 400,955 133,650 548,960 33.229 1,602,794
Craig DePratto 2022 386.250 275,204 91,735 285,887 18,000 1,057,075
e == 2021 375.000 267,167 89.063 352,500 18,000 1,101,730
2020 315,000 189,001 63,000 293,880 18,000 878,881
David Howcroft 2022 490,000 330,750 110,250 435,214 32,494 1,398,708
LT T 2021 450,000 303,746 101,255 507,600 28,871 1,391,472
2020 430,000 257,989 86.000 485,040 30.541 1,289,570
Alexandra Voyevodina-Wang *' 2022 393,381 147,518 49,173 100,000 18,385 708,457
AR E 2021 375.000 140,637 46,873 346,875 9,000 918,385
2020 229.167 141,633 370,800
Lynne Feldman ™ 2022 300,000 82,496 27.508 198,493 18,596 627,093
TR T 2021 250,000 456,427 86.613 182,000 15,410 990,450
2020 97,945 70,741 141,633 310,319

Incentive Plans
Sleep Country’s short-term incentive plans are primarily based on EBITDA performance targets and its long-
term incentive plans are based on basic EPS (75% weighting) and revenue growth (25% weighting).

Corporate Culture
. Sleep Country Canada

Based on Indeed, Sleep Country Canada has the best rating VIR  The Brick

among its competitors in Canada.

3.1 kel yr Yy 783 reviews

Leon's Furniture
3.1 delr ey sy 647 reviews

ﬁﬂ Ashley Furniture HomeStore
Ashley 2.9 Aokokirse 24k reviens

IKEA

3.8 ol vr 107K reviews
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Capital Allocation

Over the last 5 years, Sleep Country’s capital allocation has been fairly balanced across various uses of cash
flows. The company has not raised any outside equity and financial debt has remained at about the same level
as in 2017. The company has invested $121 million in capital expenditure on maintenance as well as opening

42 net new stores and renovating and relocating another 90. It also spent $104 million on two big acquisitions
of Endy in 2018 and Hush in 2021.

In addition to regular dividends, the company also bought back $58 million worth of stock in 2022. The
management rationale for the buyback was that the company was trading at its lowest-ever multiples in the
market. | believe the management of Sleep Country has maintained a very balanced approach to capital
allocation. Instead of opening more and more stores to bump up revenue in 2022, the company focused on a
significantly large buyback, clearly indicating they think that the company is undervalued. The management
has further intentions to carry out buybacks in 2023.

FIGURE 26: SLEEP COUNTRY 5-YEAR CAPITAL ALLOCATION SUMMARY

Z2Z2.TO - 5-Year Capital Allocation Summ 2018 to 2022 Remarks

Opening Cash Balance (December 2017) 23.6

Cash flow from operations (before WC) 725.8

Equity raised -

Debt raised 303.5

Debt repaid (308.5) Debt / EBITDA down from 1.1x in 2017 to 0.6x in
Leases and interest (214.12)

Total 506.8

Reinvested into the business

Investment in working capital (22.9)

Capex (121.3) Spend on 42 new stores, 90 renovated and relocated stores
Acquisitions

Acquisitions (Endy and Hush) (104.4) Acquired Endy (biggest online bed in a box

Returned to shareholders

Dividends (128.6)

Share buybacks (67.7) Bought back shares at the lowest EV / EBITDA
multiple since IPO

Others (6.9)

Total (451.8)

Ending Cash Balance (December 2022) 78.3

31


https://www.fairwayresearch.com/
https://twitter.com/FairwayResearch

FAIRWAY
RESEARCH

J.

Current Valuation

Website: www.Fairwayresearch.com
Twitter: @FairwayResearch

Valuation: A recession is already priced in

For the reasons discussed above, Sleep Country currently trades at the lowest EV / EBITDA multiple since its
IPO in 2015. The market seems to be very pessimistic about mattress companies. The buoyancy seen during
the pandemic has completely faded and a major recession is fully priced it. The concerns are legitimate.
However, is the market overly pessimistic about Sleep Country’s prospects?

FIGURE 27: SLEEP COUNTRY EV / EBITDA

l ZZ7 Sleep Country Canada Holdings Inc. EV/EBITDA (LTM) 5.7x
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To compute the intrinsic value of Sleep Country | use a discounted cash flow model based on very
conservative assumptions. | believe that even using very conservative assumptions the intrinsic value of Sleep
Country is around $30 per share as compared to the current levels of $23 per share, indicating a 30% upside.

Key Assumptions:

1. Revenue: | assume that Sleep Country’s 2023 revenue will decrease by 10% to $836 million and then
stay flat in 2024. Note that this is a highly conservative assumption as in early 2023 Sleep Country
acquired Silk & Snow and Casper’s Canadian operations. Together these two acquisitions should
contribute about $70-$80 million in additional revenue to Sleep Country. Post 2024, | assume Sleep
Country’s revenue will grow only at 3% each year. | assume that Sleep Country does not open any new
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stores. The assumption of a decrease in revenue is also in line with the decrease in revenue witnessed
in the mattress industry during the 2007-2009 financial crisis which we discussed earlier in the report.

Further, given Sleep Country’s close to 40% market share as the only national bedding retailer,
dominant position in the bed-in-a-box category in Canada, opportunistic acquisitions of DTC brands
and competitors (such as Casper) exiting the Canadian retail space, these revenue assumptions are
very reasonable.

Note that my assumption is highly conservative in comparison to consensus analyst estimates which
indicate that revenue is projected to grow by 1% in 2023 and 4% in 2024. To illustrate further, my
revenue estimate for 2027 is below the consensus revenue estimate for 2024.

FIGURE 28: SLEEP COUNTRY REVENUE CONSENSUS REVENUE PROJECTIONS AS PER KOYFIN

Actuals and Consensus

| Annual (FY) | Quarterly (FQ)

Calendar Years CY 2020A CY 2021A CY 2022A CY 2023E CY 2024E
Period Ending Dec-31-2020 Dec-31-2021 Dec-31-2022 Dec-31-2023 Dec-31-2024
Report Date Mar-02-2021 Mar-03-2022 Mar-02-2023 - -

& Income Statement
Sales, Adjusted © 758 920 929 839 9804

Yo % Chg 6.36: 21.45x 0.92:: 1.152 437

2. EBITDA: | assume Sleep Country’s EBITDA margin will decrease to 16% in 2024 and stay at that figure.
Note that this is lower than the 16.9% and 17.5% EBITDA margins witnessed in 2021 and 2022.

3. Maintenance Capex: Sleep Country’s long-term average maintenance capex is around 1% of revenue.
However, | conservatively assume 2% of revenue as maintenance capital expenditure.

4. Discount rate and LTGR: | assume a 10% discount rate and 2% long-term growth rate.

5. Terminal value: My terminal value estimate based on a 10% discount rate and a 2% LTGR implied an
exit EBITDA multiple of 8.3x in comparison to the current traded EBITDA multiple of 5x. So, there is an
implied multiple expansion factored into the valuation.
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FIGURE 29: DISCOUNTED CASH FLOwW
Fairway Research - Discounted Cash Flow

Actual Actual Forecast Forecast Forecast Forecast Forecast

Figures in CAD Million - For the yearended  31-Dec-21  31-Dec-22 31-Dec-23 31-Dec-24 31-Dec-25 31-Dec-26 31-Dec-27

Revenue 920 929 836 836 878 904 931 950
% growth i -10% 0% 5% 3% 3% 2%
EBITDA 155 163 134 134 140 145 149 152
% Margin 16.9% 17.5% 16% 16% 16% 16% 16% 16%
D&A on PP&E and Intangibles 22 26 21 21 22 23 23 19
% of revenue 2.4% 2.8%: 2.5% 2.5% 2.5% 2.5% 2.5%

EBIT 113 113 118 122 126 133
Taxes -26.0% -29 -29 -31 -32 -33 -35
NOPAT 83 83 88 %0 93 98
Add: D&A 21 21 22 23 23 19
Less: Maintenance capex -2.0% -17 -17 -18 -18 -19 -19
Less: Acquisitions (Silk & Snow) -24

Less: Acquisitions (Casper Canada) -21

FCFF 5 43 88 92 95 98 98
% growth

Time period 1 2 3 4 5

Discount rate / PV Factor 10% 0.91 0.83 0.75 0.68 0.62

Long term growth rate 2%

PV of FCFF 39 72 69 65 61

Present value of discrete cash flows 306

Terminal value 1,230 Exit EV / EBITDA Multiple 8.3x

PV of terminal value 764

Enterprise value 1,070 Implied 2023 EV / EBITDA 8.0x

Net debt as of December 31, 2022 (21)

Equity value 1,049

Diluted shares O/s 34.8

Equity value per share 30.1

Share price (April 21, 2023) 23.2
Potential Upside 30%

FIGURE 30: SENSITIVITY ANALYSIS ON DISCOUNT RATE AND LONG-TERM GROWTH RATE (INTRINSIC VALUE PER SHARE)
Discount Rate %

10% 11% 12% 13% 14%
© 2% 30.1 26.6 23.7 21.4 19.5
o 3% 33.2 28.9 25.5 22.8 20.6
5 4% 37.4 31.9 27.7 24.5 21.9
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K.

Risks

Low management ownership: Schaefer owns less than 2% of the company. However, it is important to
note that he has been in the mattress space for almost 30 years now. Not only does he have the
experience of starting his own mattress business, but he has also been part of Sleep Country’s senior
executive team since 2014. His incentive plan is focused on EBITDA, EPS, and revenue targets. This
lowers the risk to an extent.

A longer road to recovery in consumer sentiment: Interest rates and inflation might take a while to
come down to a more reasonable level.

Multiple rerating from 5x EBITDA to 8x EBITDA might take longer than expected or might not happen
at all.

Conclusion

Sleep Country dominates the Canadian mattress retail space with a 37% market share, a national brick-
and-mortar presence, and a well-known Canadian brand.

It also has a significant presence in the e-commerce DTC space with brands such as Endy, Hush, and
now Casper.

The mattress industry is resilient and typically bounces back from recessionary periods within a few
years. Industry association and consensus estimates are projecting flat sales in 2023 with higher
growth coming in 2024.

The company is currently trading at a historically low EV / EBITDA multiple. The market has fully priced
in a recession. The company’s management took this opportunity to buy back $57 million worth of
stock in 2022.

My discounted cash flow model using conservative assumptions indicates that Sleep Country’s intrinsic
value should be at least $S30 per share. This represents a 30% upside from the current share price of
Sleep Country.
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