Executive Summary

Furniture Brands International, established in 1921, has been one of the leading

residential furniture manufacturers in the U.S. They distribute and market their products
through a network of independent retailers, interior designers, and mass merchant stores. Over

the life of the company, FBN has been one of the leading residential furniture manufacturers
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in the United States, yet FBN has seen rapid financial decline over the last decade.

In order to overcome liquidity and inventory issues, we recommend that Furniture
Brands International focus on the high-end furniture line. FBN has been forced to markdown
large amounts of old inventory that has not been sold, the majority of which consists of low-
end products. The subsidiaries that produce luxurious furniture, such as Thomasville, have
had positive profit margins, while the company has been unable to sell its low-end inventory.

Another struggle FBN has had to deal with has been inefficient manufacturing, and
high storage costs. They have been forced to markdown large amounts of old inventory that
FBN has been unable to sell. In response to this, we recommend outsourcing the
manufacturing process through contract manufacturing in China to solve FBN’s expensive

— e . i
manufacturing costs. They could be exposed to new growth markets while cutting costs and

streamlining production.

We believe that a combination of goncentration of investments and outsourcing of

production should solve Furniture Brands International’s company issues.
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Furniture Brand International was a top furnlture manufacturer in North America up

until 2006 leading up to the financial crisis of 2008, where the furniture manufacturing
industry saw a plummet in profits across the board. “Like most retailers of household goods,
the industry has been negatively impacted by lower home ownership, reduced disposable
income and stronger external competition.” (IbisWorld) As the economy rebounded, the
furniture manufacturing industries in developing countries grew at remarkable rates, which
has created increased competition within the furniture industry. However, this did not stop the
,Fi vt af puh
US industry 5.2%1n 2011. “In 2012, the US housing market began to look up after
years of stagnation. Low interest rates, higher demand, lower inventories, and rising consumer

confidence combined to boost the beleaguered housing market.” (Euromonitor) This helped \9

the US furniture industry to rebound and grow. Unfortunately, Furniture Brand International %\ J‘ X

did not rebound along with the rest of the housing market, with net profits at a loss of a close \,) Q\‘V\
to $400 million and still held at a loss of around $40 million for the next three years. Because v
of this period of prolonged loss on the bottom line, FBN is having issues with keeping a \A\) \Q_
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cient number of its assets liquid. Unable to sell product, FBN has “both inventory days

and accounts receivable days...relatively high”(LexisNexis). One other problem FBN has 6}’ '

encountered is an inability to keep expenses low with the drop in profitability. With the Q]“
FBN’s inability to make a profit, lower expenses, or improve its liquidity, it is obvious that a
number of serious changes will need to take place is FBN is to once again be a profitable, and

competitive company.
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Recommendation 1: Focusing on High Margin/High Revenue Brands

Selling the subsidiaries of Furniture Brands International struggling to improve
margins and developing a solid brand identity is a necessity for the acquiring company.
Furniture Brands Internatronal |s currently producrng and sellin under twelve different brand
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names, and

spreading therr productron so thin they are exposrng themselves to lower

margins due tdlin c‘r"gased/ coset 6‘? producing each brand. The benefit of selling the brands as
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opposed to liquidating them would be monetary in nature as seen by the following scenarios. ¥

N

N

Y
S

In the first scenario an acqurrlng c mpany called YXY” rchajis the entire firm of Furniture
b A3V —ﬁh

Brands International for $ OI\/IM an then sells off all subsidiaries except Thomasvrlle\
Gt

Henredon, and Broyhill. They will continue operations on each of the remaining brands, incur

cash inflows from the sale of the nine other brands, and then improve margins by reducing U“’ [{) lﬂf (
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manufacturing expenses that were ‘increased due to higher production costs. Each additional V M ﬁJ‘\e

brand either increases expenses or reduces throughput by increasing the amount of machinery 0 9"% )
switches that must occur in a factory to produce the individual brand or by forcing the firm to
open entire new production facilities to produce each brand. Of course the decisions on which
brands to keep and which to sell would depend on the effects of cannibalization, which had

Comnert. A
the Iowest venues or lowest margins, and which brands bring more value by being sold

rather than kept. In order to determine selling price of each brand several metrics would need
to be calculated. The firm would need to determine which multiple they would like to use

(most likely a revenue or brand equity multiple) and then see which comparable brands have _> aﬂ
W (cgardles¢
sold similarly in the past few years. In scenario 2, no one wants to buy these brands and the

e

sale goes wrong. Even if this is the case, the acquirer of FBN would more than likely improve

overall sales and margins by liquidating a majority of its brands until the firm was to a more
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manageable size. By reducing the number of brands, essentially merging brands into a few

same branmi_as opppsed to a large amount of different ones, the firm is reducing the needed
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capltal associated with each brand and increases margins because of it.

Another consideration with the focusing of FBN’s image into a couple of specific
brands is how the public markets would perceive the company. It appears that in the furniture
space, favorable valuations are not dependent on the region that a company IS operating in
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within the furniture manufacturing industry. For example, on a P/E basis La-Z-Boy currently

has the most favorable market valuation yet they fall in the middle of Furniture Brand

International’s peer set when it comes to price point. Additionally, on an EV/TTM EBITDA
Nt qr¢

basis Ethan Allen has the most favorable valuation despite their price range being in the

middle of the road as well. The main conclusion that can be drawn from the public market

statistics is the fact that investors are more concerned with a history of cash flows and
operational success than the specific subsector that the firm is located in. That being said, it
also appears that investors prefer a focused company as opposed to what Furniture Brands
International currently is operating as where they produce under a variety of different labels.
Thetefore, our thought is that under a more focused number of labels operating in a more
concentrated region of the market Furniture Brands International will not only have more

operational success but they will also realize multiple expansion through the public markets.
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Recommendation 2: Outsourcing of Manufacturing to China

Due to the increasing international pressures and the rise of the manufacturing
| _ _ AN _
industry in developing countries, many furniture manufacturers have been turning to cost-
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cutting measures to try to compete. Unfortunately, sometimes these cuts are not enough. -

————

Q : W\\j'? rying to compete with lower labor costs can lower profit margins without doing much to
help increase the movement of inventory. The majority of furniture manufacturing companies

in developed countries have moved some part or all of their business to developing countries,
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particularly China. Production costs of furniture in China is about 20 times cheaper than those

of America or European countries. (European Business & Innovation) Outsourcing production
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to China has helped China become the largest furniture producer in the world, and as a result,

many segments within some of China’s massive industrial parks that have been specialized

for furniture manufacturing.

Furniture Brands International should outsource its manufacturing processes to the #
@:why +4i Dac) @:WPIIANY ) corshy| ik, he VLT
Chinese industrial park Chengdu, which is located in the center of China. Chengdus one ofh\/ 1
hi™g
jhe top five locations of furniture manufacturing and distribution in China/ The majori fL" IH) 7

per-stream IMAUSITY activities, suchas woods growing, boards processing, and furniture

upholstery, and down-stream industry activities, such as packaging, logistics, and sales, all
occur in or near Chengdu. This allows for smaller transportation costs, cutting costs beyond
lower labor costs. With thirteen universities and various research institutions and vocational
colleges in Chengdu, including the University of Electronic Science and Technology of
China, research and development between the universities and furniture manufacturers is
common, leading to some of the most advanced factories in the world being located in

Chengdu. (European Business & Innovation)
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Chengdu has a superior transportation system that has been cultivated for the
manufacturing industry. Chengdu has a large railway system, with the 4 major railways and
freight trains passing through. The Ministry of Railway is also investing billions of yuan to
continue expanding this system. Chengdu has eight major highways and 10 freeways, two of
which of the highways lead to the sea. This helps Chengdu reach any part of China easily

through the road. Chengdu also has 3 large river ports within 180 miles, making coastal cities
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easily accessible. (European Business & Innovation)

~

With these transportation channels, Furniture Brands International would have

increased access to distribution networks in growing markets with lower transportation costs.

C

While China’s furniture manufacturing industry has grown at a dramatic rate, its rapid

urbanization has created an even larger increase in furniture consumption rates. Russia has the
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11th largest furniture market and its furniture consumption rate is continuing to grow. It is the

9th largest furniture importer in the World, with its imports from China as its largest growing
sector. (Huier) This would also lead to more access in the developing countries of Southeast
Asia that recently have had phenomenal economic growth. To compliment the lower cost of

transportation to the Asian, Pacific Islands, and Russian furniture markets, the expansion of

the Panama canal also means lowered transportatlon costs to Amerlca in the future
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Furnlture Brand Internatlonal should only outsource its manufacturlng process. This
will create higher profit margins that can be channeled into better marketing, sales, and other
pertinent parts of its business. FBN should hire a contract manufacturer in Chengdu, while
continuing to upgrade and enhance its internal processes and image.

A potential downside that most companies face when outsourcing is a loss of

customers who insist on buying American-made furniture. However, with increasing funding
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and focus on marketing, FBN could keep those customers through effective marketing

campaigns. Those marketing campaigns would be targeted at showing American patriotism,

particularly through supporting American troops.’\:l'.gﬂ /\’Cl\\\\j ?(ZU@{Z/‘}"Z 45%

After FBN has finished outsourcing its manufacturing process, it should have lower m/j ’/

costs overall, higher profit margins, and a larger distribution network. This will help it have ()N(fﬂﬂ,),]_)

larger profit and move more inventory. CO W'\X/ ,_‘;‘75 W) J /A
\O e N\ CEe.

Conclusion

FBN’s financial position has been bleak for a while now, with decreasing operating
cash flows, high expenses, and losses on their bottom line for the last few years. However,
there is still potential to save the company, and revert it to its once successful state. FBN has
struggled with liquidity, debt, costs, accounts payable, inventory issues, and their bottom line
taking an enormous hit. The only way all of these issues can be resolved is to fix the issue of
profitability. There are many ways that can FBN can recover, but the most obvious financial
solutions seem to focus on high-end products, and outsourcing manufacturing. While these
solutions do come with some risks, these same risks are far outweighed by the benefits. Also,

the potential downsides of both solutions seem quite improbably in our opinion.
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Appendix A: Company Overview
Furniture Brand International Inc. is a U.S. residential furniture company that is
currently filing for chapter 11 bankruptcy. This company has over 5,600 full-time domestic

employees and 3,500 non-domestic employees. _xhe company currently has 12 recognizable

provide information_ about t ofitabili niture brand competes in a

rent brand Z
highly competitive arket against competitors-such as: La-Z-Boy Inc., Ethan Allan Inc.,

Ashley Furniture Industries Inc., and many other residential furniture industries. Furniture
Brand International dates back over 100 years when it was known as International Shoe
Company which eventually turned into Interco Inc. Interco Inc. was known for buying many
different businesses such as apparel, footwear and in 1980 Interco added furniture as one of
its major divisions. After a spin-off from Interco in the 1990s, the company changed its name
to Furniture Brand International.

On September 9, 2013, Furniture Brands International filed for Chapter 11
bankruptcy. The company has listed $547 million in assets and $550 million in debt. The
company is currently trying to restructure |t peratrons As of November 7, 2013, Furniture

< VA Ve

brand is currently trying to sell many of |ts divisions to the highest bidder. As of now the

highest known bid is $280 million by KPS Capital Partners LP. There are many other
interested parties such as Oaktree Capital Management and Samson Holding Ltd. which has a
9.5 percent holding in the company.

The company is currently trading at $0.56 per share, and has not made a profit since

2006 with a history of declining profits through the recession. According to FBN’s annual
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report the company is relatively encouraged by signs that show the global economy, housing
industry and overall consumer confidence are improving. Although the company is
encouraged, investors seem very discouraged due to the fact that many Furniture Brand
International competitors have rebounded well after the recession. According to the
company’s annual report, for the past 5 years the company has produced a loss from $386
million in 2008 to $47 million in 2012.

Although the company is operating at a loss it, it is a much smaller loss than in
previous years since its initial decline. Although they might be doing better than previous
years, Furniture Brand International looks as if they might be selling off high end products
while being reluctant to move old inventory. (Footnote 2) Also the company seems to be
closing off many divisions, seen by the announcement in late September that FBN would
close 14 corporately-owned Thomasville stores within the next two months. This news comes
after the company has already closed six under-performing Drexel Heritage and Thomasville
stores.

Furniture Brand International is also dealing with a $200 million pension
obligation. With such a huge liability the company is likely to request that the federal Pension
Benefit Guaranty Corp take over the $200 million in pension obligations for about 20,000
participants.

With the uncertainty of the economy, it is hard to see how Furniture Brands
International Inc. will bounce back from their Chapter 11 bankruptcy. The company has
many internal and external problems that need to be solved if they ever want to see their

company flourish again.
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Appendix B- Cash Flow Changes (A)

Ticker FENICQ LS Equity

Currengy usD

Mame FURMNITURE BRANDS

Start Date 12/1/2008

End Date 11/9/2013

Periodicity Calendar Annually

Reported Status Most Recent

Consolidation Level Default

Scaling Factor 1

Dae CY1 2008 CY12009 CY12010 C¥12011 Cyl2m2
Status: Criginal A Criginal Fiy Original il Original Fiy Original
Cash Flow From Operations

Met Incame 5 (385.88)| & 277.20) 5 (108.69)| S B.66 | 5 (39.03)] 5 (4.72)] & (43.75)] & [3.52)] & (47.27)
Deprec & Amortization S X315 257y 5 074 |5 311|s  2385]5 (1) s 21885 (295) 5 1884
Oth Non-Cash Adj 5 22734 | 5 (131.01) 5 3633 | 5 (4187 5 [5.54)] 5 (5.393] 5 (10.94)] 5 0e7] s 0.03
Chg in non-cash wc 5 17462 | 5 [45.40)] 5 12822 [ 5 [103.20)] 602] 5 055 |5 26.57 | 5 [Z7.57)] & [1.00)
Cashflow-Operating Activities  § 4138 | 8 36.22] & 77.60 | & (72.30)] § 530] 8  j1L53)] & 6238 (8307 8 (29.30)
Cash Flow From Investing

Dispaosal Of Fixed Asst 5 3365 11215 448 | 5 (L70)] 5 278 5 6745 852] 5 (5.74)| & 3.78
Capital Ex/Prop Add 5 [18.98)| 5 gao| s 1878 5 i1215)) 5 (7193 s 5585 (27s51)s  18m1] s (7.50)
Sale of LT Investments 5 5 5 5 - 5 - 5 - s - 5 $

Purchase of LT Imvestmerts 5 5 5 5 5 5 s s $

Oth Invesing Activities 5 5870 5 [58.70)] & 5 5 5 5 5 5

Cash-Inv Activities 5 43.09 | § (48.38)] s (5.30)] § (13.85)) 8 (19.a5) 8 L1645 (17.99]$ 1a7] s (3.82)
Cash Flow From Financing

DividendsPaid 5 (5.84)| 5 5848 5 5 & 5 5 $

Inc{Dec) In ST Borrow 5 5 5 5 5 5 5 5 s000] s 50.00
Increase: LT Debt 5 - |5 5 - S ) $ 5 5 55.00 | 5 55.00
Reimburse OF LT Borrow 5 [110.80)| 5 1580] 5 [95.00)] & 7700 |5  (1B00) 5 18005 5 [(77.00) % (77.00)
Inc capital stock 5 5 5 5 5 5 5 5 )

Decrease In Cap Stocks 5 - 5 5 5 5 5 - 5 - 5 5

Oth Financing Activities 5 1393 |5 [20000)] 5 [001)| 5 [0.05)] 5 [0.06)] % (230)] & [2.36)] 5 [6.04)] % [8.40)
Cash From Financing Act 5 [96.65)| & 164) 5 (95.01)] § 76.95 | & (18.06)] S 1570 | & [2.36)] & No96] 5 19.60
Met ChangesinCash 5 {12.1B)| & (10.52)] & (2271)| & (2.20)] & (31.91) & 5.33]5 [26.58)] & 1306] 5 {13.52)
Cash Paid for Taces 5 2045 3877 5 136.73)| 5 26585 is329 5 samo|s 071| 5 058) 5 0.15
Cashinterest paid{rec) 5 13.37 | 5 (8.14) 5 523 |5 [245)] 27| S 0245 302] 5 106] 5 408
Free Cash Flow 5 2415 454215 67.82 | § (B4.45)] § (1663 5 (17.11)]5 [33.73)] & [3.16)] & (36.090)
EBITDA 5 (184.62)| & 71721 5 (112.90)| § 0284 |5 (20.06)] S 64l | 5 (13.65)] § [2.77)] & {16.42)
FCF/share 5 3.22 | % 6.61] 3 983 | % (1211 % (2.28) 3 (zo2)] & (a.30] § 0.38) & (4.68)
Cash Flow/Basic shr 5 594 |5 5300 5 1L25] 5 (10.52)] § 0.73] 5 (L52)] & [0.79)] § [2.92)] & [3.72)

13



Appendix C- Comparable Companies

Public Peer Comparables

EV / TTM EBITDA

FLXS 6.12
BSET 7.29
HOFT 8.78
LZB 11.94
ETH 12.02
P/E

BSET 6.94
FLXS 14.54
HOFT 17.56
ETH 24.11

LB 25.28
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Appendix D- Competition Matrix

A
/ ]?earSOn HICKORY SJHAIR

[Lane Venture
$6 B retail

Price Tier 1

iy HENREDON

DREXEL HERITAGE. |Eomsl $3 8 retail
e >
L Bassett -
2 e | E
: LN mmAnc . #®Broyhill | |
3 Frankin m"—"” 3
 Catnapper  Stanley
$10 B retail $30 B retail
< ...................................................................................................................... >

!4 B retail

$13 B retail

Price Tier 4

Price Tier Defined as: Average retail prices paid by consumers

bran of brand across distribution channels.

Nlchg VS. mass appedalgased on: Brea;nh of the brand's product portfolio; Number of 5"/
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