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Research Update:

Mattress Firm Holding Corp. Upgraded To 'B+' On
Improved Operating Performance And Debt
Reduction; Outlook Stable

Overview

e Mattress Firm Hol ding Corp. continues to exceed our perfornmance
expectations and reduce debt faster than we antici pated.

e W are raising our corporate credit rating on the conpany to 'B+ from
'B'.

e W are also raising our issue-level rating on the conpany's termloan to
"B+ and on the conpany's asset-based revolver to 'BB given our recovery
ratings that remain unchanged.

 The stable outlook reflects our viewthat Mattress Firmw Il continue to
gai n market share and realize synergies fromits Sleep Train and ot her
acquisitions in the coming year.

Rating Action

On Sept. 24, 2015, Standard & Poor's Ratings Services raised its corporate
credit rating on Houston-based specialty bedding retailer Mattress Firm
Holding Corp. to 'B+ from'B'. The outlook is stable.

Concurrently, we raised the issue-level rating on the conpany's termloan to
"B+ from'B . The '3' recovery rating i s unchanged and indicates our
expectation for meaningful recovery in the event of a paynment default at the

| ower end of the 50%to 70% range. W also raised the issue-level rating on

t he conpany's asset-based revolver to 'BB from'BB-'. The '1' recovery rating
i s unchanged and indicates very high (90%to 100% recovery in the event of a
paynment default.

Rationale

The upgrade reflects the conpany's credit netrics have strengthened ahead of
our expectations prinarily because of EBITDA growth and debt pay down using
internal |l y-generated cash. Mattress Firmpaid $55 million in revolver and term
| oan borrowi ngs from excess cash flow during the second quarter of 2015, with
continued strong top line gains fromnew and acquired stores. This is offset
with drag on EBI TDA margi ns fromincreased nmarketi ng and product costs as the
conpany enters new markets but we expect those investrments to result in
continued profitability growh [ong term

Through the latest quarter revenues were up 61.2% on account of unit growth
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and conparabl e-store sales (conp) growh of 2.8% (versus a strong 9.7% growth
in the second quarter of 2014). A 3.3%increase in average unit price drove
conp growm h and was partially offset by a 0.5% sane-store unit decline. Gowth
fromnew units reflects acquisitions totaling 668 stores in 2014 and 71 new
stores in the second quarter of 2015.

We believe Mattress Firm s strategy to grow via acquisitions remains

ef fective, though recognize it has already doubled its store count in the past
two years, and nore than doubl ed sal es and reported EBI TDA bet ween 2011 and
2014, taking share fromsnaller regional players. After nine acquisitions

t hrough 2014, we believe the conpany is now focused on integration and small
bolt-ons for the rest of the year. W also expect Mattress Firmto continue to
achieve sales |lift fromconverting underperform ng Mattress Discounters &

Sl eep Country stores (West Coast) to the Sleep Train banner, with 92 of 167

al ready rebranded. O her assunptions in our forecast for fiscal 2015 incl ude:

* US real GP growth and real consuner spending growh in the | owsingle
digits, helping drive lowsingle-digit growh in discounter transactions
as pent-up dermand noder at es

e More than 40% sales growh reflecting net new stores partly from
acquisitions as well as increased store productivity;

* Flat gross margin but an increase in EBITDA margin fol |l owi ng 2014 margin
decline from nmarketing and ot her investnents;

* No share repurchases in com ng year; and

e About $15 million annual acquisitions starting 2016.

Post -acqui sition, Sleep Train continues to do well with | ow double-digit conp
growth. Mattress Firm has executed even on this |larger integration
effectively, with limted rebannering, already realizing $10 mllion of the
$20 million of synergies originally expected by 2017. Overall, we believe the
conpany's negative working capital nodel to fund growth and purchasing
advantage relative to regional chains has hel ped Mattress Firm continue
generating stronger free cash flow and credit netrics, resulting in an

i nproved financial risk profile.

Overall, we do not expect the conmpany to pursue significant nmergers and
acquisitions in the comng two to three years, assuming $15 mllion for small
annual bolt-ons. Mattress Firm has already del everaged to 4.3x in the 12

nmont hs through the |latest quarter from5x follow ng the acquisition. W expect
| everage in the high-3x area, interest coverage in the nid-4x range, and funds
fromoperations (FFO to debt of 18% by fiscal year end.

Liquidity

Liquidity is "adequate", indicating that Mattress Firm should be able to
wi t hst and adverse narket circunmstances over the next 12 nonths while

mai ntai ning sufficient liquidity to neet its obligations.

Principal Liquidity Sources:
* Bal ance sheet cash of $10.6 million as of the second quarter of 2015;
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 Availability under its $125 nmillion revolver, with no borrow ngs through
| atest quarter; and
e Cash funds from operations of $160 mllion

Principal Liquidity Uses:

* Modest debt anortization;

 Capital expenditure of $110 nmillion 2015 and about $90 million annually
thereafter; and

e Use of excess cash for bolt-on acquisitions, assuned to be up to $15
mllion annually,

O her relevant aspects of the conmpany's liquidity, based on our criteria, are

as follows:

W believe liquidity sources will exceed uses by at least 1.2x or nore
over the next year

« W expect net liquidity sources to be positive, even if forecasted EBI TDA
declines by 15% and

e Light maturity schedule and no issues anticipated with credit facility
covenant cushi ons.

Outlook

The stabl e outl ook incorporates our assessnent that Mattress Firm s credit
netrics and market position could continue to inprove over the next year if

t he conpany can continue to successfully integrate acquisitions and reduce
debt ahead of our expectations. However, we believe execution risk is a najor
factor that could derail this aggressive strategy into new geographies,
specifically related to the conpany's ability to maintain its margin profile
as it grows. We also remain cautious on the industry's particular

vul nerability to econom c headw nds.

Downside scenario

We could lower the rating if performance falls significantly bel ow our

proj ections because of flat sales and margin contraction. Under this scenario,
revenue growth would slow significantly and gross margin would shrink nore
than 100 bps, with | everage approachi ng 5x, acconpani ed by tightened
liquidity, flat free operating cash flow, and interest coverage bel ow 3.0x. W
could also lower our rating if the conpany takes on additional debt to fund
anot her sizable acquisition in the next year

Upside scenario

To consider an upgrade, Mattress Firm woul d deliver perfornmance well ahead of
our expectations, with revenue growmh 10 to 20 percentage poi nts ahead of
expectations and gross margi n expansi on of nore than 100 bps. At that tine,

| everage would be in the low 3.0x range, interest coverage would be in the 6x
range and FFQ debt would be in the high-20% area. W consider this scenario
unlikely in the next year given acquisition integration and potential for
further deals as part of the conpany's expansion strategy.
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Ratings Score Snapshot

Corporate Credit Rating: B+/Stable/--

Busi ness Ri sk: Weak

» Country Risk: Very Low

e Industry R sk: Internediate
 Conpetitive Position: Wak

Fi nanci al Ri sk: Aggressive
* Cash Flow & Leverage: Aggressive

Anchor: b+

Modi fi ers:

« Diversification: Neutral (No I|npact)

e Quality of Capital Structure: Neutral (No I|npact)
 Liquidity: Adequate (No | npact)

 Financial Policy: Neutral (No Inpact)
 Managenent and Governance: Fair (No | npact)

* Conmparable Rating Anal ysis: Neutral (No Inpact)

Recovery Analysis

Key analytical factors

e Qur recovery analysis incorporates a sinulated default scenario that
contenpl ates a default occurring in 2019, which occurs because a
significant decline in econony, increased costs, ineffective ability to
manage growth, and a step-up in the conpetitive environnent

« That said, we assume the conpany woul d enmerge from a bankruptcy event and
that | ender recoveries would be naximzed with the conpany as a going
concern, and have val ued the conpany using a 5x nultiple applied to our
proj ected energence-| evel EBI TDA

e The recovery rating assigned to Mattress Firm Holding Corp.'s $125
mllion asset-backed I ending (ABL) facility reflects both the senior
position of the facility, the first-lien collateral pledge that includes
wor ki ng capital assets, estinmated ABL borrow ngs on the path of default,
and the inpact of our estinmated energence val uation

» The recovery rating assigned to the $720 million secured termloan
reflects a conbination of the estinated enmergence val ue remain follow ng
the satisfaction of priority clains in conjunction with the facility's
first-lien collateral pledge

Simulated default assumptions

Standard & Poor's sinulated default scenario contenplates a protracted decline
in the econony with an associ ated decline in consumer discretionary incone

| evel s, which all leads to | ower spending by consuners on beddi ng products and
a steep decline in conmpany sales and margins. Additionally, our default
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scenario incorporates a significant increase in conpetition and an
unprofitabl e expansion in adjacent markets.

Qur sinulated default scenari o assunes:

e Availability under the ABL of approximtely 60% which takes into account
the springing fixed-charge covenant that we think would apply in a
di stressed scenario. It also assunes an estimate for the conpany's
borrowi ng base and the ABL is fully drawn up to the assunmed | evel of
avail ability;

« LIBOR increases by about 175 bps by 2019, our assunmed year of default; and

e Margin on the ABL revol ver increases by 100 bps, reflecting the sinmulated
credit deterioration under our scenario and the fees or increased pricing
associ ated with obtaining a waiver/anmendnent of financial covenants

 Estimated gross EV at energence: $525 million

e Sinul ated year of energence: 2019

 EBITDA at energence: $105 nmillion

« EBITDA nmultiple: 5x

Simplified waterfall

* Net EV after 5% administrative costs: ~$500 million

* Valuation split % (obligors/nonobligors/unpl edged): 100/0/0
e ABL and Priority clains: $76.8 million

e Termloan facility claims: $705.4 mllion*

e --Recovery expectations: 50% 70%

Al'l debts anmpbunts include six nmonths of prepetition interest.

Related Criteria And Research

Related Criteria

» Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
I ssuers, Dec. 16, 2014

* Revised Revol ver Usage Assunptions For Recovery Analysis In Corporate
Ratings, Nov. 20, 2014

 Met hodol ogy For Applying Recovery Ratings To National Scale |ssue Ratings,
Sept. 22, 2014

e Group Rating Methodol ogy, Nov. 19, 2013

e Corporate Methodol ogy: Ratios And Adjustnments, Nov. 19, 2013

e Key Credit Factors For The Retail And Restaurants |ndustry, Nov. 19, 2013

e Corporate Methodol ogy, Nov. 19, 2013

 Managenent And Governance Credit Factors For Corporate Entities And
Insurers, Nov. 13, 2012

Ratings List

Upgr aded
To From
Mattress Firm Hol di ng Corp.
Corporate Credit Rating B+/ St abl e/ - - B/ St abl e/ - -
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Mattress Hol di ng Corp.
Seni or Secured

US$720 mi| term bank I n due B+ B
2021

Recovery Rati ng 3L 3L
US$125 mi | asset-based revol ver bank BB BB-
In 2019

Recovery Rati ng 1 1

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.com and at ww. spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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