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PART 1
Item 1. Business

General
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Sealy Corporation (hereinafter referred to as the “Company”, “Sealy”, “we”, “our”, or “us”), a
Delaware corporation organized in 1984, owns the largest bedding brand in the world (Sealy®). Based
on Furniture/Today, a furniture industry publication, we are also the leading bedding manufacturer in

‘the United States with a wholesale market share of approximately 19.6% in 2009.

We manufacture and market a complete line of bedding products, including mattresses and
mattress foundations. Our conventional (innerspring) bedding products are manufactured and marketed
in the Americas under our Sealy, Sealy Posturepedic, Stearns & Foster and Bassett brand names. In
addition, we manufacture and market specialty (non-innerspring) latex and visco-elastic bedding
products under the Embody, Stearns & Foster, Reflexions, Carrington Chase, and MirrorForm brand
names, which we sell in the specialty bedding category in the United States and internationally.

We believe that our Sealy brand name has been the number one selling brand in the domestic
bedding industry for over 25 years and our Stearns & Foster brand name is one of the leading brands
devoted to the attractive luxury category, which sells at higher price points in the industry. We believe
that going to market with the best selling and most recognized brand in the domestic bedding industry
(Sealy), one of the leading luxury brands (Stearns & Foster), and differentiated specialty bedding
offerings gives us a competitive advantage and strengthens our relationships with our customers by
allowing us to offer sleep solutions to a broad group of consumers.

In November 2010, the Company divested the assets of our European manufacturing operations in
France and Italy which represented our Europe segment. The Company also discontinued our
operations in Brazil in the fourth quarter of fiscal 2010. In both of these markets, the Company has
transitioned to a license arrangement with third parties. We accounted for these businesses as
discontinued operations, and, accordingly, we have reclassified the financial results for all periods
presented to reflect them as such. Unless otherwise noted, discussions in this Form 10-K pertain to our
continuing operations.

We are subject to the informational requirements of the Securities Exchange Act of 1934 and, in
accordance therewith, file reports, including annual, quarterly and current reports, proxy statements,
any amendments to these reports and other information with the Securities and Exchange Commission
(“SEC”) Such reports and other information can be inspected and copied at the Public Reference
Room of the SEC located at 100 F Street, N.E., Washington, D.C. 20549. You may obtain information
on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330. Such material
may also be accessed electronically by means of the SEC’s home page on the Internet at
http://www.sec.gov. In addition, we maintain an internet website at www.sealy.com. We make available
on our website, our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K, Proxy Statements, other reports, and any amendments to these reports as soon as reasonably
practicable after they are electronically filed or furnished to the SEC.

Debt Refinancing

On May 13, 2009, we announced a comprehensive plan to refinance our existing senior secured
credit facilities and replace them with indebtedness that has longer-dated maturities and eliminates
quarterly financial ratio based maintenance covenants (the “Refinancing”). Through the Refinancing,
we: 1) entered into a new asset-based revolving credit facility (the “ABL Revolver”) which provides
commitments of up to $100.0 million maturing in May 2013; 2) issued $350.0 million in aggregate
principal amount of senior secured notes due April 2016 (the “Senior Notes”); and 3) issued
$177.1 million in aggregate principal amount of senior secured convertible paid in kind (“PIK”) notes



due July 2016 pursuant to a rights offering to all existing shareholders of the Company (the
“Convertible Notes”). The proceeds from the Refinancing were used to repay all of the outstanding
amounts due under our previously existing senior secured credit facilities, which consisted of a

$125 million senior revolving credit facility and senior secured term loans, and to increase cash for
general operating purposes.

Through a merger with affiliates of Kohlberg Kravis Roberts & Co. L.P. (“KKR”) in 2004, KKR
acquired approximately 92% of the Company’s capital stock. Subsequent to the initial public offering in
2006, KKR’s ownership decreased. At November 28, 2010, affiliates of KKR controlled approximately

- 47.7% of our issued and outstanding common stock.

Our Segments

In prior years, we had two reportable segments: the Americas and Europe. These segments were
identified and aggregated based on our organizational structure, which is organized around geographic
areas. During fiscal 2010, we divested the assets of our European manufacturing operations in France
and Italy which represented our Europe segment. In 2010, we also discontinued our operations in
Brazil and transitioned to a license arrangement with third parties in this market. The remaining
operations are deemed to meet the criteria for aggregation under the applicable authoritative guidance
and as such, these operations are reported as one segment within the Consolidated Financial
Statements in Item 8. From a geographical perspective, our operations are concentrated in the United
States, Canada, Mexico, Argentina, Uruguay, Chile and Puerto Rico, with our dominant operations
being in the United States (also referred to as “Domestic” herein). For more information regarding
revenues and assets by geographical area, see Note 21 to our Consolidated Financial Statements in
Item 8.

Products

We produce sleep sets across a range of technologies, including innerspring, latex foam and visco-
elastic “memory foam” and sell them in diverse geographies in North and South America. While our
strategy is to drive sales growth through domestic specialty products, the majority of our products
continue to be in the domestic innerspring market where we offer a complete line of innerspring
bedding products in sizes ranging from twin to king size, selling at retail price points from under $300
to approximately $5,000 per queen set domestically. While we sell conventional innerspring products at
all retail price points, we focus our product development and sales efforts toward mattress and box
spring sets that sell at retail price points above $750 domestically. During fiscal 2010, we have seen
increases in sales of product at the higher and lower end price points. In order to capture this growth
potential, we have introduced new products in fiscal 2010 which are focused on the specialty category
at luxury price points and innerspring products at value price points. We believe that these products
have been well received by customers. For fiscal 2010, we derived approximately 65% of our total
domestic sales from products with retail price points of $750 and above.

Our product development efforts include regular introductions across our product lines in order to
maintain the competitiveness and the profitability of our products. In the past two years alone, we have
introduced several new products including: 1) our redesigned Stearns & Foster product line which
features our Variable Response Technology foam to provide a softer, more indulgent sleep surface,

2) three new Stearns & Foster models to target the upper-end luxury price points, 3) Embody by Sealy, a
premium specialty brand featuring memory foam and latex technologies, 4) new 60™ anniversary
Posturepedic innerspring products and 5) new Sealy branded promotional bedding at lower retail prices.
Further, in fiscal 2011, we plan to introduce our Next Generation Posturepedic line which comprises the
largest portion of our portfolio.



We also produce a variety of innovative latex foam, and visco-elastic “memory foam” bedding
products for the specialty bedding category. While the specialty bedding category saw significant
decreases in calendar 2009, specialty sales have significantly recovered during the first three quarters of
calendar 2010. For the first nine months of calendar 2010, specialty bedding sales reported by
International Sleep Products Association (“ISPA”) increased 29.5% compared to an increase of 2.7%
for conventional mattress sales. In order to take advantage of this growth, we introduced Embody by
Sealy, during fiscal 2010. Embody by Sealy is a single premium specialty brand that encompasses both
memory foam and latex technologies and features products at retail price levels ranging from $1,999 to
$3,299 per queen set. We believe that this product line serves the dual purpose of strengthening our
market position within both the premium price points of the market and the specialty products arena.
In our international markets, we also offer a wide range of products including a full line of innerspring
and specialty products under the Sealy and local brand names.

Customers

Our five largest customers on a consolidated basis accounted for approximately 36.9% of our net
sales for fiscal 2010 with one customer (Costco), representing more than 10% of our net sales during
fiscal 2010. While we believe our relationships with these customers are stable, many arrangements are
made by purchase order or are terminable at will at the option of either party. In the U.S., we serve a
large and well diversified base of approximately 3,000 customers, including furniture stores, specialty
bedding stores, department stores and warehouse club stores. While we have seen some improvement -
in the credit environment through 2010, the continued management of credit risk by financial
institutions has caused a decrease in the availability of credit for mattress retailers. In certain instances,
this has caused mattress retailers to exit the market or be forced into bankruptey. Furthermore, many
of our customers rely in part on consumers’ ability to finance their mattress purchases with credit from
third parties.

We continue to remain focused on monitoring our customer relationships and working with our
customers during these unpredictable and difficult times. We have been able to maintain a leading
market share among the top 25 U.S. bedding retailers by wholesale sales dollars. We believe this is due,
in part, to the strength of our customer relationships, our large and well trained sales force, effective
marketing, leading brand names and a broad portfolio of quality product offerings.

We believe our sales force is the largest and best trained in the U.S. bedding industry, as
evidenced by our high market share among our major retail accounts, new account growth and strong .
customer retention rates. Our sales strategy supports strong retail relationships through the use of
cooperative advertising programs, in-store product displays, and sales associate training to support our
multiple brand platforms. A key component of our sales strategy is the leveraging of our portfolio of
multiple leading brands across the full range of retail price points to capture and retain profitable long
term customer relationships.

Sales and Marketing

Our sales depend primarily on our ability to provide quality products with recognized brand names
at competitive prices. Additionally, we work to build brand loyalty with our end-use consumers,
principally through cooperative advertising with our dealers, along with superior “point-of-sale”
materials designed to emphasize the various features and benefits of our products that differentiate
them from other brands and targeted in-country national advertising.

In 2011, we will be launching a fresh and innovative new national advertising campaign and
product line for our flagship Posturepedic brand. From the new product aesthetics to the marketing and
integral use of social media in connecting with consumers, everything in preparation for the Sealy



Posturepedic launch has been thoughtfully planned to transform the way consumers think about the
brand.

In the U.S., we have two sales structures, customer aligned and geographically aligned. Our
national account and regional account sales forces are organized along customer lines, and our field
sales force is generally structured based on regions of the country and districts within those regions.
These sales forces are measured on sales and customer profitability performance. We have a
comprehensive training and development program for our sales force, including our University of Sleep
curriculum, which provides ongoing training sessions with programs focusing on advertising,
merchandising and sales education, including techniques to help optimize a dealer’s business and
profitability.

Our sales force emphasizes follow-up service to retail stores and provides retailers with
promotional and merchandising assistance, as well as extensive specialized professional training and
instructional materials. Training for retail sales personnel focuses on several programs designed to assist
retailers in maximizing the effectiveness of their own sales personnel, store operations, and advertising
and promotional programs, thereby creating loyalty to, and enhanced sales of, our products.

Operations

We manufacture and distribute products to our customers primarily on a just-in-time basis from
our network of 27 company-operated bedding and component manufacturing facilities located around
the world. We manufacture most bedding to order and employ just-in-time inventory techniques in our
manufacturing process to more efficiently serve our dealers’ needs and to minimize their inventory
carrying costs. Most bedding orders are scheduled, produced and shipped within five business days of
receipt from our plants located in close proximity to a majority of our customers. We believe there are
a number of important advantages to this operating model such as the ability to provide superior
service and custom products to regional, national and global accounts, a significant reduction in our
required inventory investment and short delivery times. We believe these operating capabilities, and the
ability to serve our customers, provide us with a competitive advantage.

We believe we are the most vertically integrated U.S. manufacturer of innerspring and latex
components. We distinguish ourselves from our major competitors by maintaining our own component
parts manufacturing capability for producing substantially all of our mattress innerspring and latex
component parts requirements. This vertical integration lessens our reliance upon certain key suppliers
to the innerspring bedding manufacturing industry and provides us with the following competitive
advantages:

* procurement advantage by lessening our reliance upon industry suppliers and thus increasing our
flexibility in production;

* production cost advantage via cost savings directly related to our vertically integrated
components production capabilities; and

* response time advantage by improving our ability to react to shifts in market demands, thus
improving time to market.

Sources and Availability of Raw Materials and Suppliers

Our primary raw materials consist of polyurethane foam, polyester, polyethylene foam and steel
innerspring components which we purchase from various suppliers. In the U.S., we rely upon a single
supplier for certain polyurethane foam components in our mattress units. Such components are
purchased under a supply agreement. We continue to develop alternative supply sources, allowing
acquisition of similar component parts that meet the functional requirements of various product lines.
We also purchase a significant portion of our box spring parts from third party sources under supply



agreements which require that we maintain certain volume allocations based on a proportional amount
of the material purchases. These volume allocations do not represent fixed purchase commitments. We
are also dependent on a single supplier for the visco-elastic components and assembly of our TrueForm
and Embody specialty product lines. Except for our dependence regarding polyurethane foam, visco-
elastic components and assembly of our TrueForm and Embody specialty product lines, we do not
consider ourselves to be dependent upon any single outside vendor as a source of supply to our
bedding business, and we believe that sufficient alternative sources of supply for the same, similar or
alternative components are available.

International

We derived approximately 22.0% of our fiscal 2010 net sales internationally, primarily from
Canada. We attribute Canadian revenue from external customers based on the sales of the three
manufacturing facilities located in Canada. We also generate income from royalties by licensing our
brands, technology and trademarks to other manufacturers, including twelve international independent
licensees.

We have 100% owned subsidiaries in Canada, Mexico, Puerto Rico, Argentina, Uruguay and Chile
which have marketing and manufacturing responsibilities for those markets. We have three
manufacturing and distribution center facilities in Canada and one each in Mexico, Puerto Rico,
Argentina, and Uruguay, which comprise all of the company-owned manufacturing operations outside
of the U.S. at November 28, 2010.

We also participate in a group of joint ventures with our Australian licensee to import,
manufacture, distribute and sell Sealy products in Southeast Asia. On December 1, 2008, we sold a 50%
interest in our operations in South Korea for $1.4 million to our Australian licensee and these
operations became part of the group of joint ventures. The South Korean operation principally consists
of a sales office that uses a contract manufacturer to service the South Korean market. On
December 4, 2008, we acquired a 50% interest in a joint venture with our Australian licensee which
owns the assets of our New Zealand licensee for $1.9 million. Additionally, our China joint venture
recently announced its plans to open a manufacturing facility in China in order to better serve this
growing market and increase the presence of the Sealy brand in this area. In addition to the above, we
also ship products directly into many small international markets.

Our international operations are subject to the risks of operating in an international environment,
including the potential imposition of trade or foreign exchange restrictions, tariff and other tax
increases, fluctuations in exchange rates, inflation and unstable political situations, see “Risk Factors”
in Item 1A.

For information regarding revenues and long lived assets by geographic area, see “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Results of Operations” in
Item 7 as well as Note 21 to our Consolidated Financial Statements in Item 8.

Bedding Industry
General

Our U.S. business represents the dominant portion of our operations. The U.S. bedding industry
generated wholesale revenues of approximately $5.7 billion during the calendar year 2009, according to
ISPA. Based on a sample of leading mattress manufacturers, including Sealy, ISPA estimates that
wholesale revenues for these manufacturers decreased approximately 9.4% in 2009. This trend appears
to have reversed in 2010 and based on information published by ISPA, during the first nine months of
calendar 2010, the sample of leading mattress manufacturers has seen an increase in volume, which has



caused wholesale revenues to increase approximately 8.0% from the revenues experienced in the first
nine months of 2009.

One of our main operating strategies is to maintain a wide breadth of product offerings at various
price points. In keeping with this strategy, we have continued our new product introductions during
2010 which include Sealy branded product at lower price points and our Embody specialty product
which is at higher price points. We plan to continue to introduce new and innovative products in future
periods including our Next Generation Posturepedic line in fiscal 2011. We believe that there continues
to be significant growth opportunities at the premium end of the market (that is, retail prices greater
than $750 per queen size set) as consumer sentiment strengthens. According to ISPA, mattress units -
sold in the United States by manufacturers at retail price points of at least $1,000, as a percentage of -
total industry mattress units sold, rose from 20.9% in 2004 to 23.3% in 2009. However, this growth was
significantly impacted by the economic downturn in 2009 which drove a decrease in sales of 3.3% for
this portion of the market as many consumers shifted to lower price points during this timeframe.
During 2010, the upper end of the market has been recovering and is expected to return to previous
growth levels. For 2009, the ISPA retail price point shipment data was based on data representing
44.5% of total industry units shipped. Additionally, queen and king size mattress units sold in the
United States, as a percentage of total mattress units sold, rose from 46.4% in 2004 to 48.4% in 2009,
according to ISPA. During the first nine months of calendar 2010, the domestic innerspring market has
seen sales increases of approximately 2.7%.

The specialty bedding category, which represents non-innerspring bedding products including visco-
elastic (“memory foam”), latex foam and other mattress products, accounted for approximately 16.7%
of the overall U.S. mattress market revenue in 2009, according to ISPA. The strength of the specialty
bedding category has seen significant increases in the first nine months of 2010 with wholesale revenue
for specialty bedding from a sample of leading manufacturers increasing 29.5% from the levels
experienced in the first nine months of 2009.

Competition

The bedding industry is highly competitive and we encounter competition from many
manufacturers in both domestic and foreign markets. Manufacturers in the industry principally compete
by developing new products and distributing these new products in retail outlets. While many bedding
manufacturers, including Sealy, offer multiple types of bedding products, some of our competitors focus
on single product types. The single product focus of these competitors may afford them with a
competitive advantage, particularly in the specialty bedding market, but we believe going to market with
the best selling and most recognized brand in the domestic bedding industry (Sealy) and differentiated
specialty bedding offerings provides us a competitive advantage. We, together with Simmons Company
and Serta, Inc., collectively accounted for approximately 51.0% of wholesale bedding industry revenues
in 2009, based on figures obtained from ISPA and Furniture/Today industry publications. See “Risk
Factors—The bedding industry is highly competitive, and if we are unable to compete effectively, we
may lose customers and our sales may decline” in Item 1A below.

Our Strategy

We expect to deliver sales growth from three sources: U.S. innerspring products, U.S. specialty
products and our International markets. To accomplish this, we intend to leverage our intellectual
property, scale and vertical integration to grow profitable market share, and develop and launch
innovative products. We believe these actions will allow us to maintain our leading position in the
industry.



Grow profitable market share

We continue to focus on profitable market share growth through an emphasis on account
penetration, new distribution and product launch execution.

As the largest bedding manufacturer in the world, the Sealy brand is well known by retailers and
consumers in the United States, Canada and Mexico. In the United States, Sealy is the most recognized
mattress brand in the industry. This position is coupled with the largest sales and training team in the
United States bedding industry which we use to provide training and support at the store level for large
and small customers. Effective training of the retail sales associates allows them to better educate
consumers, who can in turn make more informed decisions when purchasing a Sealy product.

By continuing to develop new advertising and marketing strategies for our brands, we hope to
better connect directly with consumers and motivate them to visit our retail partners which will drive
increased sales of our product for our existing retail partners and encourages distribution of our
product to new retail partners,

Our sales force works with each retailer to identify the best merchandise for its clientele and
leverage our media assets to design successful promotions that maximize sales volumes. Our operations
team works to deliver high quality product and ensure rapid replenishment to minimize a retailer’s
investments in inventory.

Develop and launch innovative products

We invest in the people, processes and resources necessary to build and maintain a steady stream
of innovative new products that are preferred by consumers and our retail customers. With superior,
innovative product, we intend to maintain a disproportionate share of the premium-priced products in
the market. Our New Product Development (“NPD”) process emphasizes five key areas to improve the
probability of success with each product that we launch.

* identifying product benefits that appeal most to consumers and retailers;
* designing unique product attributes that deliver the identified benefits;

* testing the durability and quality of individual materials, components and complete system
designs;

* conducting extensive consumer, retail customer and manufacturability tests; and
* managing product development and execution to ensure an effective product launch.

In designing our products, we use a cross-functional team of Sealy resources supported on an
as-needed basis by external industrial design firms, consumer researchers and development teams from
current and prospective suppliers as well as back health experts such as orthopedic surgeons,
chiropractors and physical therapists. To initiate the process, we conduct extensive consumer testing
research to identify the processes and tools consumers use in making their purchasing decisions and the
product features and benefits they value most. The output of this testing is used by the cross-functional
team to develop proprietary attributes that distinguish our products in the minds of the consumers and
retailers from others in the market. By developing attributes that provide demonstrable performance
and quality benefits, we expect retail sales associates to be better able to sell our products and end
consumers to find them more desirable.

The development of unique product attributes often involves the use of new materials and
components. Before settling on specific materials or components that have the desired performance
characteristics, the teams test the performance characteristics and durability of the individual materials,
then as components and finally as a complete system. We also perform other extensive quantitative
tests, some of which are proprietary, in our own labs to predict the expected performance profile of the
design over the life of the mattress.



At various stages throughout the development process, we evaluate the look, feel and performance
of prototypes with consumer and retailer focus groups. These tests allow us to identify preferences for
specific attributes and designs. In parallel with these efforts, each design is evaluated for
manufacturability to ensure that the ultimate design can be made efficiently and consistent with our
quality standards.

During fiscal 2010, we utilized the above NPD process to introduce Embody by Sealy, a single
premium specialty brand that encompasses both memory foam and latex technologies. The Embody line
features products at retail price levels ranging from $1,999 to $3,299 per queen set. We believe that this
product line serves a dual purpose to strengthen our market position both within the premium price
points of the market and the specialty products arena.

We also introduced a new Sealy branded line of products during fiscal 2010. This line features
products at retail price points from $250 to $750, per queen set. We believe that this product line
serves to strengthen our market position within the value price points of the markets.

For the upcoming year 2011, we plan to launch our Next Generation Posturepedic line which is the -
single largest product line in our portfolio. This line of products will incorporate the knowledge gained
from our consumer research and product reviews with key retail partners as well as new benefits and
technologies developed specifically for this line.

To maximize the effectiveness and execution of our new product launches, we maintain a strong
alignment between our operations, marketing, and sales functions. The alignment of these departments
serves to ensure that each retailer has the right, high-quality merchandise displayed with best-in-class
point of sale materials and supported by marketing activities that motivate consumers to ask for our
products by name.

Aggressively manage the cost structure to improve operating margin

Over the past few years, we have implemented actions designed to reduce our fixed operating,
selling, logistics and infrastructure costs, as well as product launch costs. Our actions have focused
primarily on controlling costs, organizational realignments, and more efficient product launches in the
U.S. Through these actions, we have streamlined our workforce and have worked to reduce
discretionary expenses without sacrificing our execution or performance. We have implemented new
processes and selectively automated others to improve process quality and the productivity of our
associates.

We continue to leverage our vertical integration into the manufacturing of innersprings and latex
foam to better control the design and costs of these components. Our expertise in these areas enables
us to refine existing component designs and develop and manufacture proprietary designs, such as the
IntelliCoil ®, while better controlling related costs.

We will also continue to leverage our scale and purchasing power to source technology and
materials globally, acquire best-in-class equipment and buy in quantities sufficient to obtain the best
pricing possible. '

Maximize cash flows

Our business model relies in part on minimizing investments in working capital and capital
expenditures to maximize cash flow. Our supply chain is designed to receive raw materials and ship
finished goods on a just-in-time basis. By purchasing raw materials only when they are needed, we
minimize our investment in inventory and material handling costs. Furthermore, we produce our
finished goods on a make-to-order basis, which minimizes the level of finished goods inventory carried
by us and our retail partners. Our lean approach to manufacturing also emphasizes productivity
improvements that do not require intensive capital investments.



To increase shareholder value, we intend to utilize our cash flows to reduce our outstanding debt
balances, drive an improvement in our leverage ratios and reduce our cash interest expense. During
fiscal 2010, we elected to redeem 10%, or $35.0 million, of the principal amount of the Company’s
outstanding Senior Notes at a redemption price of 103% of the principal amount of the notes, plus
accrued and unpaid interest to the redemption date. In future periods, such opportunities may include
the redemption or repurchase of a portion of our Senior Notes, the 2014 Notes or the Convertible
Notes to the extent permitted by our debt covenants.

Other Company Information
Licensing

At November 28, 2010, there were 18 separate license arrangements in effect with 6 domestic and
12 foreign independent licensees. Sealy New Jersey (a bedding manufacturer), Klaussner Corporation
Services (a furniture manufacturer), Kolcraft Enterprises, Inc. (a crib mattress manufacturer), Pacific
Coast Feather Company (a pillow, comforter and mattress pad manufacturer), Chairworks
Manufacturing Group Limited (an office seating manufacturer), and Mantua Manufacturing Co. (a bed
frame manufacturer) are the only domestic manufacturers that are licensed to use the Sealy trademark,
subject to the terms of license agreements. Pacific Coast Feather also has a license to use the Stearns &
Foster brand on certain approved products. Under license agreements between Sealy New Jersey and
us, Sealy New Jersey has the perpetual right to use certain of our trademarks in the manufacture and
sale of Sealy brand and Stearns & Foster brand products in selected markets in the United States.

Our 12 foreign license agreements provide exclusive rights to market the Sealy brand in Thailand,
Japan, the United Kingdom, Continental European Union countries, Brazil, Australia, South Africa,
Israel, Saudi Arabia, Jamaica, Bahamas and the Dominican Republic. These licensing agreements allow
us to reduce our exposure to political and economic risk abroad by minimizing investments in those
markets.

Our licensing group generates royalties by licensing Sealy brand technology and trademarks to
manufacturers located throughout the world. We also provide our licensees with product specifications,
research and development, statistical services and marketing programs. In the fiscal years ended
November 28, 2010, November 29, 2009 and November 30, 2008, the licensing group as a whole
generated unaffiliated gross royalties of approximately $17.6 million, $16.5 million and $17.6 million,
respectively.

Intellectual Property

We have approximately 290 worldwide patents, of which the patents and pending patent
applications relating to our UniCased technology and those patents that protect our proprietary spring
and coil designs and our latex production process, are believed by us to be our most valuable. These
patents, having been just recently issued or still pending, afford us multiple years of continuing
protection of certain mattress designs. We have filed for patent protection for the core UniCased
technology in 30 countries to date and expect similar competitive benefits from the issuance of those
patents in those countries. Recent patents covering our proprietary spring and coil designs also provide
Sealy with a competitive advantage in the U.S. and in other countries where we have a presence, and
these patents have a remaining enforceable period of at least 15 years.

We own thousands of trademarks, tradenames, service marks, logos and design marks, including
Sealy, Stearns & Foster and Posturepedic. We also license the Bassett tradename in various territories
under a long term agreement. Through fiscal 2009, we licensed the Pirelli tradename in certain
territories under an agreement that expired in December 2009. We strategically decided not to renew
this contract upon its expiration and transition to sales under our Sealy brand in these territories, which
are primarily concentrated in western Europe. With the exception of the Sealy New Jersey license, the



domestic licenses are predominantly trademark licenses. Also, with the exception of the Sealy New
Jersey license (which is of perpetual duration), each domestic license is limited by a period of years, all
of which are for a length of five years or less.

Of our over 750 worldwide trademarks, we believe that our Sealy, Posturepedic, and Stearns & -
Foster marks and affiliated logos (the Sealy script, the “butterfly logo” and the Stearns & Foster “seal”)
are the most well known. We have registered the Sealy, Posturepedic and Stearns & Foster marks in over
94 countries.

Our licenses include rights for the licensees to use trademarks as well as current proprietary or
patented technology utilized by us. We also provide our licensees with product specifications, quality
control inspections, research and development, statistical services and marketing programs. Only the
New Jersey, Australia, United Kingdom and Jamaica licenses are of perpetual duration (with some
rights of termination), while the other licenses are for a set duration or are indeterminate in length and
subject to reasonable notice provisions. All licenses have provisions for termination for cause (such as
bankruptcy, misuse of the mark or violation of standards), approval of marketing materials, audit rights
and confidentiality of proprietary data.

Warranties and Product Returns

Sealy, Stearns & Foster and Bassett bedding offer limited warranties on our manufactured products.
The periods for “no-charge” warranty service vary among products. Prior to fiscal year 1995, such
warranties ranged from one year on promotional bedding to 20 years on certain Posturepedic and
Stearns & Foster bedding. All currently manufactured Sealy Posturepedic models, Stearns & Foster .
bedding, Bassett and some other Sealy branded products offer a ten year non-prorated warranty service
period. Our TrueForm and MirrorForm visco-elastic line of bedding as well as our SpringFree latex line
of bedding, carry a twenty year warranty on the major component, the last ten years of which are
prorated on a straight-line basis. In 2006, we introduced Right Touch (which was discontinued in the .
third quarter of fiscal 2008), that had a twenty year limited warranty that covers only certain parts of
the product and is prorated for part of the twenty years. We amended our warranty policy on Sealy
brand value-priced bedding to three years beginning with our new line introduced in fiscal 2007. The
impact of the changes to the warranty policies did not have a significant impact on our financial results
or position.

Employees

As of November 28, 2010 we had 4,270 full time employees. Approximately 67% of our employees
at our 25 North American plants are represented by various labor unions with separate collective
bargaining agreements. Due to the large number of collective bargaining agreements, we are
periodically in negotiations with certain of the unions representing our employees. We consider our
overall relations with our work force to be satisfactory. We have only experienced two work stoppages
by some of our employees in the last ten years due to labor disputes. Due to the ability to shift
production from one plant to another, these lost ' workdays have not had a material adverse effect on
our financial results. The only significant organizing activity at our non-union plants during the last ten
years was a petition filed by the Teamsters seeking to organize the production employees at our
Mountain Top, Pennsylvania facility. At the subsequent election, the union was defeated by a wide
margin. Our current collective bargaining agreements, which are typically three years in length, expire
at various times beginning in 2011 through 2013. As of November 28, 2010, our domestic
manufacturing plants employed 458, 448 and 895 employees covered under collective bargaining
agreements expiring in fiscal 2011, 2012, and 2013, respectively. At our international facilities, there
were 405, 430 and 422 employees covered under collective bargaining agreements expiring in fiscal
2011, 2012 and 2013, respectively.
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Seasonality and Production Cycle

Our third fiscal quarter sales are typically 5% to 15% higher than other fiscal quarters. See
Note 18 to our Consolidated Financial Statements in Item 8.

Most of our sales are by short term purchase orders. Since the level of production of products is
generally promptly adjusted to meet customer order demand, we have a negligible backlog of orders.
Most finished goods inventories of bedding products are physically stored at manufacturing locations
until shipped (usually within five business days of accepting the order). See “Risk Factors—We may
experience fluctuations in our operating results due to seasonality, which could make sequential quarter
to quarter comparison an unreliable indication of our performance.” in Item 1A below.

Regulatory Matters

Our conventional bedding product lines are subject to various federal and state laws and
regulations relating to flammability and other standards. We believe that we are in compliance with all
such laws and regulations.

Our principal waste products in North America are foam and fabric scraps, wood, cardboard and
other non-hazardous materials derived from product component supplies and packaging. We also
periodically dispose of (primarily by recycling) small amounts of used machine lubricating oil and air
compressor waste oil. In the United States, we are subject to federal, state and local laws and
regulations relating to environmental health and safety, including the Federal Water Pollution Control
Act and the Comprehensive Environmental Response, Compensation and Liability Act. In our facilities
in Mountain Top, Pennsylvania, and Argentina, we also manufacture foam. We believe that we are in
compliance with all applicable international, federal, state and local environmental statutes and
regulations. Except as set forth in “Item 3—Legal Proceedings” below, compliance with international,
federal; state or local provisions that have been enacted or adopted regulating the discharge of
materials into the environment, or otherwise relating to the protection of the environment, should not
have any material effect upon our capital expenditures, earnings or competitive position. We are not
aware of any pending federal environmental legislation which would have a material impact on our
operations. Except as set forth in “Item 3—Legal Proceedings” below, we have not been required to
make and do not expect to make any material capital expenditures for environmental control facilities
in the foreseeable future.

Item 1A. Risk Factors

The bedding industry is highly competitive, and if we are unable to compete effectively, we may lose customers
and our sales may decline.

The bedding industry is highly competitive, and we encounter competition from many
manufacturers in both domestic and foreign markets. We, along with Simmons Company and
Serta, Inc., accounted for approximately 51.0% of U.S. wholesale revenues in 2009, according to figures
obtained from ISPA and Furniture/Today industry publications. The highly competitive nature of the
bedding industry means we are continually subject to the risk of loss of our market share, loss of
significant customers, reduction in margins, the inability for us to gain market share or acquire new
customers, and difficulty in raising our prices. Some of our principal competitors have less debt than we
have and may be better able to withstand changes in market conditions within the bedding industry.
Additionally, we may encounter increased future competition and further consolidaftion in our industry
which could magnify the competitive risks previously outlined.
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Our new product launches may not be successful due to development delays, failure of new products to achieve
anticipated levels of market acceptance and significant costs associated with failed product introductions,
which could adversely affect our revenues and profitability.

Each year we invest significant time and resources in research and development to improve our
product offerings. There are a number of risks inherent in our new product line introductions, such as,
the anticipated level of market acceptance may not be realized, which could negatively impact our
sales. Also, introduction costs, the speed of the rollout of the product and manufacturing inefficiencies
may be greater than anticipated, which could impact our profitability. During fiscal 2011, we will
introduce our Next Generation Posturepedic line which represents approximately 50% of our domestic
portfolio.

We may experience fluctuations in our operating results due to seasonality, which could make sequential
quarter to quarter comparisons an unreliable indication of our performance.

We have historically experienced, and we expect to continue to experience, seasonal and quarterly
fluctuations in net sales and operating income. As is the case with many bedding customers, the retail
business is subject to seasonal influences, characterized by strong sales for the months of June through
September, which impacts our third fiscal quarter results. Our third fiscal quarter sales are typically 5%
to 15% higher than other fiscal quarters. Our first fiscal quarter cash flows are typically the most
unfavorable due to working capital demands and coupon payments on our 2014 Notes. This seasonality
means that a sequential quarter to quarter comparison may not be a good indication of our
performance or of how we will perform in the future.

A substantial decrease in business from our significant customers could have a material adverse effect on our
sales and market share.

Our five largest customers on a consolidated basis accounted for approximately 36.9% of our net
sales for fiscal 2010 with one customer representing more than 10% of net sales for fiscal 2010. While
we believe our relationships with these customers are stable, many arrangements are made by purchase
order or are terminable at will at the option of either party. A substantial decrease or interruption in
business from our significant customers could result in material write offs or loss of future business.
The recent economic environment caused a higher occurrence of bankruptcies for mattress retailers,
particularly in 2008 and 2009. While we have seen some improvement in this environment through
2010, the continued management of credit risk by financial institutions has held down the availability of
credit for mattress retailers. In certain instances, this has caused mattress retailers to exit the market or
be forced into bankruptcy. Furthermore, many of our customers rely in part on consumers’ ability to
finance their mattress purchases with credit from third parties. If consumers are unable to obtain
financing, they may defer their purchases.

In the future, retailers may consolidate, restructure, reorganize or realign their affiliations, any of
which could decrease the number of stores that carry our products or increase the ownership
concentration in the retail industry. Some of these retailers may decide to carry only one brand of
mattress products which could affect our ability to sell our products on favorable terms or to maintain
or increase market share. As a result, our sales and profitability may decline.

Unfavorable economic conditions could continue to negatively affect our revenues and profitability.

Our business, financial condition and results of operations have and may continue to be affected
by various economic factors. Periods of economic uncertainty, such as the recession experienced in 2008
and much of 2009, can lead to reduced consumer and business spending, including by our customers,
and the purchasers of their products. Reduced access to credit has and may continue to adversely affect
the ability of consumers to purchase our products from retailers. It has and may continue to adversely
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affect the ability of our customers to pay us. If such conditions are experienced in future periods, our
industry, business and results of operations may be severely impacted.

Our profitability may be materially and adversely affected by increases in the cost of petroleum-based
products, steel and other raw materials.

Our industry has been challenged by volatility in the price of petroleum-based and steel products,
which affects the cost of our polyurethane foam, polyester, polyethylene foam and steel innerspring
component parts. Domestic supplies of these raw materials are being limited by supplier consolidation,
the exporting of these raw materials outside of the U.S. due to the weakened dollar and other forces
beyond our control. During fiscal 2009, the cost of these components decreased and ultimately became
more stable in the latter part of fiscal 2009. While these costs remained relatively stable in the first half
of fiscal 2010, the costs have shifted upwards during the latter half of fiscal 2010 as feed stocks adjust
to market conditions. The manufacturers of products such as petro-chemicals and wire rod, which are
the materials purchased by our suppliers of foam and drawn wire, may reduce supplies in an effort to
maintain higher prices. These actions would delay or eliminate price reductions from our suppliers.

Our profitability may be materially and adversely affected by any interruption in supply from third party
vendors.

We purchase our raw materials and certain components from a variety of suppliers, including box
spring components from Leggett & Platt Inc., foam materials from Carpenter Co., and various
subassemblies and components from national raw material and component suppliers. If we experience a
loss or disruption in our supply of these components, we may have difficulty sourcing substitute
components on terms favorable to us. In addition, any alternate source may impair product
performance or require us to alter our manufacturing process, which could have an adverse effect on
our profitability.

We are dependent upon a single supplier for certain polyurethane foam components in our mattress units. A
disruption in the supply of these products and services could adversely affect our operations.

We are dependent upon a single supplier for certain key polyurethane foam components which
make up our various mattress brands. Such components are purchased under a supply agreement and
are manufactured in accordance with proprietary process designs exclusive to the supplier. If we
experience a loss or disruption in our supply of these components, we may have difficuity sourcing
substitute components on terms favorable to us. In addition, any alternative source may impair product
performance or require us to alter our manufacturing process, which could have an adverse effect on
our profitability.

We are dependent upon a single supplier for the visco-elastic components and assembly of our TrueForm and
Embody specialty product line. A disruption in the supply of these products and services could adversely affect
our operations.

We are dependent upon a single supplier for certain structural components and assembly of our
TrueForm and Embody specialty product line. These products are purchased under a supply agreement
and are manufactured in accordance with proprietary designs jointly owned by us and the supplier. If
we experience a loss or disruption in our supply of these products, we may have difficulty sourcing
substitute components on terms favorable to us. In addition, any alternative source may impair product
performance or require us to alter our manufacturing process, which could have an adverse effect on
our profitability. The related product in which these components and assembly processes are used does
not represent a significant portion of our overall sales.
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Our significant international operations are subject to foreign exchange, tariff; tax, inflation and political risks
and our ability to expand in certain international markets is limited by the terms of licenses we have granted
to manufacture and sell Sealy products.

We currently conduct significant international operations and may pursue additional international
opportunities. Our international operations are subject to the risks of operating in an international
environment, including the potential imposition of trade or foreign exchange restrictions, tariff and
other tax increases, fluctuations in exchange rates, inflation and unstable political situations. We have
also limited our ability to independently expand in certain international markets where we have granted
licenses to manufacture and sell Sealy bedding products. Our licensees in Australia, Jamaica and the
United Kingdom have perpetual licenses, subject to limited termination rights. Our licensees in the
Dominican Republic, the Bahamas, Continental European Union countries, Brazil, Israel, Japan, Saudi
Arabia, South Africa and Thailand hold licenses for fixed terms with limited renewal rights.
Fluctuations in the rate of exchange between the U.S. dollar and other currencies may affect
stockholders’ equity and our financial condition or results of operations.

The loss of the services of one or more members of our senior management team could impair our ability to
execute our business strategy and adversely affect our business.

We are dependent on the continued services of our senior management team, most of whom have
substantial industry specific experience. For example, Lawrence J. Rogers, our current President and
Chief Executive Officer (former President, Sealy North America from December 2006 through March
2008), has served in numerous capacities within our operations since joining us in 1979. The loss of key
personnel could impair our ability to execute our business strategy and have a material adverse effect
on our business.

Our substantial level of indebtedness could adversely affect our financial condition and prevent us from
Julfilling our obligations under our outstanding indebtedness

After the completion of the Refinancing, we continue to have substantial indebtedness. As of
November 28, 2010, we had a total of $795.3 million of debt outstanding, including $304.3 million
Senior Notes, $181.3 million Convertible Notes and $268.9 million Senior Subordinated Notes. We also
have approximately $41.4 million of undrawn availability under the ABL Revolver, after taking into
account $16.0 million of outstanding letters of credit and borrowing base limitations.

Our outstanding indebtedness could have important consequences. For example, it could:
* limit our ability to pay dividends on our common stock;

* make it more difficult for us to satisfy our obligations with respect to our outstanding debt,
including any repurchase obligations that may arise thereunder;

* limit our ability to obtain additional financing for working capital, capital expenditures, product
development, debt service requirements, restructuring, acquisitions or general corporate
purposes, which could be exacerbated by further volatility in the credit markets;

* require us to use a substantial portion of our cash flow from operations to pay interest on our
outstanding debt which will reduce the funds available to us for operations and other purposes;

place us at a competitive disadvantage compared to our competitors that may have
proportionally less debt;

* limit our flexibility in planning for, or reacting to, changes in our business and the industry in
which we operate; and

* make us more vulnerable to economic downturns and adverse developments in our business.
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Any of the above listed factors could materially and adversely affect our business, financial
condition or results of operations.

Despite our current leverage, we may still be able to incur substantially more debt. This could further
exacerbate the risks that we and our subsidiaries face

The terms of the ABL Revolver agreement and the indentures governing our Senior Notes,
Convertible Notes and 2014 Notes will restrict us and our subsidiaries from incurring substantial
additional indebtedness in the future, but will not completely prohibit us from doing so. Our ABL
Revolver provides for revolving credit financing of up to $100.0 million, subject to borrowing base
availability. At November 28, 2010, we have $41.4 million of undrawn availability under the ABL
Revolver, after taking into account $16.0 million of letters of credit and borrowing base limitations.
These restrictions are subject to a number of important qualifications and exceptions and the
indebtedness incurred in compliance with these restrictions could be substantial. If new debt is added
to our existing debt levels, the related risks that we now face, including those described above, could
intensify.

The terms of our debt covenants could limit how we conduct our business and our ability to raise additional
Junds.

The agreements that govern the terms of our debt, including the indentures that govern the Senior
Notes, Convertible Notes, and 2014 Notes and the credit agreement that governs our ABL Revolver,
contain, and the agreements that govern our future indebtedness may contain, covenants that restrict
our ability and the ability of our subsidiaries to:

* incur and guarantee indebtedness or issue preferred stock;

* repay certain subordinated indebtedness prior to its stated maturity;

» pay dividends or make other distributions on or redeem or repurchase our stock;
* issue Capital stock;

» make certain investments or acquisitions;

* create liens;

* engage in most asset sales;

* merge with or into other companies;

* enter into certain transactions with stockholders and affiliates;

* make capital expenditures;

* make certain investments or acquisitions; and

* restrict dividends, distributions or other payments from our subsidiaries.

In addition, under the ABL Revolver, if our borrowing availability falls below the greater of 15%
of the aggregate commitments thereunder and $15.0 million, we will be required to satisfy and maintain
a fixed charge coverage ratio of not less than 1.1 to 1.0. Our ability to meet the required fixed charge
coverage ratio can be affected by events beyond our control, and we may not be able to meet this ratio.
A breach of any of these covenants could result in a default under the ABL Revolver.

A breach of the covenants or restrictions under our debt agreements and indentures governing our
outstanding notes could result in a default under the applicable indebtedness. Such default may allow
the creditors to accelerate the related debt and may result in the acceleration of any other debt to
which a cross-acceleration or cross-default provision applies. In addition, an event of default under our
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ABL Revolver would permit the lenders under our ABL Revolver to terminate all commitments to
extend further credit under that facility. Furthermore, if we were unable to repay the amounts due and
payable under our ABL Revolver, those lenders could proceed against the Collateral granted to them
to secure that indebtedness. In the event our lenders and noteholders accelerate the repayment of our
borrowings, we cannot assure that we and our subsidiaries would have sufficient assets to repay such
indebtedness. As a result of these restrictions we may be:

* limited in how we conduct our business;

« unable to raise additional debt or equity financing to operate during general economic or
business downturns; or

+ unable to compete effectively or to take advantage of new business opportunities.

These restrictions may affect our ability to grow in accordance with our plans.

We are a holding company and rely on dividends, interest and other payments, advances and transfers of
funds from our subsidiaries to enable us to pay dividends.

We are a holding company and conduct all of our operations through our subsidiaries and
currently have no significant assets other than the capital stock of Sealy Mattress Corporation. As a
result, we rely on dividends and other payments or distributions from our subsidiaries to enable us to
pay dividends. The ability of our subsidiaries to pay dividends or make other payments or distributions
to us will depend on their respective operating results and may be restricted by, among other things,
the laws of their jurisdiction of organization (which may limit the amount of funds available for the
payment of dividends), agreements of those subsidiaries and the covenants of any existing and future
outstanding indebtedness we or our subsidiaries incur, including Sealy Mattress Company’s ABL
revolver agreement and the indentures governing the Senior Notes, Convertible Notes and 2014 Notes.
For instance, the agreement governing Sealy Mattress Company’s ABL Revolver contains restrictions
on the ability of Sealy Mattress Corporation to pay dividends or make other distributions to us subject
to specified exceptions including the satisfaction of a minimum fixed charge coverage ratio and average
daily availability levels. We are therefore limited in our ability to pay a dividend. In addition, the
indentures governing the Senior Notes and the 2014 Notes contain restrictions on the ability of Sealy
Mattress Company to pay dividends or make other distributions to Sealy Mattress Corporation subject
to specified exceptions including an amount based upon 50% of cumulative consolidated net income
from the issue date of the notes.

We may not be able to generate sufficient cash to service all of our indebtedness and may be forced to take
other actions to satisfy our obligations under our indebtedness, which may not be successful

Our ability to make scheduled payments or to refinance our debt obligations depends on our
financial and operating performance, which is subject to prevailing economic and competitive
conditions and to certain financial, business and other factors beyond our control. We may not be able
to maintain a level of cash flow from operating activities sufficient to permit us to pay the principal,
premium, if any, and interest on our indebtedness.

Tf our cash flows and capital resources are insufficient to fund our debt service obligations, we may
be forced to reduce or delay capital expenditures, sell assets, seek additional capital, or seek to
restructure or refinance our indebtedness. These alternative measures may not be successful and may
not permit us to meet our scheduled debt service obligations. In the absence of such operating results
and resources, we could face substantial liquidity problems and might be required to sell material assets
or operations to attempt to meet our debt service and other obligations. The ABL Revolver agreement
and the indentures governing our Senior Notes, Convertible Notes and 2014 Notes will restrict our
ability to use the proceeds from asset sales. We may not be able to consummate those asset sales to
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raise capital or sell assets at prices that we believe are fair and proceeds that we do receive may not be
adequate to meet any debt service obligations then due.

Changes in tax laws and regulations or other factors could cause our income tax rate to increase, potentially
reducing our net income and adversely affecting our cash flows.

We are subject to taxation in various jurisdictions around the world. In preparing our financial
statements, we calculate our effective income tax rate based on current tax laws and regulations and
the estimated taxable income within each of these jurisdictions. Our effective income tax rate, however,
may be higher due to numerous factors, including changes in tax laws or regulations. A significantly
higher effective income tax rate could have an adverse effect on our business, results of operations and
liquidity.

Officials in some of the jurisdictions in which we do business, including the United States, have
proposed, or announced that they are reviewing tax increases and other revenue raising laws and
regulations. Any resulting changes in tax laws or regulations could impose new restrictions, costs or
prohibitions on our current practices and reduce our net income and adversely affect our cash flows.

The recently enacted United States federal legislation on healthcare reform and proposed amendments thereto
could impact the healthcare benefits required to be provided by the Company and cause our compensation
costs to increase, potentially reducing our net income and adversely affecting our cash flows.

The United States federal healthcare legislation enacted in 2010 and proposed amendments
thereto contain provisions which could materially impact the future healthcare costs of the Company.
While the legislation’s ultimate impact is not yet known, it is possible that these changes could
significantly increase our compensation costs which would reduce our net income and adversely affect
our cash flows.

The time and expense of defending against challenges to our trademarks, patents and other intellectual
property could divert our management’s attention and substantial financial resources from our business. Our
goodwill and ability to differentiate our products in the marketplace could be negatively affected if we were
unsuccessful in defending against such challenges.

We hold over 750 worldwide trademarks, which we believe have significant value and are
important to the marketing of our products to customers. We own 55 U.S. patents, a number of which
have been registered in a total of 25 countries, and we have 27 domestic patents pending. In addition,
we own U.S. and foreign registered trade names and service marks and have applications for the
registration of trade names and service marks pending domestically and abroad. We also own several
U.S. copyright registrations, and a wide array of unpatented proprietary technology and know-how. We
also license certain intellectual property rights from third parties.

Our ability to compete effectively with other companies depends, to a significant extent, on our
ability to maintain the proprietary nature of our owned and licensed intellectual property. Although our
trademarks are currently registered in the United States and registered or pending in 96 foreign
countries, we still face risks that our trademarks may be circumvented or violate the proprietary rights
of others and we may be prevented from using our trademarks if challenged. A challenge to our use of
our trademarks could result in a negative ruling regarding our use of our trademarks, their validity or
their enforceability, or could prove expensive and time consuming in terms of legal costs and time
spent defending against it. In addition, we may not have the financial resources necessary to enforce or
defend our trademarks. We also face risks as to the degree of protection offered by the various patents,
the likelihood that patents will be issued for pending patent applications or, with regard to the licensed
intellectual property, that the licenses will not be terminated. If we were unable to maintain the
proprietary nature of our intellectual property and our significant current or proposed products, our
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goodwill and ability to differentiate our products in the marketplace could be negatively affected and
our market share and profitability could be materially and adversely affected.

Regulatory requirements relating to our products may increase our costs, alter our manufacturing processes
and impair our product performance.

Our products and raw materials are and will continue to be subject to regulation in the United
States by various federal, state and local regulatory authorities. In addition, other governments and
agencies in other jurisdictions regulate the sale and distribution of our products and raw materials.
These rules and regulations may change from time to time. Compliance with these regulations may
negatively impact our business. There may be continuing costs of regulatory compliance including
continuous testing, additional quality control processes and appropriate auditing of design and process
compliance.

In February 2005, the U.S. Consumer Product Safety Commission (“CPSC”) passed 16 CFR
Part 1633 that effectively applies the California open flame standard, but added significant quality
control, record keeping and testing requirements on mattress manufacturers, including Sealy. This rule
became effective on July 1, 2007. Further, some states and the U.S. Congress continue to consider open
flame regulations for mattresses and bed sets or integral components that may be different or more
stringent than the CPSC standard and we may be required to make different products for different
states or change our processes or distribution practices nationwide. It is possible that some states’ more
stringent standards, if adopted and enforceable, could make it difficult to manufacture a cost effective
product in those jurisdictions and compliance with proposed new rules and regulations may increase
our costs, alter our manufacturing processes and impair the performance of our products.

In addition, our marketing and advertising practices could become the subject of proceedings
before regulatory authorities or the subject of claims by other parties, which could require us to alter
or end these practices or adopt new practices that are not as effective or are more expensive.

Environmental, health and safety requirements could expose us to material liabilities and changes in our
operations as a result of environmental contamination, among other things.

As a manufacturer of bedding and related products, we use and dispose of a number of
substances, such as glue, lubricating oil, solvents and other petroleum products, as well as certain foam
ingredients that may subject us to regulation under numerous federal and state statutes governing the
environment (including those environmental regulations that are applicable to our current and
previously owned foreign operations such as Argentina, Brazil, Canada, France, Italy, Mexico, Uruguay
and other jurisdictions). Among other statutes, we are subject to the Federal Water Pollution Control
Act, the Comprehensive Environmental Response, Compensation and Liability Act, the Resource
Conservation and Recovery Act, the Clean Air Act and related state statutes and regulations. As we
abide by certain new open flame regulations, our products and processes may be governed more
rigorously by certain state and federal environmental and OSHA standards as well as the provisions of
California Proposition 65 and 16 CFR Part 1633.

We have made and will continue to make capital and other expenditures to comply with
environmental requirements. We also have incurred and will continue to incur costs related to certain
remediation activities. Under various environmental laws, we may be held liable for the costs of
remediating releases of hazardous substances at any properties currently or previously owned or
operated by us or at any site to which we sent hazardous substances for disposal. We are currently
addressing the clean-up of environmental contamination at our former facility in Qakville, Connecticut
and our former facility in South Brunswick, New Jersey. At November 28, 2010, we have accrued
approximately $0.1 million and $2.0 million for the Oakville and South Brunswick clean-ups,
respectively, and we believe that these reserves are adequate. While uncertainty exists as to the ultimate
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resolution of these two environmental matters and we believe that the accruals recorded are adequate,
in the event of an adverse decision by one or more of the governing environmental authorities or if
additional contamination is discovered, these matters could have a material effect on our profitability.

A change or deterioration in labor relations could disrupt our business or increase costs, which could lead to
a material decline in sales or profitability.

As of November 28, 2010, we had 4,270 full time employees. Approximately 67% of our employees
at our 25 North American plants are represented by various labor unions with separate collective
bargaining agreements. Our current collective bargaining agreements, which are typically three years in
length, expire at various times beginning in 2011 through 2013. Due to the large number of collective
bargaining agreements, we are periodically in negotiations with certain of the unions representing our
employees. We may at some point be subject to work stoppages by some of our employees and, if such
events were to occur, there may be a material adverse effect on our operations and profitability.
Further, we may not be able to renew the various collective bargaining agreements on a timely basis or
on favorable terms, or at all.

Our pension plans are currently underfunded and we will be required to make cash payments to the plans,
reducing the cash available for our business.

We have noncontributory, defined benefit pension plans covering current and former hourly
employees at four of our active plants and eight previously closed facilities as well as the employees of
a facility of our Canadian operations. We record a liability associated with these plans equal to the
excess of the benefit obligation over the fair value of plan assets. The benefit liability recorded at
November 28, 2010 was $8.7 million, and we expect to make estimated minimum funding contributions
totaling approximately $2.1 million in 2011. If the performance of the assets in these pension plans
does not meet our expectations, or if other actuarial assumptions are modified, our future cash
payments to the plans could be higher than we expect. The domestic pension plan is subject to the
Employee Retirement Income Security Act of 1974, or ERISA. Under ERISA, the Pension Benefit
Guaranty Corporation, or PBGC, has the authority to terminate an underfunded pension plan under
limited circumstances. In the event our pension plan is terminated for any reason while it is
underfunded, we will incur a liability to the PBGC that may be equal to the entire amount of the
underfunding.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

Our principal executive offices are located on Sealy Drive at One Office Parkway, Trinity, North
Carolina, 27370. Corporate and administrative services are provided to us by Sealy, Inc. (our 100%-
owned subsidiary).

We administer our component operations at our Rensselaer, Indiana facility. Our leased facilities
are occupied under operating leases, which expire from fiscal 2010 to 2043, including renewal options.
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The following table sets forth certain information regarding manufacturing and distribution

facilities operated by us at January 4, 2011:

Location

United States ‘
Arizona . ... ..

Florida.......... .. ... . . ..
Georgia . ... v
Winois . .. ... ... . .
Indiana .......... ... . i

Kansas . ........... i
Maryland . ....... ... ... ... . ..
Minnesota . ......... ...t
New York. ... ... ... e

Ohio . ... ...
Oregon .........coiiiiiiiiiiiinn..

Canada
Alberta ....... ... ... . ... e
Quebec ........ ... ... .,
Ontario . ........ ... .. i
Argentina ............... ... .. ... .. ... ...
Brazil ....... ... ... ... ... . ..

Mexico ........... .0

Phoenix
Richmond
South Gate
Colorado Springs
Denver
Orlando
Atlanta
Batavia
Rensselaer
Rensselaer
Kansas City
Williamsport
St. Paul
Green Island
High Point
Medina
Portland
Delano
Mountain Top
Brenham

North Richland Hills

Edmonton
Saint Narcisse
Toronto
Buenos Aires
Sorocaba
Carolina
Toluca
Montevideo

Approximate
Square
Footage Title
76,000 Owned(a)
238,000 Owned(a)
185,000 = Leased
70,000 Owned(a)
92,900 Owned(a)
225,000 Owned(b)
292,500 Owned(a)
212,700 Leased
131,000 Owned(a)
124,000 Owned(a)
121,200 Leased
144,000 Leased
93,600 Owned(a)
257,000 Owned(b)
151,200 Owned(a)
140,000 Owned(a)
140,000 Owned(a)
143,000 Owned(a)
210,000  Owned(b)
220,000 Owned(a)
124,500  Owned(a)
144,500 Owned(a)
76,000 Owned(a)
130,200 Leased
85,000 Owned
92,000 Owned(c)
58,600 Owned(a)
157,100 Owned
39,500 Leased
4,174,500

(a) We have granted a mortgage or otherwise encumbered our interest in this facility as collateral for

secured indebtedness.

(b) We engaged third parties to construct these facilities to be leased by us. The FASB’s authoritative
guidance requiring the Company to be considered the owner, for accounting purposes of certain
leased facilities, is applied to entities involved with certain structural elements of the construction

of an asset that will be leased when construction of the asset is completed.

(c) This facility represents our former manufacturing facility in Brazil which is currently being leased

to a third party over a period of twelve years.

20



In addition to the locations listed above, we maintain additional warehousing facilities in several of
the states and countries where our manufacturing facilities are located. We consider our present
facilities to be generally well maintained and in sound operating condition.

Item 3. Legal Proceedings

We are subject to legal proceedings, claims, and litigation arising in the ordinary course of
business. Management does not expect that the ultimate costs to resolve these matters will have a
material adverse effect on our consolidated financial position, results of operations or cash flows.

During fiscal 2010, the Company was assessed $8.0 million by the Brazilian government for the
failure to provide certain income tax filings. Due to the accumulated net operating losses in this
jurisdiction, the Company’s exposure is expected to be limited. At November 28, 2010, the Company
has recorded a reserve of $1.1 million related to the expected requirement to pay certain sales taxes,
fees and penalties associated with this assessment as a component of accrued expenses.

We are currently conducting an environmental cleanup at a formerly owned facility in South
Brunswick, New Jersey pursuant to the New Jersey Industrial Site Recovery Act. We and one of our
subsidiaries are parties to an Administrative Consent Order issued by the New Jersey Department of
Environmental Protection. Pursuant to that order, we and our subsidiary agreed to conduct soil and
groundwater remediation at the property. We do not believe that our manufacturing processes were the
source of contamination. We sold the property in 1997. We and our subsidiary retained primary
responsibility for the required remediation. We have completed essentially all soil remediation with the
New Jersey Department of Environmental Protection’s approval, and have installed a groundwater
remediation system on the site. During 2005, with the approval from the New Jersey Department of
Environmental Protection, we removed and disposed of sediment in Oakeys Brook adjoining the site.
We continue to monitor groundwater remediation at this site. We have recorded a reserve as of
November 28, 2010 of $2.0 million ($2.1 million prior to discounting at 4.75%) associated with this
remediation project.

We are also remediating soil and groundwater contamination at an inactive facility located in
Oakville, Connecticut. Although we are conducting the remediation voluntarily, we obtained
Connecticut Department of Environmental Protection approval of the remediation plan. We have
completed essentially all soil remediation under the remediation plan and are currently monitoring
groundwater at the site. We identified cadmium in the soil and ground water at the site and removed
the cadmium contaminated soil and rock from the site during fiscal 2007. At November 28, 2010, we
have recorded a reserve of approximately $0.1 million associated with the additional work and ongoing
monitoring. We believe the contamination is attributable to the manufacturing operations of previous
unaffiliated occupants of the facility.

While we cannot predict the ultimate timing or costs of the South Brunswick and Qakville
environmental matters, based on facts currently known, we believe that the accruals recorded are
adequate and do not believe the resolution of these matters will have a material adverse effect on our
financial position or our future operations; however, in the event of an adverse decision by the agencies
involved, or an unfavorable result in the New Jersey natural resources damages matter, these matters
could have a material adverse effect.

Item 4. [Removed and Reserved]

21



PART I1

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters, and Issuer Purchases of
Equity Securities ’

Our common stock trades on the New York Stock Exchange under the symbol “ZZ.” The table
below highlights quarterly stock market information and the amount of cash dividends declared per
share of our common stock for the past two fiscal years.

Sales Price 8)  5h Dividend
High Low Declared ($)

Fiscal 2010

Firstquarter . . ... v 393 243 —
Second quarter . ............. . i 424 290 —
Third quarter ........... e e 326 230 —
Fourth quarter ........... ..o 311 230 —

Sales Price §)  cqsh Dividend
High Low Declared ($)

Fiscal 2009

First quarter . .. ... 368 0.80 —
Second quarter . ............... i ... 583 043 —
Third quarter . ........ ..ot 280  2.02 —_
Fourth quarter .......... ..ot 3.83 245 —

Our ability to pay dividends is restricted by our debt agreements. See “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” in Item 7.

As of January 4, 2011, there were approximately 253 holders of record of our common stock.

Issuer Purchases of Equity Securities

The table below shows our repurchases of the Company’s common stock during the fourth quarter
of fiscal 2010:

Total number of Approximate
shares purchased dollar value of
Total number Average during quarter as shares that may
of shares price paid part of publicly yet be purchased
Period purchased(l)  per share announced program(2) under program
August 30 - September 26, 2010 .. .. ... — $ — — $83,746,985
September 27 - October 24, 2010. .. .. .. 35,098 2.70 — 83,746,985
October 25 - November 28, 2010 . ... ... — —_ 83,746,985

I

Total. ... o e 35,098

(1) The entire amounts presented above are comprised of common stock surrendered or withheld to
cover the minimum tax withholding obligations related to the vesting of restricted stock units as
permitted under the 2004 Stock Option Plan.

(2) Our common stock repurchase program, which authorizes us to repurchase up to $100 million of
our Company’s common stock, was initially approved by our Board of Directors on February 19,
2007.
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Performance Graph

The following graph compares the performance through November 28, 2010 of a hypothetical $100
investment made on April 7, 2006 in (a) our common stock, (b) the S&P 500 Composite Index® and
(c) an index of certain companies by the company as comparable to Sealy (the “Peer Group Index”).
The companies selected to form the Peer Group Index are: Brunswick Corp., Church & Dwight Co,
Energizer Holdings Inc., Ethan Allen Interiors Inc., Fortune Brands, Inc., Furniture Brands
International, Harman International, Leggett & Platt Inc., La-Z-Boy Inc, Masco Corp., Mohawk
Industries Inc., Nautilus Inc., Prestige Brands Holdings Inc., Polaris Industries Inc., Select Comfort
Corp., Spectrum Brands, Inc., Tempur-pedic International Inc., and The Scotts Miracle-Gro Co.,
Playtex Products Inc., Chattem Inc. and Spectrum Brands, in 2006 had each been part of the Peer
Group Index. In 2007 Playtex was acquired. In 2009, Spectrum Brands went bankrupt and cancelled its
common shares. In 2010, Chattem Inc was acquired. As a result, each of these companies stopped
being a public company and each was removed from the Peer Group Index. This peer group was
determined at the time that Sealy became a public company with the assistance of the investment
banking firms involved in taking Sealy public. The group includes public companies in home furnishings
and consumer products industries. This graph is calculated assuming that all stock dividends are
reinvested during the relevant period. '

COMPARISON OF CUMULATIVE TOTAL RETURN
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Item 6. Selected Financial Data

The following table presents selected historical financial and other data about us. The selected
historical financial data for the years ended and as of November 28, 2010, November 29, 2009,
November 30, 2008, December 2, 2007, and November 26, 2006 are derived from our audited
Consolidated Financial Statements and the notes thereto. During fiscal 2010, we divested the assets of
our European manufacturing operations in France and Ttaly which represented our Europe segment.
Also during 2010, we discontinued our operations in Brazil and transitioned to a license arrangement
with third parties in this market. We accounted for these businesses as discontinued operations, and,
accordingly, we have reclassified the selected financial data for all periods presented to reflect them as
such.

The consolidated financial statements for the three years ended November 28, 2010 have been
audited by Deloitte & Touche LLP, an independent registered public accounting firm, and are included
in “Financial Statements and Supplementary Data” in Item 8 below.

The selected historical financial and other data set forth below should be read together with the
information contained in “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” in Item 7 below and our financial statements and the notes thereto, appearing elsewhere
in this report.

Fiscal Year(1)
2010 2009 2008 2007 2006
(in millions, except per share data)

Statement of Operations Data:

Netsales .......ooviiiiiiinnennnnnn, $1,219.5 $1,174.6 $1,343.3 $1,549.8 $1,447.7
Costof goodssold ..................... 710.0 687.1 794.8 878.7 779.0
Selling, general and administrative expenses . . . 398.1 382.5 443.6 503.5 489.6
Other (income) expense(2) . .............. (17.2) (13.7) (11.8) (17.9) (17.0)
Income from operations ................. 128.6 118.7 116.7 185.5 196.1
Interest EXPense ... ... veiirreeeees 85.6 76.6 56.5 60.5 66.5
Other expense, net(3) . .................. 35 20.6 5.0 0.8 8.1
Income before provision for income taxes. . . . . 39.5 215 55.2 124.2 121.5
Provision for income tax expense . .......... 18.4 (1.4) 21.5 34.5 39.4
Equity in earnings of unconsolidated affiliates. . 3.6 — — — —
Income before cumulative effect of change in

accounting principle . . . ................ 24.7 229 337 89.7 82.1
Cumulative effect of change in accounting

principle, netof tax . . ................. — — —_ — 0.3
Income from continuing operations ......... 24.7 229 337 89.7 81.8
Loss from discontinued operations . ... ... ... (38.4) 9.4 (37.5) (12.3) 8.9)
Income (loss) available to common

shareholders . ............covuninn.n $ (137) $ 135 § (38 $ 774 $§ 729

Basic net income (loss) per share:

Net income per share ................... $ 026 $ 025 $ 037 § 098 $§ 098
Cumulative effect of change in accounting

principle .......... .. i — — — — —
Loss from discontinued operations . .. ....... (0.40) (0.10) (0.41) (0.14) (0.11)

Earnings per common share—Basic ....... $ (014) $ 015 § (0.04) $ 085 § 087

Weighted average shares. . ................. 95.9 92.3 91.2 91.3 83.6
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Diluted net income (loss) per share:
Net income per share
Cumulative effect of change in accounting

principle
Loss from discontinued operations

...........................

Earnings per common share—Diluted

Weighted average shares
Balance Sheet Data (at end of period):
Current assets
Total assets
Current liabilities
Long term debt, net of current portion. ... ...
Total debt
Common stock and options subject to
redemption
- Stockholders’ deficit
Other Financial Data:
Dividends per common share..............
Depreciation and amortization
Capital expenditures
Cash flows provided by (used in):
Operating activities
Investing activities
Financing activities

....................

(1)

Fiscal Year(1)

2010

2009

2008

2007

2006

(in millions, except per share data)

$ 014 $ 015 $ 036 $ 093 $ 092

(0.13)

(0.40)

(013)

(0.10)

(0.05)
$ 001 $ 010 $ (0.04) $ 080 $ 081
289.9  185.6 93.7 96.3 89.6
$ 3459 $ 3864 $ 2956 $ 3437 $ 345.3
936.8  1,0155 9135 10190  999.1
1771 2292 2385 3219 2882
7931 8338 7622 7573 8142
7953 8475 7834 7938 8325
— — 8.9 162 20.3
(87.6) (108.0) (167.8) (131.8) (173.1)
$ — § — $ 008 0.30 0.23
28.7 33.4 35.9 327 31.9
(166)  (124)  (25.0)  (424)  (30.9)
485 78.7 53.7 94.4 582
(13.6) (3) (249 (374  (30.3)
(505) 258  (187)  (862)  (18.9)

We use a 52-53 week fiscal year ending on the closest Sunday to November 30, but no later than

December 2. The fiscal years ended November 28, 2010, November 29, 2009, November 30, 2008,
and November 26, 2006 were all 52-week years. The fiscal year ended December 2, 2007 was a

53-week year. All stock share amounts have been restated to reflect the 0.7595 to 1 reverse stock
split, which became effective on March 23, 2006.

)

Also includes the following items to the extent applicable for the periods presented: IPO expenses,

recapitalization expenses, stock based compensation, goodwill impairment charges, business closure
charges, plant closing and restructuring charges, amortization of intangibles, asset impairment

charges and net royalty income.

)

interest rate derivatives in fiscal 2009.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following management’s discussion and analysis is provided as a supplement to, and should be
read in conjunction with, our Consolidated Financial Statements and accompanying notes included in this

filing. Except where the context suggests otherwise, the terms “we,” “us” and “our” refer to Sealy
Corporation and its subsidiaries. '

We have reclassified the selected financial data for all periods presented to reflect the operations
of our European manufacturing operations in France and Italy and our operations in Brazil as
discontinued operations. See “Results of Operations—Discontinued Operations” later in this Item 7 for
more information. Unless otherwise noted, discussions below pertain to our continuing operations.

Business Overview

We believe we are the largest bedding manufacturer in the world, with a wholesale domestic
market share of approximately 19.6% in 2009. We believe our market share in 2010 is comparable to
2009. We manufacture and market a complete line of bedding (innerspring and non-innerspring)
products, including mattresses and box springs, holding leading positions in key market categories such
as luxury bedding products and among leading retailers. Our conventional bedding products include the
Sealy, Sealy Posturepedic, Stearns & Foster and Bassett brands and account for approximately 91% of our
total domestic net sales for the year ended November 28, 2010. In addition to our innerspring bedding,
we also produce a variety of visco-elastic (“memory foam”) and latex foam bedding products. We
expect to gain market share in these product lines as we seek to strengthen our competitive position in
the specialty bedding (non-innerspring mattress) market. We distinguish ourselves from our major
competitors by maintaining our own component parts manufacturing capability and producing
substantially all of our mattress innerspring and latex mattress components requirements.

During 2010, we saw the weak economic and retail environments begin to turn around and saw an
increase in mattress sales across the industry. From January 2010 through September 2010, the total
increase in sales levels, which was driven by the sale of specialty products, was 8.0% as reported by the
International Sleep Products Association (“ISPA”) sample of leading manufacturers. We expect to see
continued improvement in industry sales in 2011.

We have continued our focus on new product development to bring new and innovative products -
to the market. In February 2010, we introduced Embody by Sealy, a single premium specialty brand that
encompasses both memory foam and latex technologies. The Embody line features products at retail
price levels ranging from $1,999 to $3,299 per queen set. We also introduced new 60 Anniversary -
Posturepedic mattresses which feature new innerspring product at retail price points ranging from $750
to $1,000 per queen set. We have recently begun shipping all of these products to retailers.

Our industry has experienced volatility in the price of petroleum-based and steel products, which
affects the cost of our polyurethane foam, polyester, polyethylene foam and steel innerspring
component parts. Domestic supplies of these raw materials are limited by supplier consolidation,
specific exports of these raw materials outside of the United States and other forces beyond our
control. During fiscal 2009, the cost of these components decreased and ultimately became more stable
in the latter part of fiscal 2009. While these costs remained relatively stable in the first half of fiscal
2010, the costs have shifted upwards during the latter half of fiscal 2010 as feed stocks adjust to market
conditions. The manufacturers of products such as petro-chemicals and wire rod, which are the feed
stocks purchased by our suppliers of foam and drawn wire appear to be managing excess capacity in an
effort to maintain higher prices.

Our foreign subsidiaries contributed 22.0% of our total revenues during fiscal 2010 compared to
19.4% in fiscal 2009. This increase from the prior year has been primarily driven by the favorable
changes in foreign currency exchange rates and growth in our Canadian business.
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Raw Materials

During fiscal 2009, the cost of our steel innerspring, polyurethane foam, polyester, and
polyethlylene component parts decreased and ultimately became more stable in the latter part of fiscal
2009. While these costs remained relatively stable in the first half of fiscal 2010, the costs have shifted
upwards during the latter half of fiscal 2010 as feed stocks adjust to market conditions. We periodically
enter into commodity-based physical contracts to buy natural gas at agreed-upon fixed prices. These
contracts are entered into in the normal course of business. During the first quarter of fiscal 2010, we
entered into a program through which we hedge a portion of our expected diesel fuel consumption
through the use of fixed price swap contracts. These contracts reduce the Company’s exposure to the
volatility in diesel fuel prices.

Critical Accounting Estimates

Our discussion and analysis of our financial condition and results of operations are based upon our
Consolidated Financial Statements that have been prepared in accordance with generally accepted
accounting principles in the United States of America (“US GAAP”). The preparation of financial
statements in accordance with US GAAP requires our management to make estimates and assumptions
that affect the reported amounts of assets, liabilities, revenues and expenses, and the disclosure of
contingent assets and liabilities. US GAAP provides the framework from which to make these
estimates, assumptions and disclosures. We choose accounting policies within US GAAP that our
management believes are appropriate to accurately and fairly report our operating results and financial
position in a consistent manner. Our management regularly assesses these policies in light of current
and forecasted economic conditions. Our accounting policies are stated in Note 1 to our Consolidated
Financial Statements included in Item 8. We believe the following accounting estimates are critical to
understanding our results of operations and affect the more significant judgments and estimates used in
the preparation of our Consolidated Financial Statements:

Cooperative Advertising, Rebate and Other Promotional Programs—We enter into agreements with
our customers to provide funds to the customer for advertising and promotion of our products. We also
enter into volume and other rebate programs with our customers whereby funds may be rebated to the
customer. When sales are made to these customers, we record liabilities pursuant to these agreements.
We periodically assess these liabilities based on actual sales and claims to determine whether all of the
cooperative advertising earned will be used by the customer or whether the customers will meet the
requirements to receive rebate funds. We generally negotiate these agreements on a
customer-by-customer basis. Some of these agreements extend over several periods and are linked with
supply agreements. Most of these agreements coincide with our fiscal year; however, our customers
typically have ninety days following the end of a period to submit claims for reimbursement of
advertising and promotional costs. Therefore, significant estimates are required at any point in time
with regard to the ultimate reimbursement to be claimed by our customers. Subsequent revisions to
such estimates are recorded and charged to earnings in the period in which they are identified.
Changes in underlying spending patterns related to these incentive programs could impact our margins.
Costs of these programs totaled $237.3 million, $212.6 million and $227.0 million in fiscal 2010, 2009
and 2008, respectively. Of these costs, amounts associated with volume rebates, supply agreement
amortization, slotting fees, end consumer rebates and other customer allowances which were recorded
as a reduction of sales were $102.5 million, $94.0 million and $93.9 million in fiscal 2010, 2009 and
2008, respectively. Amounts recorded as a reduction of sales in the U.S. were $78.7 million,
$74.8 million and $78.9 million, respectively. The costs associated with cooperative advertising were
recorded as selling, general and administrative expenses and were $134.8 million, $118.6 million and
$133.1 million in fiscal 2010, 2009 and 2008, respectively.

Allowance for Doubtful Accounts—While we have seen some improvement in the credit
environment through 2010, the continued management of credit risk by financial institutions has caused
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a decrease in the availability of credit for mattress retailers. We continue to actively monitor the
financial condition of our customers to determine the potential for any nonpayment of trade
receivables. In determining our reserve for bad debts, we also consider other general economic factors.
Our management believes that our process of specific review of customers, combined with overall
analytical review provides a reliable evaluation of ultimate collectibility of trade receivables. We
recorded a bad debt provision of $2.5 million, or approximately 0.2% percent of sales, in fiscal 2010.
Provisions for bad debts recorded in fiscal 2009 and 2008 were $3.7 million (approximately 0.3% of
sales) and $8.5 million (approximately 0.6% of sales), respectively.

Warranties and Product Returns—Our warranty policy provides a 10 year non-prorated warranty
service period on all currently manufactured Sealy Posturepedic, Stearns & Foster and Bassett bedding
products and some other Sealy branded products and a 20 year warranty period on the major
components of our TrueForm and MirrorForm visco-elastic products as well as our SpringFree latex
product, introduced in 2005, the last ten years of which are prorated on a straight-line basis. In 2006,
we introduced and subsequently discontinued Right Touch, which has a twenty year limited warranty
that covers only certain parts of the product and is prorated for part of the twenty years. We amended
our warranty policy on Sealy brand value-priced bedding to three years beginning with our new line
introduced in fiscal 2007. The impact of the changes to the warranty policies did not have a significant
impact on our financial results or position. Our policy is to accrue the estimated cost of warranty
coverage at the time the sale is recorded based on historical trends of warranty costs. We utilize
warranty trends on existing similar product in order to estimate future warranty claims associated with
newly introduced product. Changes in the historical trends of these returns could impact the estimates
for future periods. Our accrued warranty liability totaled $17.6 million and $16.5 million as of
November 28, 2010 and November 29, 2009, respectively.

In fiscal 2008, we completed an analysis of our returns claims experience for the U.S. business
based on historical return trends using new information that is available which allows us to better track
and match claims received to the sales for which those claims were initially recorded. This change in
estimate resulted in a reduction of cost of sales of approximately $2.5 million for fiscal 2008 as well as
a corresponding reduction in the accrued returns obligation. Our estimate involves an application of the
lag time in days between the sale date and the date of its return applied to the current rate of returns.

Share-Based Compensation Plans—We have two share based compensation plans, as described
more fully in Note 2 to our Consolidated Financial Statements included in Item 8. For new awards
issued and awards modified, repurchased, or cancelled, the cost is equal to the fair value of the award
at the date of the grant, and compensation expense is recognized for those awards earned over the
service period. Certain of the equity awards vest based upon the Company achieving certain EBITDA
performance targets. During the service period, management estimates whether or not the EBITDA
performance targets will be met in order to determine the vesting period for those awards and what
amount of compensation cost should be recognized related to these awards. At the date of grant, we
determine the fair value of the awards using the Black-Scholes option pricing formula, the trinomial
lattice model or the closing price of the Company’s common stock, as appropriate under the
circumstances. Management estimates the period of time the employee will hold the option prior to
exercise and the expected volatility of Sealy Corporation’s stock, each of which impacts the fair value of
the stock options. The fair value of restricted shares and restricted share units is based upon the
closing price of the Company’s common stock as of the grant date. We also estimate the amount of
share-based awards that are expected to be forfeited based on the historical forfeiture rates experienced
for our outstanding awards.

Self-Insurance Liabilities—We are self-insured for certain losses related to medical claims with
excess loss coverage of $375,000 per claim per year. We also utilize large deductible policies to insure
claims related to general liability, product liability, automobile, and workers’ compensation. Our
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recorded liability represents an estimate of the ultimate cost of claims incurred as of the balance sheet
date. The estimated workers’ compensation liability is discounted and is established based upon analysis
of historical data and actuarial estimates, and is reviewed by us and third-party actuaries on a quarterly
basis to ensure that the liability is appropriate. While management believes these estimates are
reasonable based on the information currently available, if actual trends, including the severity or
frequency of claims, medical cost inflation, or fluctuations in premiums, differ from our estimates, our
results of operations could be impacted. As of November 28, 2010 and November 29, 2009, $4.2 million
and $3.9 million of the recorded liability for workers’ compensation is included as a component of
other accrued liabilities and $7.1 million and $6.5 million is included as a component of other
noncurrent liabilities within the accompanying Consolidated Balance Sheets, respectively

Impairment of Goodwill—We assess goodwill at least annually for impairment as of the beginning
of the fiscal fourth quarter or whenever events or circumstances indicate that the carrying value of
goodwill may not be recoverable from future cash flows. We assess recoverability using several
methodologies, including the present value of estimated future cash flows and comparisons of multiples
of enterprise values to earnings before interest, taxes, depreciation and amortization (“EBITDA”). The
analysis is based upon available information regarding expected future cash flows of each reporting unit
discounted at rates consistent with the cost of capital specific to the reporting unit. If the carrying value
of the reporting unit exceeds the indicated fair value of the reporting unit, a second analysis is
performed to allocate the fair value to all assets and liabilities. If, based on the second analysis, it is
determined that the implied fair value of the goodwill of the reporting unit is less than the carrying
value, goodwill is considered impaired.

Qur fiscal 2009 annual evaluation for goodwill impairment indicated a potential impairment of the
goodwill for our Argentina reporting unit. As a result, we estimated the implied fair value of the
goodwill in this reporting unit compared to carrying amounts and recorded an impairment charge of
$1.2 million to impair the entire balance of goodwill recorded in the Argentina reporting unit. The
impairment charge is based upon the fair value of the assets and liabilities of the reporting unit.

In the fourth quarter of fiscal 2008, market conditions deteriorated significantly. This deterioration
resulting from the global economic downturn had not yet matured or been considered in our annual
test of goodwill. Because of the potential impact of these conditions on our projections and the
indicated fair value of our reporting units, we performed an interim evaluation of goodwill in the
fourth quarter of 2008 reflecting our current views regarding the impact of the changed economic
environment. This analysis indicated potential impairment in the goodwill of our Puerto Rico reporting
unit. As a result, we estimated the implied fair value of the goodwill in this reporting unit compared to
carrying amounts and recorded an impairment charge of $2.8 million for the entire balance. The
impairment charge recorded in fiscal 2008 was based upon a measurement of the fair value of property
and equipment and certain intangible assets, including customer relationships. During fiscal 2009, we
completed our measurement of the impairment loss for the reporting unit and concluded that the
entire balance of the goodwill of this reporting unit was determined to be impaired.

The total carrying value of our goodwill was $362.0 million and $360.6 million at November 28,
2010 and November 29, 2009, respectively. Based on the results of our annual impairment testing, the
fair value of the reporting units that maintain goodwill balances at November 28, 2010 significantly
exceeded their carrying value.

Commitments and Contingencies—We are subject to legal proceedings, claims, and litigation arising
in the ordinary course of business. A negative outcome of these matters is considered remote, and
management does not expect that the ultimate costs to resolve these matters will have a material
adverse effect on our consolidated financial position, results of operations or cash flows.

29



Income Taxes—We record an income tax valuation allowance when the realization of certain
deferred tax assets, including net operating losses, is not more likely than not. These deferred tax items
represent expenses recognized for financial reporting purposes, which may result in tax deductions in
the future. Certain judgments, assumptions and estimates may affect the carrying value of the valuation
allowance and income tax expense in the Consolidated Financial Statements. Our net deferred tax '
assets at November 28, 2010 were $24.4 million, net of a $20.0 million valuation allowance.

Significant judgment is required in evaluating our federal, state and foreign tax positions and in
the determination of our tax provision. Despite our belief that our liability for unrecognized tax
benefits is adequate, it is often difficult to predict the final outcome or the timing of the resolution of
any particular tax matters. We may adjust these liabilities as relevant circumstances evolve, such as
guidance from the relevant tax authority, our tax advisors, or resolution of issues in the courts. These
adjustments are recognized as a component of income tax expense entirely in the period in which they
are identified. '

Results of Operations

Tabular Information

The following table sets forth our summarized results of operations for fiscal years 2010, 2009 and
2008, expressed in thousands of dollars as well as a percentage of each year’s net sales:

Fiscal year(1)

2010 2009 2008
(in thousands) (percentage of (in thousands) (percentage of (in thousands) (percentage of
net sales) net sales) net sales)
Netsales. .............. $1,219,471 100.0% $1,174,581 100.0% $1,343,323 100.0%
Cost of goods sold(2) ...... 709,971 58.2 687,095 585 794,824 59.2

Gross profit . .......... 509,500 41.8 487,486 415 548,499 40.8
Selling, general and

administrative expenses(2) . . 398,053 326 382,514 32.6 443,606 33.0
Goodwill impairment loss. . . . — — 1,188 0.1 2,831 —
Amortization expense . ... .. 289 — 289 — 289 —
Restructuring expenses and

asset impairment . . ... ... — — 1,256 0.1 2,465 —
Royalty income, net of royalty - .

EXPENSE .« . v v v (17,529) (1.4) (16,432) (1.4) (17,323) (1.3)

Income from operations . . . 128,687 10.6 118,671 10.1 116,631 9.1
Interest expense . . .. ... ... 85,617 7.0 76,582 6.5 56,456 4.2
Loss on rights for convertible

NOLES. « v v v v e e m e e — - 4,549 04 — —
Refinancing and

extinguishment of debt and

interest rate derivatives. . . . 3,759 0.3 17,423 1.5 5,378 0.4
Gain on sale of subsidiary

StOCK . . . v i — — (1,292) (0.1) — —
Other income, net ........ (226) — (70) — (388)

Income before income taxes 39,537 3.3 21,479 1.8 55,185 4.5
Income tax provision (benefit) 18,488 1.5 (1,380) (0.1) 21,548 1
Equity in earnings of

unconsolidated affiliates . . . 3,611 03 — — — —

Income from continuing

operations . . . .. ...... 24,660 1.8 . 22,859 1.9 33,637 2.9
Loss from discontinued
operations . ........... (38,399) 3.1 ' (9,374) (0.8) (37.,440) (2.8)
Net (loss) income . ...... $ (13,739) 4.9%) $§ 13485 2.7% $ (3,803) (5.7%)

(1) We use a 52-53 week fiscal year ending on the closest: Sunday to November 30, but no later than December 2. The
fiscal years ended November 28, 2010, November 29, 2009 and November 30, 2008 were 52-week years.

30



(2) Included in our selling, general and administrative expenses for fiscal years 2010, 2009 and 2008 were $67.4 million,
. $65.1 million and $78.8 million, respectively, in shipping and handling costs associated with the delivery of finished
mattress products to our customers, including approximately $5.7 million, $5.7 million and $7.3 million, respectively,
of costs associated with internal transfers between our plant locations. With respect to these costs, our cost of goods
sold may not be comparable with that reported by other entities.

The following table indicates the percentage distribution of our net sales in U.S. dollars
throughout our international operations:

Geographic distribution of sales:

Fiscal year(1)
2010 2009 2008
United States. . ......... . i 78.0% 80.6% 78.6%
Canada ... 15.2 12.9 14.0
Other . ... 6.8 6.5 74
Total . ... ... ... . . . 100.0% 100.0% 100.0%

(1) We use a 52-53 week fiscal year ending on the closest Sunday to November 30, but no
later than December 2. The fiscal years ended November 28, 2010, November 29, 2009
and November 30, 2008 were 52-week years.

31



The following table shows our net sales and margin profitability for the major geographic regions
of our operations, including local currency results for the significant international operations:

Fiscal year(1)

2010 2009 2008
(in thousands) (percentage of (in thousands) (percentage of (in thousands) (percentage of
net sales) net sales) net sales)
United States (US
Dollars):
Netsales ........... 951,106 100.0 946,950 100.0 1,055,590 100.0
Cost of goods sold . ... 558,607 58.7 546,486 57.7 626,903 59.4
Gross profit ....... 392,499 41.3 400,464 42.3 428,687 40.6
Total International (US
Dollars): ‘ )
Netsales ........... 268,365 100.0 227,631 100.0 287,733 100.0
Cost of goods sold . ... 151,364 56.4 140,609 61.8 167,921 58.4
Gross profit . ...... 117,001 43.6 87,022 38.2 119,812 41.6
Canada:
US Dollars:
Netsales ......... 185,706 100.0 151,387 100.0 187,672 100.0
Cost of goods sold .. 102,785 55.3 95,004 62.8 108,672 57.9
Gross profit ... .. 82,921 44.77 56,383 37.2 79,000 42.1
Canadian Dollars:
Netsales ......... 192,713 100.0 173,121 100.0 195,373 100.0
Cost of goods sold .. 106,655 55.3 108,868 62.9 113,431 58.1
Gross profit .. ... 86,058 44.7 64,253 37.1 81,942 41.9
Other International (US
Dollars):
Netsales ........... 82,659 100.0 76,244 100.0 100,061 100.0
Cost of goods sold . . .. 48,579 58.8 45,605 59.8 59,249 59.2
Gross profit . ...... 34,080 41.2 30,639 40.2 40,812 40.8

(1) We use a 52-53 week fiscal year ending on the closest Sunday to November 30, but no later than
December 2. The fiscal years ended November 28, 2010, November 29, 2009 and November 30,
2008 were 52-week years.

Year Ended November 28, 2010 Compared With Year Ended November 29, 2009

Net Sales. Our consolidated net sales for the year ended November 28, 2010 were
$1,219.5 million, a increase of $44.9 million, or 3.8% from the year ended November 29, 2009. This
increase was primarily related to our Canadian operations. Total U.S. net sales increased $4.2 million to
$951.1 million from $947.0 million in fiscal 2009, an increase of 0.4%. The U.S. net sales increase of
$4.2 million was attributable primarily to a 0.6% increase in wholesale unit volume, coupled with a
0.3% decrease in wholesale average unit selling price. The increase in unit volume is primarily
attributable to the successful launch of our new Stearns & Foster line which was partially offset by unit
declines in other product lines. The decrease in wholesale average unit selling price was due to our
response to competitive pressures. International net sales increased $40.7 million, or 17.9% from fiscal
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2009 to $268.4 million. This increase was primarily attributable to the strong performance of our
Canadian operations. In Canada, local currency sales increases of 11.3% translated into increases of
22.7% in U.S. dollars due to a higher average value of the Canadian dollar versus the U.S. dollar
during the first three quarters of fiscal 2010. Local currency sales increases in our Canadian market
were driven by a 16.4% increase in unit volume and a 4.4% decrease in average unit selling price. The
increase in unit volume was driven by the performance of our value oriented beds and the strength of
our new Stearns & Foster line. The lower average unit selling price was driven primarily by strategic
merchandising and promotional activity. Elsewhere in the Company, we have experienced sales
increases in our Mexican and South American markets.

Gross Profit.  Gross profit for fiscal 2010 was $509.5 million, an increase of $22.0 million
compared to fiscal 2009. As a percentage of net sales, gross profit in fiscal 2010 increased
0.3 percentage points to 41.8%. The increase in percentage of net sales was primarily due to an
increase in gross profit margins in our Canadian operations. U.S. gross profit decreased $8.0 million to
$392.5 million or 41.3% of net sales, which is a decrease of 1.0 percentage points of net sales from the
prior year period. The decrease as a percent of sales was primarily attributable to our response to
competitive pressures and greater discounting on products that are near the end of their life cycle in
anticipation of our new Posturepedic product that is expected to be introduced in fiscal 2011. Partially
offsetting these decreases were improvements in operating efficiencies and value engineering efforts.
Material costs did not have a significant impact on the results as lower costs in the first half of the year
were offset as prices increased during the third and fourth quarters. The local currency gross profit
margin in Canada was 44.7% as a percentage of net sales which represents an increase of
7.6 percentage points from fiscal 2009. This performance represents a return to historical levels and
was driven by a reduction in material costs per unit due to currency fluctuations on raw material
purchases, operational efficiencies and higher absorption of fixed manufacturing expenses due to
increased sales volume.

Selling, General, and Administrative. Selling, general, and administrative expenses increased
$15.5 million to $398.1 million for fiscal 2010 compared to $382.5 million for fiscal 2009. As a
percentage of net sales, selling, general, and administrative expenses were consistent between fiscal
2010 and 2009 at 32.6%. The increase in absolute dollars is primarily due to a $16.5 million increase in
volume driven variable expenses primarily driven by a $15.4 million increase in cooperative advertising
and promotional costs. Fixed operating costs, exclusive of non-cash compensation expense, decreased
$12.8 million from the prior year period primarily due to an $11.3 million decrease in cash incentive-
based compensation costs and expected defined contribution plan payments. These decreases were
offset by increased product launch and advertising costs of $1.5 million. Non-cash compensation
expense increased by $3.2 million compared to fiscal 2009 due primarily to the recognition of expense
related to the restricted share unit grants that occurred in the third quarter of fiscal 2009.

Gooadwill impairment loss. During fiscal 2009, we recognized a total non-cash charge of
$1.2 million related to the impairment of goodwill of our Argentina reporting unit. The impairment was
indicated by our fiscal 2009 annual impairment testing of goodwill performed in the fourth quarter of
fiscal 2009. The goodwill impairment reflected a reduction in the fair value of Argentina as a result of
lower expected cash flows for the business and represents the entire goodwill balances for this reporting
unit. No such charges were recognized during fiscal 2010.

Restructuring expenses and asset impairment. 'We recognized pretax restructuring costs of
$1.3 million during fiscal 2009. These charges primarily relate to the following actions:

In the second quarter of fiscal 2009, management made the decision to cease manufacturing of
certain foundation components and begin purchasing all of these components from third-party
suppliers. As a result, we incurred certain insignificant costs related to one-time terminations of
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employees. Additionally, we recognized an impairment charge of approximately $1.2 million for the
related equipment used in this manufacturing process that was not sold. This plan was completed in the
second quarter of fiscal 2009. ‘ :

No such restructuring charges were recognized in fiscal 2010.

Royalty Income, net of royalty expense. Our consolidated royalty income, net of royalty expense, for
fiscal 2010 increased $1.1 million to $17.5 million from fiscal 2009 primarily due to increased sales by
our international licensees along with favorable fluctuations in international currency rates.

Interest Expense. Our consolidated interest expense in fiscal 2010 increased by $9.0 million from
the prior year period to $85.6 million. Our weighted average borrowing costs for fiscal 2010 and 2009
were 10.7% and 9.6%, respectively. Our borrowing cost was unfavorably impacted by our 2009
Refinancing which resulted in increased interest rates and outstanding debt balances.

We recognize non-cash interest related to the PIK interest on our outstanding Convertible Notes
and the accretion or amortization of original issue discount and deferred debt issuance costs. The table
below provides a breakout of cash and non-cash interest for fiscal 2010 and 2009:

Twelve Months Ended
November 28, 2010  November 29, 2009
(in thousands)

Cash interest eXpense . ................... $63,121 $65,684
Non-cash interest expense ................. 22,496 10,898
Total interest expense . . . . .. P $85,617 $76,582

Refinancing and extinguishment of debt and interest rate derivatives. Debt extinguishment and
refinancing expenses for fiscal 2010 included non-cash charges of $2.7 million related to the write-off of
debt issuance costs and original issue discount associated with the $35.0 million of Senior Notes that
were repurchased this period. Also included was a cash charge of $1.1 million which represents the
premium that was paid to repurchase these notes.

Debt extinguishment and refinancing expenses for fiscal 2009 includes non-cash charges of
$2.1 million relating to the write-off of debt issuance costs related to our old senior term loans.
Additionally, we incurred $15.2 million of charges associated with termination payments on our interest
rate swap agreements that were associated with the old senior credit facility.

Income Tax. Our effective income tax rate generally differs from the federal statutory rate due to
the effects of certain foreign tax rate differentials and state and local income taxes. Our effective tax
rate for fiscal 2010 and fiscal 2009 was 46.8% and (6.4)%, respectively. The effective rate for the fiscal
2010 period increased primarily due to the effect of non-deductible paid-in-kind interest which resulted
from the Refinancing in the second quarter of 2009. Additionally, fiscal 2009 results included a larger
benefit resulting from the release of more uncertain tax positions than were recognized in fiscal 2010.

Discontinued Operations. During the fourth quarter of fiscal 2010, we divested the assets of our
European manufacturing operations in France and Italy which represented our Europe segment. Also
during the fourth quarter of fiscal 2010, we discontinued our operations in Brazil and transitioned to a
license arrangement with third parties in this market. We accounted for these businesses as
discontinued operations, and, accordingly, we have reclassified the results of operations and any losses
resulting from disposition for all periods presented to reflect them as such. Amounts recognized in
fiscal 2010 include an impairment charge of $23.0 million and a loss on disposal of $2.4 million.
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Year Ended November 29, 2009 Compared With Year Ended November 30, 2008

Net Sales. Our consolidated net sales for the year ended November 29, 2009 were
$1,174.6 million, a decrease of $168.7 million, or 12.6% from the year ended November 30, 2008. Total
U.S. net sales of $947.0 million for fiscal 2009 decreased $108.6 million from $1,055.6 million in fiscal
2008, a decrease of 10.3%. The U.S. net sales decrease of $108.6 million was attributable primarily to a
9.8% decrease in wholesale unit volume, coupled with a 0.2% decrease in wholesale average unit selling
price. The decrease in unit volume resulted from weak retail demand throughout the year. The slight
decrease in average unit selling price was due to increased interest in our value-priced Sealy brand
product as a result of its appeal to more price conscious consumers in this economic environment.
However, those decreases were partially offset by increased interest in our newly designed Stearns &
Foster product line which was introduced in the second quarter of fiscal 2009, the favorable impact of
the July 2008 price increase, increased delivery revenue and fewer discounted floor samples in fiscal
2009 as the Stearns & Foster product launch was not distributed as widely as the Posturepedic product
launched in fiscal 2008. International net sales decreased $60.1 million, or 20.9% from fiscal 2008 to
$227.6 million. This decline was due to the weak retail environment in all of our major markets. In
Canada, local currency sales decreases of 11.4% translated into decreases of 19.3% in U.S. dollars due
to a lower average value of the Canadian dollar versus the U.S. dollar. Local currency sales decreases
in our Canadian market were driven by a 10.3% decrease in unit volume and a 1.2% decrease in
average unit selling price. The decrease in unit volume is primarily attributable to weak Canadian retail
demand while the decrease in average unit selling price is due to increased sales of value oriented beds.
We have experienced sales decreases in our Mexican and South American markets.

Gross Profit. Gross profit for fiscal 2009 was $487.5 million, a decrease of $61.0 million compared
to fiscal 2008. As a percentage of net sales, gross profit in fiscal 2009 increased (.7 percentage points to
41.5%. The increase as a percentage of net sales was driven by improvements in the U.S., partially
offset by decreases in Canada and our other international businesses. U.S. gross profit decreased
$28.2 million to $400.5 million or 42.3% of net sales, which is an increase of 1.7 percentage points of
net sales from the prior year period. The increase in percentage of net sales was driven primarily by
the continued favorable impact of operations efficiencies and lower material costs. Partially offsetting
these improvements was a decrease in absorption of fixed costs. The local currency gross profit margin
in Canada was 37.1% as a percentage of net sales which represents a decrease of 4.8 percentage points
from fiscal 2008. This decrease as a percentage of sales was driven by the impact of currency
fluctuations on raw materials purchases.

Selling, General, and Administrative. ~Selling, general, and administrative expenses decreased
$61.1 million to $382.5 million for fiscal 2009 compared to $443.6 million for fiscal 2008. As a
percentage of net sales, selling, general, and administrative expenses were 32.6% for fiscal 2009
compared to 33.0% for fiscal 2008. The slight decrease as a percent of sales is due to reductions in
both fixed and variable expenses. The decrease in absolute dollars is primarily due to a $36.7 million
reduction in volume driven variable expenses including an $18.1 million decrease in cooperative
advertising and promotional costs, a $13.7 million decrease in delivery costs due primarily to a decrease
in unit volume shipped and a $4.9 million decrease in bad debt expense. Fixed operating costs,
exclusive of compensation expense, decreased $46.4 million from the prior year period primarily due to
reductions in national advertising expenses of $14.5 million and discretionary expenditures such as
professional fees and travel and entertainment. Compensation expense increased $19.1 million
compared to fiscal 2008. This increase is primarily due to increases of $16.5 million for incentive-based
payments and expected defined contribution plan payments, coupled with the recognition of share-
based compensation expense of $9.3 million, which is non-cash in nature and the effects of which were
partially offset by lower compensation expense due to reduced headcount. In addition, foreign exchange
transaction and severance related costs improved $7.4 million and $4.7 million, respectively from fiscal
2008.
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Goodwill impairment loss. During fiscal 2009, we recognized a total non-cash charge of
$1.2 million related to the impairment of goodwill of our Argentina reporting unit. The impairment was
indicated by our fiscal 2009 annual impairment testing of goodwill performed in the fourth quarter of
fiscal 2009. The goodwill impairment reflected a reduction in the fair value of Argentina as a result of.
lower expected cash flows for the business and represents the entire goodwill balances for this reporting
unit.

During fiscal 2008, we recognized a total non-cash charge of $2.8 million related to the impairment
of goodwill of our Puerto Rico reporting unit. The impairment was indicated by an update to our fiscal
2008 annual impairment testing of goodwill performed in the fourth quarter of fiscal 2008. The
goodwill impairment reflected a reduction in the fair value of Puerto Rico as a result of lower expected
cash flows for the business and represents the entire goodwill balances for those reporting units.

Restructuring expenses and asset impairment. 'We recognized pretax restructuring costs of
$1.3 million during fiscal 2009 as compared with costs of $2.5 million recognized in fiscal 2008. These
charges primarily relate to the following actions:

In the second quarter of fiscal 2009, management made the decision to cease manufacturing of
certain foundation components and begin purchasing all of these components from third-party
suppliers. As a result, we incurred certain insignificant costs related to one-time terminations of
employees. Additionally, we recognized an impairment charge of approximately $1.2 million for the
related equipment used in this manufacturing process that was not sold. This plan was completed in the
second quarter of fiscal 2009.

In the third quarter of fiscal 2008, management made the decision to close its manufacturing
facility in Clarion, Pennsylvania. We recorded a pre-tax restructuring and impairment charge related to
this action of $2.5 million during fiscal 2008, of which $1.6 million was related to employee severance
and benefits and other exit costs, and $0.9 million of which was non-cash in nature, related to fixed
asset impairment charges. During fiscal 2009, we incurred additional charges related to this action of
$0.1 million primarily related to relocation costs. This plan was completed in the first quarter of fiscal
2009. '

Royalty Income, net of royalty expense. QOur consolidated royalty income, net of royalty expense, for
fiscal 2009 decreased $0.9 million to $16.4 million from fiscal 2008 primarily due to the decreased
domestic license sales along with unfavorable fluctuations in international currency rates.

Interest Expense. Our consolidated interest expense in fiscal 2009 increased by $20.1 million from
the prior year period to $76.6 million which includes $5.3 million of non-cash interest expense related
to our Convertible Notes. Our weighted average borrowing costs for fiscal 2009 and 2008 were 9.6%
and 7.3%, respectively. Our borrowing cost was unfavorably impacted by our 2009 Refinancing which
resulted in increased interest rates and outstanding debt balances.

Refinancing and extinguishment of debt and interest rate derivatives. Debt extingnishment and
refinancing expenses for fiscal 2009 includes non-cash charges of $2.1 million relating to the write-off of
debt issuance costs related to our old senior term loans. Additionally, we incurred $15.2 million of
charges associated with termination payments on our interest rate swap agreements that were
associated with the old senior credit facility. During fiscal 2008, we incurred cash charges of
$5.4 million related to the amendment of our senior credit facility which represents amounts paid to
the creditors in connection with the amendment.

Income Tax. Our effective income tax rate generally differs from the federal statutory rate due to
the effects of certain foreign tax rate differentials and state and local income taxes. Our effective tax
rate for fiscal 2009 and fiscal 2008 was (6.4)% and 39.0%, respectively. The effective rate for the fiscal
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2009 period was decreased primarily due to the reversal of $11.0 million of the liability for uncertain
tax positions and related interest (net) and penalties due to the expiration of statutes of limitations
offset by lower pre-tax income in fiscal 2009. The effective rate for the fiscal 2008 period was also
increased due to lower pre-tax income and the impairment of goodwill for our Puerto Rico reporting
unit which is not tax deductible.

Discontinued Operations. During fiscal 2010, we divested the assets of our European
manufacturing operations in France and Italy which represented our Europe segment. Also during
2010, we discontinued our operations in Brazil and transitioned to a license arrangement with third
parties in this market. We accounted for these businesses as discontinued operations, and, accordingly,
we have reclassified the results of operations for all periods presented to reflect them as such.

Liquidity and Capital Resources
Principal Sources of Funds

Our principal sources of funds are cash flows from operations and borrowings under our asset-
based revolving credit facility which provides commitments of up to $100.0 million and matures in May
2013 (the “ABL Revolver”). No borrowings were made against the ABL Revolver during fiscal 2010.
Our principal use of funds consists of operating expenditures, payments of interest on our senior debt,
capital expenditures, and interest payments on our outstanding senior subordinated notes. Capital
expenditures totaled $16.6 million for fiscal 2010. During fiscal 2010, there was no significant spending
for additional production capacity. We believe that annual capital expenditure limitations in our current
debt agreements will not prevent us from meeting our ongoing capital needs. Our introductions of new
products typically require us to make initial cash investments in inventory, promotional supplies and
employee training which may not be immediately recovered through new product sales. However, we
believe that we have sufficient liquidity to absorb such expenditures related to new products and that
these expenses will not have a significant adverse impact on our operating cash flow which we believe
to be sufficient to support our operations. At November 28, 2010, we had approximately $41.4 million
available for borrowing under the ABL Revolver which represents the calculated borrowing base
reduced by outstanding letters of credit of $16.0 million. We currently believe that our liquidity is
adequate to meet our anticipated cash requirements. The calculated borrowing base under the ABL
Revolver is determined based on our domestic accounts receivable and inventory balances. Our net
weighted average borrowing cost was 10.7%, 9.6% and 7.3% for fiscal 2010, 2009 and 2008,
respectively. As of January 4, 2011, we had no borrowings outstanding under the ABL Revolver.

Approximately $41.0 million of our outstanding cash balance at November 29, 2010 is held in
foreign jurisdictions. While we are not prohibited from repatriating these funds to the U.S,, the cost of
doing so may be significant depending upon the prevailing tax rates.

On May 13, 2009, we announced a comprehensive plan to refinance our old senior credit facility
and replace it with indebtedness that has longer-dated maturities and eliminates quarterly financial
ratio based maintenance covenants. The Refinancing converted much of the existing senior debt from
debt bearing interest at variable rates to debt bearing interest at fixed rates. Our interest expense in
future periods is expected to increase due to the accounting treatment of the beneficial conversion
feature associated with our Convertible Notes (as discussed below). However, we do not expect cash
interest payments to change significantly due to the payment in kind interest associated with the
Convertible Notes. Based on our current cash position and the availability of funds through our ABL
Revolver, we believe that we will be able to obtain additional funds as necessary during fiscal 2011 in
order to support our operations.
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Debt

In connection with the Refinancing, we: 1) entered into a new asset-based revolving credit facility
which provides commitments of up to $100.0 million maturing in May 2013, which bears interest at our
choice of either a base rate (determined by reference to the higher of several rates as defined by the
ABL Revolver agreement) or a LIBOR rate for U.S. dollar deposits plus an applicable margin of
4.00%; 2) issued $350.0 million in aggregate principal amount of senior secured notes due April 2016
(the “Senior Notes”), which bear interest at 10.875% per annum payable semi-annually; and 3) issued
$177.1 million in aggregate principal amount of senior secured convertible paid in kind (“PIK”) notes
due July 2016 which are convertible into shares of the Company’s common stock (the “Convertible
Notes”) and bear interest at 8.00% per annum payable semi-annually in the form of additional
Convertible Notes.

At November 28, 2010 there were no amounts outstanding under the ABL Revolver. The
Company did not borrow any amounts under this agreement during the course of fiscal 2010. The
Senior Notes have an outstanding balance of $304.3 million at November 28, 2010 which gives effect to
an unamortized original issue discount of $10.7 million. As of November 28, 2010, the Convertible
Notes have an outstanding balance of $181.3 million which includes accrued PIK interest and the
effects of the accounting for the beneficial conversion features that were recognized upon each of the
January 15, 2010 and July 15, 2010 interest payment dates. See Note 8 of our Consolidated Financial
Statements included in Item 8 for further details. We also have an outstanding principal balance of
$268.9 million at November 28, 2010 on the 8.25% Senior Subordinated Notes due 2014 (the “2014
Notes™).

Future interest payments are expected to be paid out of cash flows from operations and
borrowings on our ABL Revolver. The ABL Revolver provides for revolving credit financing, subject to
borrowing base availability. The borrowing base consists of the following: 1) 85% of the net amount of
eligible accounts receivable and 2) the lesser of (i) 85% of the net orderly liquidation value of eligible
inventory or (ii) 65% of the net amount of eligible inventory. These amounts are reduced by reserves
deemed necessary by the lenders. At November 28, 2010, there were no amounts outstanding under the
ABL Revolver.

Prior to the Refinancing, we had outstanding three interest rate swap agreements related to term
debt under our Old Senior Credit Facility. In connection with the Refinancing, we paid $15.2 million to
terminate these interest rate swap agreements. As the future variable interest rate payments are no
longer likely to be made, the amounts which had previously been recorded in accumulated other
comprehensive income were charged to refinancing expense for the year ended November 29, 2009.

The outstanding 2014 Notes consist of an original $314 million aggregate principal amount
maturing June 15, 2014, bearing interest at 8.25% per annum payable semiannually in arrears on
June 15 and December 15, commencing on December 15, 2004. At November 28, 2010, the outstanding
balance of the 2014 Notes was $268.9 million.
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At November 28, 2010, we were in compliance with the covenants contained within our ABL
Revolver agreement and the indentures governing the Senior Notes, the Convertible Notes and the
2014 Notes. These agreements also restrict our ability to pay dividends and repurchase common stock.

As part of our ongoing evaluation of our capital structure, we continually assess opportunities to
reduce our debt, which opportunities may from time to time include the redemption or repurchase of a
portion of our Senior Notes, the 2014 Notes or the Convertible Notes to the extent permitted by our
debt covenants. During the second quarter of fiscal 2010, the Company redeemed 10%, or $35.0
million, of the principal amount of its outstanding Senior Notes at a redemption price of 103% of the
principal amount of the notes, plus accrued and unpaid interest to the redemption date. During the
fourth quarter of fiscal 2009, the Company repurchased and retired $5.0 million aggregate principal
amount of the 2014 Notes on the open market at 99.06% of par, plus accrued interest. In addition, our
Board authorized a common stock repurchase program on February 19, 2007 under which we may
repurchase up to $100 million of our common stock. As of November 28, 2010, we have repurchased
shares for $16.3 million under this program, none of which was repurchased during fiscal 2010. From
November 28, 2010 through January 4, 2011, we did not repurchase any additional shares under this
program.

Our ability to make scheduled payments of principal, or to pay the interest or liquidated damages,
if any, on or to refinance our indebtedness, or to fund planned capital expenditures will depend on our
future performance, which, to a certain extent, is subject to general economic, financial, competitive,
legislative, regulatory and other factors that are beyond our control. We will be required to make
scheduled principal payments of $2.2 million during the next twelve months, with $1.7 million for our
financing obligations and capital leases and the remainder for debt owed by our international
subsidiaries. However, as we continually evaluate our ability to make additional prepayments as
permitted under our ABL Revolver agreement and the indentures governing the Senior Notes, the
Convertible Notes and the 2014 Notes, it is possible that we will redeem or repurchase portions of our
senior or subordinated debt during that time.

Dividend

The indentures governing the Senior Notes, the 2014 Notes and the Convertible Notes contain
restrictions on our ability to pay dividends. Additionally, our ABL Revolver agreement includes a
requirement that we meet a minimum fixed charge coverage ratio for the payment of dividends.
Although we meet the minimum fixed charge coverage ratio requirement as of November 28, 2010, we
do not expect to declare a dividend for the fourth quarter of fiscal 2010.
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Cash Flow Analysis

The following table summarizes our changes in cash:
Fiscal year(1)

2010 2009 2008
(in thousands)

Statement of Cash Flow Data:
Cash flows provided by (used in):

Operating activities . ... ............... $ 48,466 §$ 78,653 $ 53,713
Investing activities. . . . ................ (13,589) (3,263) (24,913)
Financing activities .. ................. (50,516) 26,494  (18,669)
Effect of exchange rate changes oncash ....... (6,533) 2,947 1,858
Change in cash and cash equivalents. ......... (22,172) 104,831 11,989
Cash and cash equivalents:
Beginning of period . ................... 131,427 26,596 14,607
Endofperiod ............. ... ....... $109,255 $131,427 $ 26,596

(1) We use a 52-53 week fiscal year ending on the closest Sunday to November 30, but no
later than December 2. The fiscal years ended November 28, 2010, November 29, 2009
and November 30, 2008 were 52-week years.

Year Ended November 28, 2010 Compared With Year Ended November 29, 2009

Cash Flows from Operating Activities. Our cash flow from operations decreased $30.2 million to a
$48.5 million net source of cash for the year ended November 28, 2010, compared to a $78.7 million
net source of cash for the year ended November 29, 2009. Cash used for working capital in fiscal 2010
increased by $51.9 million compared with fiscal 2009. This decrease has been driven primarily by higher
inventory levels due to changes in the sourcing of certain product, higher incentive compensation
payments made in fiscal 2010 and the receipt of $8.0 million of income tax refunds during fiscal 2009.
These decreases have been partially offset by higher net income after adjustments for the loss on
disposition of the European and Brazilian business, non-cash interest and non-cash compensation.

Cash Flows used in Investing Activities. Our cash flows used in investing activities increased
approximately $10.3 million from fiscal 2009 primarily due to higher capital expenditures in fiscal 2010
in addition to the $8.4 million of proceeds from the sale-leaseback of our South Gate, California
facility received in fiscal 2009.

Cash Flows used in Financing Activities. Our cash flow used in financing activities for the year
ended November 28, 2010 was $50.5 million compared with cash provided by financing activities in
fiscal 2009 of $26.5 million. This significant use of cash in fiscal 2010 has been primarily driven by the
redemption of $35.0 million of Senior Notes whereas the Refinancing provided approximately
$44.0 million of cash after considering the effects of the payments of costs to issue our new debt in
fiscal 2009. :

Year Ended November 29, 2009 Compared With Year Ended November 30, 2008

Cash Flows from Operating Activities. Our cash flow from operations increased $24.9 million to a
$78.7 million net source of cash for the year ended November 29, 2009, compared to a $53.7 million
net source of cash for the year ended November 30, 2008. This increase has been driven by an increase
in net income from fiscal 2008 of $17.3 million coupled with net cash provided by changes in working
capital in fiscal 2009 of $14.9 million compared with a net use of cash for working capital in fiscal 2008
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of $17.0 million. This increase has been driven, in part by the receipt of $8.0 million of income tax
refunds and improved working capital management during fiscal 2009.

Cash Flows used in Investing Activities. Our cash flows used in investing activities decreased
approximately $21.7 million from fiscal 2008 primarily due to $8.4 million of proceeds from the
sale-leaseback of our South Gate, California facility coupled with $12.5 million lower capital
expenditures as compared with fiscal 2008.

Cash Flows used in Financing Activities. Our cash flow provided by financing activities for the year
ended November 29, 2009 was $26.5 million compared with cash used in financing activities in fiscal
2008 of $18.7 million. This change has been primarily driven by the Refinancing which provided
approximately $44.0 million of cash after considering the effects of the payments of costs to issue our
new debt.

Debt Covenants
Events of Default

Our long-term obligations contain various financial tests and covenants, but do not require that we
meet quarterly financial ratio targets in order to maintain compliance with the terms of the obligations
unless we are in a minimum availability period under the terms of the ABL Revolver.

Our ABL Revolver requires us to meet a minimum fixed charge coverage ratio in order to incur
additional indebtedness and make dividend distributions to holders of our common stock, subject to
certain exceptions. Additionally, the ABL Revolver requires us to maintain a fixed charge coverage
ratio in excess of 1.1 to 1.0 in periods of minimum availability where the availability for two consecutive
calendar days is less than the greater of 1) 15% of the total commitment under the ABL Revolver and
2) $15.0 million. As of November 28, 2010, we were not in a minimum availability period and did not
have any outstanding borrowings under the ABL Revolver. The fixed charge coverage ratio is defined
by the ABL Revolver as the ratio of Adjusted EBITDA less unfinanced capital expenditures and net
cash taxes paid to fixed charges which include cash payments for interest, capital lease obligations,
scheduled principal payments on debt and other restricted payments.

Restrictions on Certain Transactions

The covenants contained in our senior debt agreements also restrict our ability to enter into
certain transactions (the most significant of which are summarized below). Our ABL Revolver requires
us to meet a minimum fixed charge coverage ratio of 1.25 to 1.00 in order to make certain restricted
payments including dividend distributions to holders of our common stock, dividends or distributions to
the parent company (Sealy Corporation), and debt repayments, subject to certain exceptions. The fixed
charge coverage ratio is defined by the ABL Revolver agreement as the ratio of Adjusted EBITDA less
unfinanced capital expenditures and net cash paid to fixed charges which include cash payments for
interest, capital lease obligations, scheduled principal payments on debt and restricted payments. At
November 28, 2010, adjustments to Adjusted EBITDA for cash taxes paid and unfinanced capital
expenditures were $36.5 million. Fixed charges as calculated under the terms of the ABL Revolver
agreement were $67.7 million. This results in a fixed charge coverage ratio of 2.09 to 1.00 at
November 28, 2010 under the terms of the ABL Revolver agreement.

The indentures governing our Senior Notes, Convertible Notes and Senior Subordinated Notes
also require us to meet a fixed charge coverage ratio of 2.0 to 1.0 in order to incur additional
indebtedness and make certain restricted payments, including dividends or equity distributions, subject
to certain exceptions. The fixed charge coverage ratio is defined by the indentures related to these
notes as the ratio of Adjusted EBITDA to fixed charges which include interest expense, and cash
dividend payments on certain preferred stock. At November 28, 2010, fixed charges as calculated under
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the terms of the indentures governing our Senior Notes, Convertible Notes and Senior Subordinated
Notes were $81.3 million, resulting in a fixed charge coverage ratio of 2.19 to 1.00.

‘Non-compliance with the minimum fixed charge coverage ratio contained in the ABL Revolver
agreement and the indentures governing the Senior Notes, Convertible Notes and 2014 Notes would
prohibit Sealy Mattress Company and its subsidiaries from being able to incur additional indebtedness
other than pursuant to specified exceptions.

The covenants contained within our debt agreements are based on what we refer to herein as
“Adjusted EBITDA”. In the senior debt agreements, Adjusted EBITDA is defined as net income plus
interest, taxes, depreciation and amortization adjusted to exclude unusual items and other adjustments
permitted in calculating covenant compliance. Adjusted EBITDA is presented herein as it is a material
component of these covenants. Additionally, management uses Adjusted EBITDA to evaluate the
Company’s operating performance and we believe that this measure provides useful incremental
information to investors regarding our operating performance. While the determination of “unusual
items” is subject to interpretation and requires judgment, we believe the adjustments listed below are in
accordance with the covenants.

Adjusted EBITDA is not a recognized term under GAAP and does not purport to be an
alternative to net income as a measure of operating performance or to cash flows from operating
activities as a measure of liquidity. Additionally, it is not intended to be a measure of free cash flow for
management’s discretionary use, as it does not consider certain cash requirements such as interest
payments, tax payments and debt service requirements. Because not all companies use identical
calculations, these presentations may not be comparable to other similarly titled measures of other
companies.

The following table sets forth a reconciliation of net income to EBITDA and EBITDA to Adjusted
EBITDA for the years ended November 28, 2010, November 29, 2009, and November 30, 2008 (in
thousands):

2010 2009 2008
Net income (10S8) . . . .ot vvviini i $(13,739) $ 13,485 $ (3,803)
Interestexpense ...........cvuviennnn... 85,617 76,582 56,456
Income taxes. .. ....coiviin i 18,488 (1,380) 21,548
Depreciation and amortization . ............. 25,664 25,824 29,154
EBITDA .. ... .. i 116,030 114,511 103,355
Adjustments for debt covenants:
Refinancing charges ..................... 3,759 17,488 5,378
Non-cash compensation . .. ................ 15,862 12,638 3,375
KKR consulting fees . .................... 1,881 2,862 2,195
Severance charges . ...................... 2,150 2,502 6,019
Goodwill impairment. .. ..............u.. 0 1,188 2,831
Restructuring and impairment related charges. . . 0 3,623 3,402
Loss on written option derivative . ........... 0 4,549 0
Discontinued operations .................. 38,399 9,374 37,440
Other (various)(@) . ............ N (196) (1,714) 1,554
Adjusted EBITDA ........................ $177,885 $167,021 $165,549

(a) Consists of various immaterial adjustments.

As of and during the fiscal years ended November 28, 2010, November 29, 2009, and
November 30, 2008, we were in compliance with the covenants contained within our debt instruments.
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Off-Balance Sheet Arrangements

We occupy premises and utilize equipment under operating leases that expire at various dates
through 2023. In accordance with generally accepted accounting principles, the obligations under those
leases are not recorded on our balance sheet. Many of these leases provide for payment of certain
expenses and contain renewal and purchase options. During the fiscal years ended November 28, 2010,
November 29, 2009, and November 30, 2008, we recognized lease expenses of $19.2 million,
$18.5 million and $18.1 million, respectively.

We are involved in a group of joint ventures to develop markets for Sealy branded products in
Asia. These joint ventures are not considered to be variable interest entities and are therefore not
consolidated for financial statement purposes. We account for our interest in the joint ventures under
the equity method, and our net investment of $7.2 million is recorded as a component of other assets
including debt issuance costs, net within the Consolidated Balance Sheet at November 28, 2010. We
believe that any possible commitments arising from these joint ventures will not be significant to our
consolidated financial position or results of operations.

In connection with the sale of our European manufacturing operations, we made certain
guarantees with respect to the existence of liabilities and deficiencies related to assets as of the closing
date that were not reflected in the European business’ financial statements as of the closing date.
Further, certain guarantees were made with respect to losses or damages incurred by the purchaser
related to any misrepresentations or warranties made by us, outstanding disputes or judicial
proceedings. Such guarantees are limited to an aggregate amount of 3.5 million Euro under the terms
of the contract. As of November 28, 2010, we know of no outstanding contingencies that would be
covered by this guarantee and we have concluded that the fair value is insignificant.

Contractual Obligations and Commercial Commitments

As previously discussed, our debt at November 28, 2010 consists of an asset-based revolving credit
facility, under which no amounts are outstanding, $304.3 million of senior notes due 2016, $181.3
million of convertible paid-in kind notes due 2016, $268.9 million outstanding aggregate principal
amount of senior subordinated notes due 2014, $39.9 million due on our financing obligations and an
additional $0.8 million of other borrowings, most of which are owed by our international subsidiaries.
The outstanding balance of the Convertible Notes indicated above includes accrued PIK interest and
the effects of the accounting for the beneficial conversion features that were recognized upon the each
of the January 15, 2010 and July 15, 2010 interest payment dates. See Note 8 of our Consolidated
Financial Statements included in Item 8 for further details.

We engage in various hedging activities in order to mitigate the risk of variability in future cash
flows resulting from floating interest rates on our debt and projected foreign currency and commodity
purchase requirements. Accordingly, we have entered into contractual arrangements for interest rate
swaps, foreign currency forward and option contracts, and fixed price swap agreements for diesel fuel.
The related assets and liabilities associated with the fair value of such derivative instruments are
recorded on our balance sheet. Changes in the fair value of these derivatives are recorded in our
income statement, except for those associated with those agreements which have been designated as
cash flow hedges for accounting purposes.

Significant judgment is required in evaluating our federal, state and foreign tax positions and in
the determination of our tax provision. Despite our belief that the liability for unrecognized tax benefits
is adequate, it is often difficult to predict the final outcome or the timing of the resolution of any
particular tax matter. We may adjust these liabilities as relevant circumstances evolve, such as guidance
from the relevant tax authority, or resolution of issues in the courts. These adjustments are recognized
as a component of income tax expense entirely in the period in which they are identified. While we are
currently undergoing examinations of certain of our corporate income tax returns by tax authorities, no
issues related to these liabilities for uncertain tax positions have been presented to us and we have not
been informed that such audits will result in an assessment or payment of taxes related to these
positions during the one year period following November 28, 2010.
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In accordance with FASB authoritative guidance on accounting for uncertainty in income taxes, we
maintain a reserve for uncertain tax positions. At November 28, 2010, the entire net reserve for
uncertain tax positions is $19.1 million and $1.4 million as a reduction of non-current deferred tax asset
(including penalties and interest). At this time, we are unable to make a reasonably reliable estimate of
the timing of payments in individual years beyond 12 months due to uncertainties in the timing of the
effective settlement of tax positions. As such, the unrecognized tax benefit liabilities are not included in
the table below.

Our contractual obligations and other commercial commitments as of November 28, 2010 are
summarized below (in thousands):

Total
Contractual Obligations 2011 2012 2013 2014 2015  After 2016 Obligaatlions
Principal maturities of long-term
debt........ ... ... ... $ 2,166 $ 1,638 $ 1,849 $271,148 $ 2,431 $516,018 § 795,250
Projected interest on long-term
debt(1).................... 73,641 74,797 76,049 67,218 56,633 35,781 384,119
Projected cash flows on v
derivatives(Z) ............... 163 — — — — — 163
Operating leases(3) ............ 11,651 10,262 8,200 5,952 4,662 17,435 58,162
Total ............ .. L. $87,621 $86,697 $86,098 $344,318 $63,726 $569,234 $1,237,694
Total
Other Commercial Commitments 2011 2012 2013 2014 2015  After 2016 Commitments
Standby Letters of Credit(4) ... ... $15,956 — — — —_ — $ 15956

(1) $0.8 million of our outstanding debt at November 28, 2010 is subject to variable interest rates.
Interest payments are projected based on rates in effect at November 28, 2010 assuming no
variable rate fluctuations going forward. An increase in the interest rates applicable to the
unhedged portion of our variable rate debt by 1% would result in an insignificant amount of
additional annual cash interest expense. Further, these amounts include the paid in kind interest
obligation related to our Convertible Notes which does not represent a cash interest payment.

(2) Our hedging instruments consist of the projected net settlements of our interest rate swaps and
foreign currency contracts as of November 28, 2010 based on the expected timing of the net
payments to be received under the agreements and have not been included in the above
presentation as they do not currently represent obligations of the Company. The fair value of these
instruments can fluctuate based on market conditions.

(3) Obligations under operating leases include only projected payments under current lease terms,
excluding renewal options and assuming no exercise of any purchase options.

(4) We issue letters of credit in the ordinary course of business primarily to back our various
obligations under workers compensation and other insurance programs, environmental liabilities,
and open positions on certain of our derivative instruments. These obligations will renew
automatically on an annual basis unless cancelled per our instructions.

As discussed in Note 17 to our Consolidated Financial Statements included in Item 8, we have an
$8.7 million long term obligation arising from underfunded pension plans. Future minimum pension
funding requirements are not included in the schedule above as they are not available for all periods
presented. During fiscal 2011, we estimate that we will make approximately $2.1 million in
contributions to the plans. In fiscal 2010, we contributed $1.6 million into the plans.
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There are no agreements to purchase goods or services with fixed or minimum obligations. The
schedule above does not include normal purchases which are made in the ordinary course of business.

Foreign Operations and Export Sales

We operate three manufacturing and distribution center facilities in Canada, and one each in
Mexico, Argentina, and Uruguay. We participate in a group of joint ventures with our Australian
licensee to import, manufacture, distribute and sell Sealy branded products in South East Asia. On
December 1, 2008, a fifty percent interest in our operations in South Korea was sold for $1.4 million to
our Australian licensee and these operations became part of the joint venture. On December 4, 2008,
the Company and its Australian licensee each acquired a 50% interest in a joint venture that owns the
assets of our former New Zealand licensee. The purchase price for the 50% ownership was $1.9
million. Additional contributions of $0.4 million were made by each party to the joint venture to fund
the initial working capital of this entity. (See Note 12 to the Consolidated Financial Statements in
Item 8). We also export products directly into many small international markets, and have license
agreements in Thailand, Japan, the United Kingdom, Continental European Union countries, Brazil,
Spain, Australia, South Africa, Israel, Jamaica, Saudi Arabia, the Bahamas and the Dominican
Republic.

During fiscal 2010, we divested the assets of our European manufacturing operations in France
and Italy which represented our Europe segment. Also during 2010, we discontinued our operations in
Brazil and transitioned to a license arrangement with third parties in this market. We accounted for
these businesses as discontinued operations, and, accordingly, we have reclassified the selected financial
data for all periods presented to reflect them as such.

Impact of Recently Issued Authoritative Accounting Guidance

In December 2007, the Financial Accounting Standards Board (“FASB”) issued authoritative
guidance on noncontrolling interests in consolidated financial statements. This guidance establishes
accounting and reporting standards for the noncontrolling interest in a subsidiary and for the
deconsolidation of a subsidiary. The Company adopted this guidance in the first quarter of fiscal 2010,
and it did not have a material impact on its financial statements.

In December 2007, the FASB issued authoritative guidance on business combinations, which
significantly changes the principles and requirements for how the acquirer of a business recognizes and
measures in its financial statements the identifiable assets acquired, the liabilities assumed, and any
noncontrolling interest in the acquiree. The FASB also issued guidance for recognizing and measuring
goodwill acquired in a business combination and what information to disclose to enable users of the
financial statements to evaluate the nature and financial effects of the business combination. The
Company adopted this guidance in the first quarter of fiscal 2010, and it did not have a material impact
on its financial statements.

In April 2008, the FASB issued authoritative guidance on the determination of the useful lives of
intangible assets, which amends the factors that should be considered in developing renewal or
extension assumptions used to determine the useful life of an intangible asset. The Company adopted
this guidance in the first quarter of fiscal 2010, and it did not have a material impact on its financial
statements.

In June 2008, the FASB issued authoritative guidance which addresses whether instruments granted
in share-based payment transactions are participating securities prior to vesting and, therefore, need to
be included in the earnings allocation in computing earnings per share. The Company adopted this
guidance in the first quarter of fiscal 2010 and retrospectively restated its earnings per share for
previous periods in accordance with this guidance. The adoption did not have a material impact on the
current or prior period financial statements presented herein.
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In November 2008, the Emerging Issues Task Force (“EITF”) of the FASB issued authoritative
guidance which clarifies the accounting for certain transactions involving equity method investments.
The Company adopted this guidance in the first quarter of fiscal 2010, and it did not have a material
impact on its financial statements.

In June 2009, the FASB issued authoritative guidance on the consolidation of variable interest
entities (“VIE”). This new guidance significantly affects the overall consolidation analysis. The
Company adopted this guidance in the first quarter of fiscal 2010. The adoption of this guidance did
not have a material impact on the Company’s financial statements.

General Business Risk

Our customers include furniture stores, specialty sleep shops, department stores, membership
warehouse clubs, hospitality customers and other stores. In the future, these customers may consolidate,
undergo restructurings or reorganizations, or realign their affiliations, any of which could decrease the
number of locations that carry our products. These customers are also subject to changes in consumer
spending and the overall state of the economy, both domestically and internationally. As we have seen
during the recent economic environment, our business, financial condition and results of operations
may be affected by various economic factors. Unfavorable economic conditions such as the global
economic recession we have experienced made it more difficult for us to maintain and continue our
revenue growth. In an economic recession or under other adverse economic conditions, customers and
vendors may be more likely to be unable to meet contractual terms or their payment obligations. Any
of these factors could have a material adverse effect on our business, financial condition or results of
operations.

Fiscal Year

We use a 52-53 week fiscal year ending on the closest Sunday to November 30, but no later than
December 2. The fiscal years ended November 28, 2010, November 29, 2009 and November 30, 2008
were 52-week years.

Forward Looking Statements

“Safe Harbor” Statement Under the Private Securities Litigation Reform Act of 1995. When used in
this Annual Report on Form 10-K, the words “believes,” “anticipates,” “expects,” “intends,” “projects”
and similar expressions are used to identify forward-looking statements within the meaning of Private
Securities Litigation Reform Act of 1995. Such forward-looking statements relate to future financial
and operation results. Any forward-looking statements contained in this report represent our
management’s current expectations, based on present information and current assumptions, and are.
thus prospective and subject to risks and uncertainties which could cause actual results to differ
materially from those expressed in such forward-looking statements. Actual results could differ
materially from those anticipated or projected due to a number of factors. These factors include, but
are not limited to:

* the level of competition in the bedding industry;
* legal and regulatory requirements;

* the success of new products;

* our relationships with our major suppliers;

* fluctuations in costs of raw materials;

* our relationship with significant customers and licensees;
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* our labor relations;

* departure of key personnel;

* encroachments on our intellectual property;

* product liability claims;

* the timing, cost and success of opening new manufacturing facilities;
* our level of indebtedness;

* interest rate risks;

* access to financial credit by our customers, vendors or us;

* future acquisitions;

* an increase in return rates; and

* other risks and factors identified from time to time in the Company’s reports filed with the
Securities and Exchange Commission, or the SEC.

All forward-looking statements attributable to us or persons acting on our behalf apply only as of
the date of this Annual Report on Form 10-K and are expressly qualified in their entirety by the
cautionary statements include in this Annual Report on Form 10-K. Except as may be required by law,
we undertake no obligation to publicly update or revise forward-looking statements which may be made
to reflect events or circumstances after the date made or to reflect the occurrence of unanticipated
events.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Foreign Currency Exposures

Our earnings are affected by fluctuations in the value of our subsidiaries’ functional currency as
compared to the currencies of our foreign denominated purchases. Foreign currency forward and
option contracts are used to hedge against a portion of the earnings and cash flow effects of such
fluctuations. The result of a uniform 10% change in the value of the U.S. dollar relative to currencies
of countries in which we manufacture or sell our products would have an approximate $2.7 million
dollar impact on our financial position for the year ended November 28, 2010. This calculation assumes
that each exchange rate would change in the same direction relative to the U.S. dollar. We are also
exposed to foreign currency fluctuations for license revenue, some of which is denominated in foreign
currencies.

To protect against the reduction in value of forecasted foreign currency cash flows resulting from
purchases in a foreign currency, we have instituted a forecasted cash flow hedging program. We hedge
portions of our purchases denominated in foreign currencies and royalty payments to third parties with
forward contracts. At November 28, 2010, we had outstanding forward and option foreign currency
contracts to sell Canadian dollars for a total of 35.1 million US dollars. The expiration dates for the
Canadian dollar contracts range from December 15, 2010 to November 15, 2011. At November 28,
2010, the fair value of these contracts was an asset of $0.1 million. The changes in fair value of the
foreign currency hedges are included in net income, except for those contracts that have been
designated as hedges for accounting purposes. For contracts designated as hedges for accounting
purposes, the changes in fair value related to the effective portion of the hedge are recognized as a
component of accumulated other comprehensive income.
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Interest Rate Risk

Prior to the Refinancing and the disposition of the European operations, the Company was
exposed to interest rate risk associated with fluctuations in the interest rates on its variable interest rate
debt. However, the majority of our outstanding debt bears interest at fixed rates, thereby reducing our
interest rate risk. We periodically utilize interest rate swap agreements to mitigate the risk related to
fluctuations in variable interest rates associated with our outstanding debt instruments. Through the
Refinancing and the disposition of our Europe segment, these interest rate swap agreements were
terminated and at November 28, 2010, no such agreements were outstanding.

Based on the amount of our variable rate debt outstanding at November 28, 2010, a 12.5 basis
point increase or decrease in variable interest rates would have an insignificant impact on our annual
interest expense.

Commodity Price Risks

The cost of our steel innerspring, polyurethane foam, polyester, and polyethylene component parts
were impacted sharply by the volatility in the prices of steel and petroleum in fiscal 2008. During fiscal
2009, the prices paid for steel and latex foam decreased from prior year levels and stabilized somewhat
due to a reduction in the volatility in the related commodity prices through most of 2010. We
periodically enter into commodity-based physical contracts to buy natural gas at agreed-upon fixed
prices. These contracts are entered into in the normal course of business. During fiscal 2010, we
entered into a forecasted cash flow hedging program through which we hedge a portion of our
expected diesel fuel consumption through the use of fixed price swap contracts. These contracts reduce
our exposure to the volatility in diesel fuel prices. At November 28, 2010, we had contracts outstanding
for 0.2 million gallons of diesel fuel to be consumed through January 31, 2011. There were no such
contracts outstanding at November 29, 2009.
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Item 8. Financial Statements and Supplementary Data

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Sealy Corporation
Trinity, North Carolina

We have audited the accompanying consolidated balance sheets of Sealy Corporation and
subsidiaries (the “Company”) as of November 28, 2010 and November 29, 2009 and the related
consolidated statements of operations, stockholders’ deficit, and cash flows for each of the three fiscal
years in the period ended November 28, 2010. Our audits also included the financial statement
schedule listed in the Index at Item 15. These financial statements and financial statement schedule are
the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements and financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the
financial position of Sealy Corporation and subsidiaries as of November 28, 2010 and November 29,
2009 and the results of their operations and their cash flows for each of the three fiscal years in the
period ended November 28, 2010, in conformity with accounting principles generally accepted in the
United States of America. Also, in our opinion, such financial statement schedule, when considered in
relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material
respects, the information set forth therein.

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the Company’s internal control over financial reporting as of
November 28, 2010, based on the criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission, and our report dated
January 20, 2011 expressed an unqualified opinion on the Company’s internal control over financial
reporting.

/s/ DELOITTE & TOUCHE LLP

Raleigh, North Carolina
January 20, 2011
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SEALY CORPORATION
Consolidated Balance Sheets

(in thousands, except per share amounts)

November 28, November 29,

2010 2009
ASSETS
Current assets:
Cash and eqUivalents . . . . ....ovtinnvrienie i $ 109,255 § 131,427
Accounts receivable (net of allowance for doubtful accounts, discounts
and returns, 2010—$25,812; 2009—8$26,675) . . ... ..o i n 140,778 156,850
TNVENLOTIES « v v v v vt et it it ettt it et e e 57,178 56,810
Prepaid expenses and other current assets . . .. ......... ... oL 19,543 21,080
Deferred inCOMeE taXeS . . v v v vt vt ettt e et ittt et aes e 19,127 20,222
345,881 386,389
Property, plant and equipment—at cost:
Land .. e e s 7,414 10,555
Buildings and improvements. . ....... ... . i 126,645 147,415
Machinery and equipment ... ... ... ... .. it 241,766 284,468
Construction in Progress ... .. ...ovve v eeenee e, 9,645 4,551
385,470 446,989
Less accumulated depreciation . . . ...... ... oo (217,398) (239,508)

168,072 207,481

Other assets:

GoOodWIll. . . .ot e e e e e e e 361,958 360,583
Other intangibles—net of accumulated amortization (2010—$3,201;

2009—$18,900) .. ... 1,387 1,937

Deferred iNCOME tAXES . .« + v v v v vttt it et oo st ts i ta e asanes 6,140 6,874

Debt issuance costs, net, and other assets .. .............. ... .. ... 53,319 52,206

422,804 421,600

TOtA] ASSELS + v v e e e e et e e e $ 936,757  $1,015470

See accompanying notes to consolidated financial statements.
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SEALY CORPORATION
Consolidated Balance Sheets (Continued)

(in thousands, except per share aniounts)

November 28, November 29,

2010 2009
LIABILITIES AND STOCKHOLDERS’ DEFICIT
Current liabilities:
Current portion-long term obligations . . ... .................... $ 2,166 $ 13,693
Accounts payable . . .. ....... ... ... i, e 66,507 88,971
Accrued expenses:
Customer incentives and advertising . ....................... 34,510 31,804
Compensation . .. ...ttt e e e o 22,390 43,105
Interest . ..o e 14,359 15,230
Warranty . ... .. e e e 10,522 10,588
Other . oo e e e 26,676 25,848
177,130 229,239
Long term obligations, net of current portion . .. .................. 793,084 833,766
Other noncurrent liabilities . ... .. ...... o0t 53,357 59,625
Deferred income taxes. . . . . ..ottt e 825 832
Commitments and contingencies .................0iutururnnn.. — —
Stockholders’ deficit:
Preferred stock, $0.01 par value; Authorized 50,000 shares; Issued,
170) 4 U= — —_
Common stock, $0.01 par value; Authorized 600,000 shares; Issued and
outstanding: 2010—97,688; 2009—94,654 . ... ....... ... ... ... 979 947
Additional paid-in capital . . .......... ... ... . . ..., 911,066 885,064
Accumulated deficit . . ................. e (1,006,689) (992,950)
Accumulated other comprehensive income (loss) ... ..... e 7,005 (1,053)
(87,639) (107,992)
Total Liabilities and Stockholders’ Deficit . ... .........ccvvuun. .. $ 936,757 $1,015,470

See accompanying notes to consolidated financial statements.
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SEALY CORPORATION

Consolidated Statements of Operations

(in thousands, except per share amounts)

Net sales
Cost of goods sold

.......................................

................................

Gross profit
Selling, general and administrative expenses
Goodwill impairment loss
Amortization expense
Restructuring expenses and asset impairment
Royalty income, net of royalty expense . . . . ..............

...................................
..............
...........................
..............................

.............

Income from operations
Interest expense
Loss on rights for convertible notes
Refinancing and extinguishment of debt and interest rate

derivatives. . . . ... vttt e
Gain on sale of subsidiary stock. ................. ... ...
Other iNCOME, NEL. v v v it ottt it et e eerienne i ans

.........................
..................................

....................

Income before income taxes
Income tax provision (benefit)
Equity in earnings of unconsolidated affiliates

......................
........................

............

Income (loss) from continuing operations
Loss from discontinued operations . . . ..................

............

Net (Ioss) incOMeE . . . . .ot vi it a

(Loss) earnings per common share—Basic
Income (loss) from continuing operations per common share .
Loss from discontinued operations per common share

.....

(Loss) earnings per common share—Basic

...............

Earnings per common share—Diluted
Income (loss) from continuing operations per common share
Loss from discontinued operations per common share

Earnings per common share—Diluted

..................

Weighted average number of common shares outstanding:
Basic
Diluted . . ...t e e

........................................

See accompanying notes to consolidated financial statements.

52

Twelve Months Ended

November 28,

November 29,

November 30,

2010 2009 2008
$1,219,471  $1,174,581  $1,343,323
709,971 687,095 794,824
509,500 487,486 548,499
398,053 382,514 443,606
— 1,188 2,831
289 289 289
— 1,256 2,465
(17,529) (16,432) (17,323)
128,687 118,671 116,631
85,617 76,582 56,456
— 4,549 —
3,759 17,423 5,378
— (1,292) —
(226) (70) (388)
39,537 21,479 55,185
18,488 (1,380) 21,548
3,611 — —
24,660 22,859 33,637
(38,399) (9,374) (37,440)
$ (13,739) $ 13485 § (3,803)
$ 026 $ 025 $ 0.37
(0.40) (0.10) (0.41)
$  (0.14) $ 015 $  (0.04)
$ 014 $ 015 §$ 0.36
(0.13) (0.05) (0.40)
$ 001 $ 010 $  (0.04)
95,934 92,258 91,231
289,857 185,639 93,729



SEALY CORPORATION
Consolidated Statements of Stockholders’ Deficit

(in thousands, except per share amounts)

Balance at December 2,2007 . . . .. ... .o

Net loss
Foreign currency translation adjustment . . .. .. .. ..
Adjustment to defined benefit plan liability, net of tax
of $1,045
Change in fair value of cash flow hedge, net of tax of
$1,559
Cumulative effect of a change in accounting principle—
adoption of certain provisions relating to uncertain
tax positions
Share-based compensation:
Compensation associated with stock option grants
Directors’ deferred stock compensation . . . . ... ..
Current period expense from restricted stock awards .
Cash dividend ($0.08 per common share)
Exercise of stock options
Excess tax benefit on options exercised
Reversal of retiree put liability
Adjustment of common stock and options subject to
redemption

Balance at November 30, 2008

Net income
Foreign currency translation adjustment . . . .. ... ..
Adjustment to defined benefit plan liability, net of tax
of $680
Change in fair value of cash flow hedges, net of tax of
$44 . L s
Loss on termination of interest rate swaps, net of tax of
$5,834
Share-based compensation:
Compensation associated with stock option grants
Directors’ deferred stock compensation . . . ... ...
Compensation associated with restricted stock awards .
Compensation associated with restricted stock units .
Exercise of stock options
Excess tax benefit on options exercised
Distribution of rights to purchase convertible notes . . .
Settlement of rights to purchase Convertible Notes . . .
Conversion of Convertible Notes . . . . ..........
Adjustment of common stock and options subject to
redemption

Balance at November 29, 2009

Netloss . . ...t vt
Foreign currency translation adjustment . . .. ... ...
Adjustment to defined benefit plan liability, net of tax
of (B135) .. ...
Change in fair value of cash flow hedges, net of tax of
8373 e e
Share-based compensation
Compensation associated with stock option grants
Directors’ deferred stock compensation . . . . .. ...
Compensation associated with restricted stock awards .
Compensation associated with restricted stock units
Exercise of stock options
Vesting of restricted share units, net . . . ... ......
Vesting of restricted shares,net. . ... ..........
Excess tax benefit on share based awards
Beneficial conversion feature on Convertible
paid-in-kind Notes

Balance at November 28, 2010

Accumulated
Additional Other
Comprehensive M Paid-in  Accumulated Comprehensive
Income (Loss) Shares Amount Capital Deficit Income (Loss) Total
$ 79,758 90,814  $902 $654,626  $ (796,523) $ 9,202 $(131,793)
(3,803) (3,803) (3,803)
(24,731) (24,731) (24,731)
(1,644) (1,644) (1,644)
(2,538) (2,538) (2,538)
(10,460) (10,460)
2,981 2,981
26 26
222 222
(6,811) (6,811)
986 14 (882) (868)
407 407
2,372 2,372
1 8,795 8,796
$(32,716) 91,800  $917 $668,547 $ (817,597) $(19,711) $(167,844)
13,485 13,485 13,485
11,164 11,164 11,164
(1,814) (1,814) (1,814)
(136) (136) (136)
9,444 9,444 9,444
4,819 4,819
n 371
667 667
6,776 6,776
271 4 23 27
(647) (647)
(188,838) (188,838)
193,388 193,388
2346 23 2,267 2,290
3 8,853 8,856
$ 32,143 94,417  $947 $885,064 $ (992,950) $ (1,053) $(107,992)
(13,739) (13,739) (13,739)
8,041 8,041 8,041
549 549 549
(532) (532) (532)
1,771 1,771
251 251
667 667
13,175 13,175
391 4 292 296
2,768 27 (4,627) (4,600)
112 1 (207) (206)
417 417
14,263 14,263
$ (5,681) 97,688  $979 $911,066  $(1,006,689) $ 7,005 $ (87,639)

See accompanying notes to consolidated financial statements.

53




SEALY CORPORATION
Consolidated Statements of Cash Flows

(in thousands)

Twelve Months Ended

November 28, November 29,  November 30,
2010 09 2008

Operating activities:

Net (loss)income . ... .. .. i e e $(13,739) § 13,485 $ (3,803)
Adjustments to reconcile net income to cash provided by operating activities:
Depreciation and amortization . . ... ... ... .. e 28,676 33,401 35,949
Deferred inCOmME taAXES . . . . o v v i v it e e e e e e e e e e e 1,121 (10,403) 8,318
Impairment charges . . . . . ... ... L 22.963 2,514 28,348
Amortization of deferred gain on sale-leaseback . .. ............ .. ... ... .. (646) (644) —
Paid in kind interest on convertible notes . . . . . ... ... ... 16,109 5,323 —
Amortization of discount on new senior secured nOtes . . . . . . ... .o L. 1,431 709 —
Amortization of debt issuance costs andother . . ... ... ... ... ... ... ...... 4,750 4,124 2,395
Loss on rights for convertible notes . . . . . . ... ... . . o o e — 4,549 —
Share-based compensation . . . . ... ... ... ... e 15,864 12,633 3,392
Excess tax benefits from share-based payment arrangements . . . . ... ........... (417) — (406)
Lossonsale of @assets . . . . . . ... ottt e 260 975 625
Write-off of debt issuance costs related to debt extinguishments . . . ... .. ........ 2,709 2,195 —
Loss on repurchase of seniornotes . . . . . ... ... . o 1,050 0 —
Loss on termination of interest rate SWaps . . . . . . . . oo v i i e — 15,232 —_—
Payment to terminate interest rate SWaps . . . . . . ... e e — (15,232) —
Loss (Gain) on disposition of subsidiary . . . . ... .. ... ... . ... . . . . ... ... 2,399 (1,292) —
Other, DEt . . o o ot e 2,618 (3,817) (4,104)
Changes in operating assets and liabilities:
Accounts receivable . . . . . . ... e e e e (3,226) 7,242 37,566
INVEIMOTIES . . . & v v o ittt e e et e e e e e e e e (12,115) 7,142 5,844
Other current assets . . . . . ...ttt ittt e (3,628) 16,676 (3,035)
Other assets . . . . . . . . oo e (3,791) (1,161) —
Accounts payable . . . .. ... e e (4,873) (13,064) (29,922)
Accrued EXPEISES . . . . . i i e e e e (8,711) 8,220 (28,529)
Other Habilities . . . . ... .. .. (338) (10,154) 1,075
Net cash provided by operating activities . . . ... ... ..... ... ... . ... ..., 48,466 78,653 53,713
Investing activities:
Purchase of property, plant and equipment . . . . . ... ... ... .. ... (16,578) (12,428) (24,975)
Proceeds from sale of property, plant and equipment . . . . ... ... ... ... ... 124 10,388 62
Net proceeds (outflow) from disposition of subsidiary . .. ... ... .............. (340) 1,237 —
Investments in and loans to unconsolidated affiliate. . . . .. .. ... ... ........... — (2,322) —
Repayments of loans and capital from unconsolidated affiliate . ... .............. 3,205 (138) —_
Net cash used in investing activities . . ... ... ... ... ... . ... ... (13,589) (3,263) (24,913)

Financing activities:

Cashdividends . . . . .. . ... . e — — (6,811)
Proceeds from issuance of long-term obligations . . . . .. ...... ... ... ... ... 4,702 6,280 9,305
Repayments of long-term obligations . . . . . ... ... .. e (15,068) (18,285) (44,455)
Repayment of senior term loans . . . . . . ... ... L. — (377,181) —
Proceeds from issuance of new senior secured notes . . . . ... ... ... — 335,916 —_
Proceeds from issuance of related party notes . . . . .. .. ... ... L. — 177,132 —
Repayment of related party notes . . . . . . ... ... — (83,284) —_
Repayment of senior secured notes, including premium of $1,050 . . . . ... ....... ... (36,050) —
Proceeds from issuance of convertible notes . . . . . . . ... ... ... . ... .. .. — 83,284 —
Repayment of subordinated notes, including discounts taken of $47 . . . . ... ... ... .. — (4,953) —
Borrowings under revolving credit facilities . . . . ... .. ... .. ... . o — 141,158 283,527
Repayments under revolving credit facilities . . .. ... ....... ... ... .. 0., — (205,558) (260,617)
Repurchase of common stock associated with vesting of employee share-based awards. . . . . (4,806) — —
Exercise of employee stock options, including related excess tax benefits . . .. ...... .. 714 30 482
Debt iSSUANCE COSIS . . . . v v ittt e e e e e e e e e e — (27,617) (100)
Other . . . . ®) (428) —
Net cash (used in) provided by financing activities . . . . . ... ............... (50,516) 26,494 (18,669)
Effect of exchange rate changesoncash ... ...... ... ... ... ... ... ... .. ..., (6,533) 2,947 1,858
Change in cash and equivalents . . . . . ... ... .. ... .. .. ... . . e (22,172) 104,831 11,989
Cash and equivalents:
Beginning of period . . . . . .. e 131,427 26,596 14,607
Endof period . ... .. .. .. e $109,255 § 131,427 $ 26,596
Supplemental disclosures:
Taxes paid (net of tax refunds of $5, $8,000, and $159 in fiscal 2010, 2009 and 2008,
Tespectively) . . . . ... $ 20,069 $ 12,852 $ 22,882
Interest paid . . . . . . . . e $ 66,071 $ 69,397 $ 58,164

See accompanying notes to consolidated financial statements.
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SEALY CORPORATION

Notes To Consolidated Financial Statements

Note 1: Basis of Presentation and Significant Accounting Policies
Business

Sealy Corporation and its subsidiaries (the “Company”) are engaged in the consumer products
business and manufacture, distribute and sell conventional bedding products including mattresses and
box springs, as well as specialty bedding products which include latex and visco-elastic mattresses. The
Company’s products are manufactured in a number of countries in North and South America.
Substantially all of the Company’s trade accounts receivable are from retail customers. The Company
also licenses its brands in markets both domestic and international and receives royalty income from
these arrangements. Further, the Company participates in joint ventures which manufacture and
distribute product under its brand names in various Asian markets.

Basis of Presentation and Principles of Consolidation

The Consolidated Financial Statements include the accounts of Sealy Corporation and its 100%-
owned subsidiary companies. Intercompany transactions are eliminated. The equity method of
accounting is used for joint ventures and investments in associated companies over which the Company
has significant influence, but does not have effective control and consolidation is not otherwise required
under the Financial Accounting Standards Board’s (the “FASB”) authoritative guidance surrounding
the consolidation of variable interest entities (“VIE”). Significant influence is generally deemed to exist
when the Company has an ownership interest in the voting stock of the investee of between 20% and
50%, although other factors, such as representation on the investee’s Board of Directors, voting rights
and the impact of commercial arrangements, are considered in determining whether the equity method
of accounting is appropriate. The Company’s equity in the net income and losses of these investments
is reported in selling, general and administrative expenses in the accompanying Consolidated
Statements of Operations. Also, based on triggering events, the Company assesses whether it has any
primary beneficial interests in any VIE which would require consolidation of such entity. At
November 28, 2010, the Company does not have a VIE for which it is currently required to evaluate
whether it is the primary beneficiary.

As discussed in Note 13, in November 2010, the Company divested its European manufacturing
operations in France and Italy which represented our Europe segment. The Company also discontinued
our operations in Brazil in the fourth quarter of fiscal 2010. In both of these markets, the Company has
transitioned to a license arrangement with third parties. We accounted for these businesses as
discontinued operations, and, accordingly, we have reclassified the Consolidated Statements of
Operations for all periods presented to reflect them as such. The Consolidated Balance Sheet and
Statements of Cash Flows have not been adjusted for discontinued operations presentation. Unless
otherwise noted, discussions in these notes pertain to our continuing operations.

At November 28, 2010, affiliates of Kohlberg Kravis Roberts & Co. L.P. (“KKR”) controlled
approximately 47.7% of the issued and outstanding common stock of the Company.
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SEALY CORPORATION

Notes To Consolidated Financial Statements (Continued)

Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

Significant accounting policies used in the preparation of the Consolidated Financial Statements
are summarized below.

Fiscal Year

The Company uses a 52-53 week fiscal year ending on the closest Sunday to November 30, but no
later than December 2. The fiscal years ended November 28, 2010, November 29, 2009 and
November 30, 2008 were 52-week years.

Recently Issued Authoritative Accounting Guidance

In December 2007, the FASB issued authoritative guidance on noncontrolling interests in
consolidated financial statements. This guidance establishes accounting and reporting standards for the
noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. The Company
adopted this guidance in the first quarter of fiscal 2010, and it did not have a material impact on its
financial statements.

In December 2007, the FASB issued authoritative guidance on business combinations, which
significantly changes the principles and requirements for how the acquirer of a business recognizes and
measures in its financial statements the identifiable assets acquired, the liabilities assumed, and any
noncontrolling interest in the acquiree. The FASB also issued guidance for recognizing and measuring
goodwill acquired in a business combination and what information to disclose to enable users of the
financial statements to evaluate the nature and financial effects of the business combination. The
Company adopted this guidance in the first quarter of fiscal 2010, and it did not have a material impact
on its financial statements.

In April 2008, the FASB issued authoritative guidance on the determination of the useful lives of
intangible assets, which amends the factors that should be considered in developing renewal or
extension assumptions used to determine the useful life of an intangible asset. The Company adopted
this guidance in the first quarter of fiscal 2010, and it did not have a material impact on its financial
statements.

In June 2008, the FASB issued authoritative guidance which addresses whether instruments granted
in share-based payment transactions are participating securities prior to vesting and, therefore, need to
be included in the earnings allocation in computing basic and diluted earnings per share. The Company
adopted this guidance in the first quarter of fiscal 2010 and retrospectively restated its basic and diluted
earnings per share for previous periods in accordance with this guidance. The adoption did not have a
material impact on the current or prior period financial statements presented herein.

In November 2008, the Emerging Issues Task Force (“EITF”) of the FASB issued authoritative
guidance which clarifies the accounting for certain transactions involving equity method investments.
The Company adopted this guidance in the first quarter of fiscal 2010, and it did not have a material
impact on its financial statements.

In December 2008, the FASB issued authoritative guidance on employers’ disclosures about plan
assets of a defined benefit pension or other postretirement plan. This interpretation is effective for
financial statements issued for fiscal years ending after December 15, 2009. The Company has adopted
this interpretation in the fourth quarter of fiscal 2010, and has included the required disclosures in the
financial statements related to the assets of the Company’s defined benefit pension plans.
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SEALY CORPORATION

Notes To Consolidated Financial Statements (Continued)

Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

In June 2009, the FASB issued authoritative guidance on the consolidation of VIEs. This new
guidance significantly affects the overall consolidation analysis. The Company adopted this guidance in
the first quarter of fiscal 2010. The adoption of this guidance did not have a material impact on the
Company’s financial statements.

In January 2010, the FASB issued authoritative guidance to amend the disclosure requirements
related to recurring and nonrecurring fair value measurements. The guidance requires new disclosures
on the transfers of assets and liabilities between Level 1 and Level 2 of the fair value measurement
hierarchy, including the reasons and timing of the transfers, which the Company adopted in the second
quarter of fiscal 2010. Additionally, the guidance requires a rollforward of activities related to the
purchases, sales, issuance and settlements of assets and liabilities measured using Level 3 fair value
measurements. The Company will adopt this guidance in the first quarter of fiscal 2012. The adoption
of this guidance will increase the level of disclosures in the financial statements related to fair value
measurements.

In January 2010, the FASB issued authoritative guidance to amend the accounting and reporting
requirements for decreases in ownership of a subsidiary. This guidance requires that a decrease in the
ownership interest of a subsidiary that does not result in a change of control be treated as an equity
transaction. The guidance also expands the disclosure requirements about the deconsolidation of a
subsidiary. The Company adopted this guidance in the first quarter of fiscal 2010 and it did not have a
material impact on its financial statements.

In July 2010, the FASB issued authoritative guidance which requires expanded disclosures about
the credit quality of an entity’s financing receivables and its allowance for credit losses on a
disaggregated basis. The Company will adopt the portion of this guidance which pertains to disclosures
as of the end of a reporting period in the first quarter of fiscal 2011. The Company will adopt the
portion of this guidance which pertains to the activity that occurs during a reporting period in the
second quarter of fiscal 2011. The adoption of this guidance will increase the level of disclosures in the
financial statements related to the credit quality of its financing receivables and allowance for credit
losses.

In December 2010, the FASB issued authoritative guidance which modifies the requirements of
step 1 of the goodwill impairment test for reporting units with zero or negative carrying amounts. The
Company will adopt this guidance in the first quarter of fiscal 2012. The Company is still assessing the
potential impact of adoption.

Revenue Recognition

The Company recognizes revenue when realized or realizable and earned, which is when the
following criteria are met: persuasive evidence of an arrangement exists; delivery has occurred; the sales
price is fixed or determinable; and collectibility is reasonably assured. The recognition criteria are met
when title and risk of loss have transferred from the Company to the buyer, which is upon delivery to
the customer sites or as determined by legal requirements in foreign jurisdictions. At the time revenue
is recognized, the Company provides for the estimated costs of warranties and reduces revenue for
estimated returns and cash discounts. The Company also records reductions to revenue for customer
incentive programs offered including volume discounts, promotional allowances, slotting fees and supply
agreement amortization, and records liabilities pursuant to these agreements. The Company periodically
assesses these liabilities based on actual sales and claims to determine whether the customers will meet
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SEALY CORPORATION

Notes To Consolidated Financial Statements (Continued)

Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

the requirements to receive rebate funds. The Company generally negotiates these agreements on a
customer-by-customer basis. Some of these agreements extend over several periods and are linked with
supply agreements. Accordingly, $102.5 million, $94.0 million, and $93.9 million were recorded as a
reduction of revenue for fiscal 2010, 2009 and 2008, respectively.

We continue to actively monitor the financial condition of our customers to determine the
potential for nonpayment of trade receivables. In determining our allowance for doubtful accounts, we
also consider other general economic factors. Our management believes that our process of specific
review of customers, combined with overall analytical review provides a reliable evaluation of ultimate
collectibility of trade receivables. We recorded a bad debt provision of $2.5 million, $3.7 million and
$8.5 million in fiscal 2010, 2009 and 2008, respectively which is recorded as a component of selling,
general and administrative expenses in the Consolidated Statements of Operations.

Product Delivery Costs

Included in the Company’s selling, general and administrative expenses in the consolidated
statement of operations for fiscal 2010, 2009 and 2008 were $67.4 million, $65.1 million and
$78.8 million, respectively, in shipping and handling costs associated with the delivery of finished
mattress products to its customers, including approximately $5.7 million, $5.8 million and $7.3 million,
respectively, of costs associated with internal transfers between plant locations. Since we include these
costs within selling, general and administrative expenses, our cost of goods sold may not be comparable
with that reported by other entities.

Concentrations of Credit and Other Risk

Financial instruments that potentially subject the Company to significant concentrations of credit
risk consist principally of cash and cash equivalents, receivables, foreign currency forward and option
contracts and interest rate swap arrangements. The Company places its cash and cash equivalents with
major financial institutions and limits the amount of credit exposure to any one institution.

The Company’s accounts receivable arise from sales to numerous customers in a variety of markets
and geographies around the world. Receivables arising from these sales are generally not collateralized.
The Company’s customers include furniture stores, national mass merchandisers, specialty sleep shops,
department stores, contract customers and other stores. The top five customers accounted for
approximately 36.9%, 32.6% and 28.4% of the Company’s net sales for the years ended November 28,
2010, November 29, 2009 and November 30, 2008, respectively. One customer accounted for more than
10% of the Company’s net sales in fiscal 2010, 2009 and 2008. The Company performs ongoing credit
evaluations of its customers’ financial conditions and maintains reserves for estimated credit losses.
Such losses, in the aggregate, have not materially exceeded management’s estimates. '

The counterparties to the Company’s foreign currency and commodity-based fixed price swap
agreements are major financial institutions. The Company has not experienced non-performance by any
of its counterparties nor does the Company expect there to be significant non-performance risks
associated with its derivative counterparties at November 28, 2010.

The Company is presently dependent upon a single supplier for certain polyurethane foam
components in its mattress units. Such components are purchased under a supply agreement, and are
manufactured in accordance with proprietary process designs exclusive to the supplier. The Company
has incorporated these methods of construction into many of its branded products. The Company
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Notes To Consolidated Financial Statements (Continued)

Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

continually looks to develop alternative supply sources, allowing acquisition of similar component parts
which meet the functional requirement of various product lines. The Company also purchases a
significant portion of its box spring components from a single supplier and manufactures only a minor
amount of these parts. The Company is also dependent on a single supplier for the visco-elastic
components and assembly of its TrueForm and Embody specialty product lines. The related product in
which these components and assembly processes are used does not represent a significant portion of
overall sales. Except for its dependence regarding certain polyurethane foam and visco-elastic
components and assembly of its TrueForm and Embody specialty product lines, the Company does not
consider itself to be dependent upon any single outside vendor as a source of supply to its conventional
bedding or specialty businesses, and the Company believes that sufficient sources of supply for the
same, similar or alternative components are available.

Approximately 67% of the employees at the Company’s 25 North American plants are represented
by various labor unions with separate collective bargaining agreements. The Company’s current
collective bargaining agreements, which are typically three years in length, expire at various times
beginning in fiscal 2011 through 2013. Of the employees covered by collective bargaining agreements,
approximately 36% are under contracts expiring in fiscal 2011. Certain employees at the Company’s
international facilities are also covered by collective bargaining agreements, which expire at various
terms between fiscal 2011 and 2013.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles
in the United States of America requires management to make estimates and assumptions that affect
the amount of assets and liabilities and disclosures on contingent assets and liabilities at year end and
the reported amounts of revenue and expenses during the reporting period. Actual results may differ
from these estimates. Material estimates that are particularly susceptible to significant change relate to
the determination of the accrued warranty obligation, allowance for doubtful accounts, discounts and
returns, cooperative advertising and promotional accruals, share-based compensation, valuation of
goodwill and intangible assets, reserve for workers’ compensation claims, benefit plan obligations and
expenses, environmental contingencies and tax assets, liabilities and expense.

See “Warranties” below regarding the effect of changes in estimates associated with the Company’s
reserve for product warranties.

See “Self-Insurance” below regarding estimates associated with the Company’s reserve for workers’
compensation claims.

See “Income Taxes” below regarding estimates associated with the Company’s uncertain tax
positions and valuation allowances against net deferred tax assets. :

Foreign Currency

Subsidiaries located outside the U.S. use the local currency as the functional currency. Assets and
liabilities are translated at exchange rates in effect at the balance sheet date and income and expense
accounts at average exchange rates during the year. Resulting translation adjustments are recorded
directly to a separate component of stockholders’ deficit (accumulated other comprehensive income
(loss)) and are not tax effected since they relate to investments which are permanent in nature. Foreign
currency transaction gains and losses are recognized in cost of goods sold or selling, general and
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Notes To Consolidated Financial Statements (Continued)

Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

administrative expenses at the time they occur. The Company recorded foreign currency transaction
(losses) gains of ($4.2 million), $(5.9 million) and $0.7 million in fiscal 2010, 2009 and 2008,
respectively.

Cash and Equivalents

The Company considers all highly liquid debt instruments with an original maturity at the time of
purchase of three months or less to be cash equivalents. Included as cash equivalents are money
market funds that are stated at cost, which approximates market value.

Checks Issued In Excess of Related Bank Account Balances

Accounts payable and accrued compensation expenses include book overdrafts in the amounts of
$11.2 million and $0.0 million at November 28, 2010 and $7.0 million and $0.8 million at November 29,
2009, respectively. The change in the reclassified amount of checks issued in excess of the related bank
account balance on our books (which does not represent a negative bank account balance) is included
in cash flows from operations in the statements of cash flows.

Inventory

The cost of inventories is determined by the “first-in, first-out” (“FIFO”) method, which
approximates current cost. The cost of inventories includes raw materials, direct labor and
manufacturing overhead costs. The Company adjusts the basis of its inventory value for excess, obsolete
or slow moving inventory based on changes in customer demand, technology developments or other
economic factors.

Supply Agreements

The Company from time to time enters into long term supply agreements with its customers to sell
its branded products to customers in exchange for minimum sales volume or a minimum percentage of
the customer’s sales or space on the retail floor. Such agreements generally cover a period of two to
five years. In these long term agreements, the Company reserves the right to pass on its cost increases
to its customers. Other costs such as transportation and warranty costs are factored into the wholesale
price of the Company’s products and passed on to the customer. Initial cash outlays by the Company
for such agreements are capitalized and amortized generally as a reduction of sales over the life of the
contract. The majority of these cash outlays are ratably recoverable upon contract termination. Such
capitalized amounts are included in “Prepaid expenses and other current assets” and “Debt issuance
costs, net, and other assets” in the Company’s Consolidated Balance Sheets.

Property, Plant and Equipment

Property, plant and equipment are recorded at cost less accumulated depreciation. Depreciation
expense is provided based on historical cost and estimated useful lives ranging from approximately
twenty to forty years for buildings and building improvements and three to fifteen years for machinery
and equipment. The Company uses the straight-line method for calculating the provision for
depreciation. Depreciation expense for fiscal 2010, 2009 and 2008 was $25.1million, $25.5 million, and
$25.6 million, respectively and is primarily recorded in cost of goods sold on the consolidated
statements of operations.
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Note 1: Basis of Presentation and Significant Accounting Policies (Continued)

The Company reviews property, plant and equipment for impairment whenever events or changes
in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability
of assets to be held and used is measured by a comparison of the carrying amount of an asset group to
future net undiscounted cash flows expected to be generated by the asset group. If such assets are
considered to be impaired, the impairment recognized is measured by the amount by which the
carrying amount of the assets exceeds the fair value of the assets.

No impairment charges related to property, plant and equipment were recognized during fiscal
2010 other than those related to discontinued operations. Impairment charges recognized related to
property, plant and equipment for fiscal 2009 were $1.3 million and relate to the decision to cease
manufacturing of certain foundation components and begin purchasing all of these components from
third party suppliers. Impairment charges recognized in fiscal 2008 were $0.9 million and relate to the
closure of the Company’s manufacturing facility in Clarion, Pennsylvania. These charges have been
recorded as a component of restructuring expenses and asset impairments in the Consolidated
Statements of Operations (See Note 25).

Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs
to sell. Fair value is determined based upon estimates of the amount to be recovered upon disposal of
the facility. There were no assets qualifying as held for sale at November 28, 2010 or November 29,
2009. ‘

It is Company policy to capitalize certain costs incurred in connection with developing or obtaining
internal-use software.

Goodwill

Goodwill is recorded when the consideration paid for an acquisition exceeds the fair value of the
identifiable net tangible and identifiable intangible assets acquired. Goodwill is not amortized but must
be reviewed for impairment at least annually and if a triggering event were to occur in an interim
period. The Company performs at least an annual assessment of goodwill for impairment as of the
beginning of the fiscal fourth quarter or whenever events or circumstances indicate that the carrying
value of goodwill may not be recoverable from future cash flows. The Company assesses recoverability
using several methodologies to determine fair value of a reporting unit, which include the present value
of estimated future cash flows and comparisons of multiples of enterprise values to earnings before
interest, taxes, depreciation and amortization (“EBITDA”). The analysis is based upon available
information regarding expected future cash flows of each reporting unit discounted at estimated market
rates. Discount rates are based upon the cost of capital specific to the reporting unit. If the carrying
value of the reporting unit exceeds the fair value of the reporting unit, a second analysis is performed
to allocate the fair value to all assets and liabilities. If, based on the second analysis, it is determined
that the indicated fair value of goodwill of the reporting unit is less than the carrying value, the
Company would recognize impairment for the excess of carrying value over fair value of goodwill. In
connection with its fiscal 2009 annual evaluation for goodwill impairment the Company recorded a
non-cash charge of $1.2 million related to the impairment of the goodwill of its Argentina reporting
unit. The impairment charge is based upon the fair value of the assets and liabilities of the reporting
unit. In connection with an interim evaluation of goodwill in the fourth quarter of 2008, the Company
recorded a non-cash charge of $2.8 million related to the impairment of the goodwill of its Puerto Rico
reporting unit (See Note 6).
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Debt Issuance Costs '

The Company capitalizes costs associated with the issuance of debt and amortizes them as
additional interest expense over the lives of the debt on a straight-line basis which approximates the
effective interest method. Upon the prepayment of the related debt, the Company accelerates the
recognition of an appropriate amount of the costs as refinancing and extinguishment of debt and
interest rate derivatives. Additional expense arising from such prepayments during fiscal 2010, 2009 and
2008 was $2.7 million, $0.1 million and $0.0 million, respectively.

In connection with the refinancing of the Company’s senior secured credit facilities in May 2009,
the Company recorded fees in the amount of $27.6 million which were deferred and will be amortized
over the life of the new agreements. Since the old senior secured term loans are considered terminated,
the remaining unamortized debt issuance costs of $2.1 million were expensed and recognized as a
component of refinancing and extinguishment of debt and interest rate derivatives in the Consolidated
Statements of Operations. The remaining unamortized debt issuance costs associated with the old
senior revolving credit facility will continue to be amortized over the life of the Company’s new asset-
based revolving credit facility as such credit facility met the criteria for modification treatment rather
than extinguishment.

In connection with the Second Amendment to the Third Amended and Restated Credit
Agreement entered into in November 2008, the Company paid fees to the creditor in the amount of
$5.4 million, which were recorded as a component of refinancing and extinguishment of debt and
interest rate derivatives in the Consolidated Statements of Operations. In accordance with the FASB’s
authoritative guidance surrounding a debtor’s accounting for a modification or exchange of debt
instruments, these costs were expensed as incurred. The Company also paid approximately $0.1 million
of fees to third parties that were deferred and will be amortized over the life of the amended
agreement. The Company has the following amounts recorded in debt issuance costs, net, and other
assets (in thousands):

November 28, 2010  November 29, 2009

GrOSS COSE . v v vt et et e e e $27,744 $34,008
Accumulated amortization ................. (5,603) (4,783)
Net deferred debt issuance costs. . ........... $22,141 $29,225

Royalty Income and Expense

The Company recognizes royalty income based on sales of Sealy, Stearns & Foster, and Bassett
branded product by various licensees. The Company recognized gross royalty income of $17.6 million,
$16.5 million and $17.6 million in fiscal 2010, 2009, and 2008, respectively. The increase in royalty
income has been driven by increased sales by our international licensees along with favorable
fluctuations in international currency rates The Company also pays royalties to other entities for the
use of their names on product produced by the Company. The Company recognized royalty expense of
$0.1 million in fiscal 2010 and 2009 and $0.3 million in fiscal 2008, respectively.

Income Taxes

Income taxes are accounted for under the asset and liability method in accordance with the FASB’s
authoritative guidance on accounting for income taxes. Deferred tax assets and liabilities are recognized
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for future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply
to taxable income in the years in which those temporary differences are expected to be recovered or
settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income
in the period that includes the enactment date. The Company provides valuation allowances against the
net deferred tax asset for amounts that are not considered more likely than not to be realized (See
Note 16 for disclosure of amounts related to deferred taxes and associated valuation allowances).

Significant judgment is required in evaluating the Company’s federal, state and foreign tax
positions and in the determination of its tax provision. Despite management’s belief that the Company’s
liability for unrecognized tax benefits is adequate, it is often difficult to predict the final outcome or
the timing of the resolution of any particular tax matters. The Company may adjust these reserves as
relevant circumstances evolve, such as guidance from the relevant tax authority, its tax advisors, or
resolution of issues in the courts. The Company’s tax expense includes the impact of reserve provisions
and changes to reserves that it considers appropriate, as well as related interest and penalties. These
adjustments are recognized as a component of income tax expense entirely in the period in which they
are identified. The Company is currently undergoing examinations of its corporate income tax returns
by tax authorities. No issues related to these reserved positions have been presented to the Company.
The Company believes that such audits will not result in an assessment and payment of taxes related to
these positions during the one year following November 28, 2010.

Advertising Costs

The Company expenses all advertising costs as incurred. The estimated fair value of cooperative
advertising costs paid to customers is recorded as a component of selling, general and administrative
expense within the Consolidated Statements of Operations when the customer provides proof of
advertising. The Company periodically assesses the liabilities recorded for cooperative advertising based
on actual sales and claims to determine whether all of the cooperative advertising earned will be used
by the customer. Advertising expenses, including cooperative advertising, for fiscal 2010, 2009 and 2008
amounted to $140.4 million, $125.7 million and $153.0 million, respectively.

Warranties

The Company’s warranty policy provides a ten year non-prorated warranty service period on all
currently manufactured Sealy Posturepedic, Stearns & Foster and Bassett bedding products and some
other Sealy branded products and a twenty year warranty period on the major components of the
Company’s TrueForm and MirrorForm visco-elastic products as well as the Company’s SpringFree latex
product, the last ten years of which are prorated on a straight-line basis. Though discontinued in 2008,
the Company’s Right Touch products have a twenty year limited warranty that covers. only certain parts
of the product and is prorated for part of the twenty years. The Company’s policy is to accrue the
estimated cost of warranty coverage at the time the sale is recorded based on historical trends of
warranty costs. The estimate involves an average lag time in days between the sale of a bed and the
date of its return, applied to the current rate of warranty returns.

The Company amended its warranty policy on Sealy branded promotional bedding to three years
for product produced after fiscal 2007. The impact of this change to the warranty policy did not have a
significant impact on the Company’s financial results or position.
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During fiscal 2008, the Company completed an analysis of its returns claims experience based on
historical return trends for the Company’s U.S. business, which resulted in a change in estimate for
warranty claims. See Note 3.

The change in the Company’s accrued warranty obligations for the fiscal 2010, 2009 and 2008 was
as follows (in thousands):

November 28, 2010 November 29, 2009 November 30, 2008

Accrued warranty obligations at beginning of

period .. ... $ 16,464 $ 16,487 $ 15,964
Warranty claims(1) .. .......... ... .. ... .. (19,572) (18,082) (20,034) -
Warranty provisions(2) . ................... 20,692 18,059 23,032
Change in estimate (Note 3) . ............... — — (2,475)
Accrued warranty obligations at end of period . . . $ 17,584 $ 16,464 $ 16,487

(1) Warranty claims for the year ended November 28, 2010 include approximately $8.3 million for
claims associated with products sold prior to November 29, 2009 that are still under warranty. In
estimating its warranty obligations, the Company considers the impact of recoverable salvage value
on warranty cost in determining its estimate of future warranty obligations. The Company utilizes
warranty trends on existing similar product in order to estimate future warranty claims associated
with newly introduced product. Warranty claims and provisions shown above do not include
estimated salvage recoveries that reduced cost of sales by $5.8 million, $5.9 million and
$5.9 million for fiscal 2010, 2009 and 2008, respectively.

(2) The provision for fiscal 2010 includes an increase of approximately $0.5 million relating to
decreased recoverable salvage value included in the warranty obligation estimate. The provision for
fiscal 2009 includes a decrease of an insignificant amount relating to increased recoverable salvage
value included in the warranty obligation estimate. The provision for fiscal 2008 includes an
increase of approximately $0.5 million relating to decreased recoverable salvage value included in
the warranty obligation estimate.

As of November 28, 2010 and November 29, 2009, $10.5 million and $10.6 million is included as a
component of other accrued liabilities and $7.1 million and $5.9 million is included as a component of
other noncurrent liabilities within the accompanying Consolidated Balance Sheet, respectively.

Self-Insurance

The Company is self-insured for certain losses related to medical claims with excess loss coverage
of $375,000 per claim per year. The Company also utilizes large deductible policies to insure claims
related to general liability, product liability, automobile, and workers’ compensation. The Company’s
recorded liability for workers’ compensation represents an estimate of the ultimate cost of claims
incurred as of the balance sheet date. The estimated workers’ compensation liability is discounted and
is established based upon analysis of historical data and actuarial estimates, and is reviewed by
management and third-party actuaries on a quarterly basis to ensure that the liability is appropriate.
The discount rate used to estimate the workers’ compensation liability was 2% and 3% for fiscal 2010
and 2009, respectively. While the Company believes these estimates are reasonable based on the
information currently available, if actual trends, including the severity or frequency of claims, medical
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cost inflation, or fluctuations in premiums, differ from the Company’s estimates, the Company’s results
of operations could be impacted. As of November 28, 2010 and November 29, 2009, $4.2 million and
$6.0 million of the recorded liability is included as a component of other accrued liabilities and

$7.1 million and $6.5 million is included as a component of other noncurrent liabilities within the
accompanying Consolidated Balance Sheets, respectively.

Research and Development

Product development costs are charged to operations during the period incurred and are not
considered material.

Environmental Costs

Environmental expenditures that relate to current operations are expensed or capitalized, as
appropriate, under the FASB’s authoritative guidance on environmental remediation liabilities.
Expenditures that relate to an existing condition caused by past operations and that do not provide
future benefits are expensed as incurred. Liabilities are recorded when environmental assessments are
made or the requirement for remedial efforts is probable, and the costs can be reasonably estimated.
The timing of accruing for these remediation liabilities is generally no later than the completion of
feasibility studies. The Company has an ongoing monitoring and identification process to assess how
the activities, with respect to the known exposures, are progressing against the accrued cost estimates,
as well as to identify other potential remediation sites that are presently unknown.

Conditional Asset Retirement Obligations

The Company recognizes asset retirement obligations for obligations in certain of the Company’s
facility leases that require the Company to return those properties to the same or similar condition at
the end of the lease as existed when the Company began using those facilities. Although the lease
termination dates range from 2015 to 2023, the Company may be able to renegotiate such leases to
extend the terms.

Additionally, the Company also owns certain factories that contain asbestos. Current regulations
require that the Company remove and dispose of asbestos if the factory undergoes major renovations
or is demolished. Although the Company is not required to remove the asbestos unless renovation or
demolition occurs, it is required to monitor and ensure that it remains stable and is required to notify
any potential buyer of its existence. The Company has not recognized asset retirement obligations in its
financial statements for asbestos at any facilities because management believes that there is an
indeterminate settlement date for the retirement obligation as the range of time over which the
Company may be required to remove and dispose of the asbestos is unknown or cannot be estimated.
The Company currently has no plans to demolish a factory or to undertake a major renovation that
would require removal of the asbestos at any of these other facilities. Management will continue to
monitor this issue and will record an asset retirement obligation if a determinate settlement date
becomes known which is required in order to estimate an obligation.

Asset retirement obligations recorded as a component of other noncurrent liabilities in the
Consolidated Balance Sheets were $1.2 million and $1.7 million at November 28, 2010 and
November 29, 2009, respectively. An immaterial amount of accretion and depreciation expense was
recognized in fiscal 2010, 2009 and 2008.
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Derivative Financial Instruments

The Company uses financial instruments, including forward, option and swap contracts to manage
its exposures to movements in interest rates, foreign exchange rates and diesel fuel prices. The use of
these financial instruments allows the Company to reduce its overall exposure to fluctuations in interest
rates, foreign exchange rates and diesel prices. The Company’s hedging relationships are either
designated as hedging instruments or are considered to be economic hedges which are not designated
as hedging instruments.

The Company formally documents its designated hedging relationships by identifying the hedging
instruments and the hedged items, as well as its risk management objectives and strategies for
undertaking the hedge transaction. The Company also formally assesses, both at inception and at least
quarterly thereafter, whether the derivatives that are used in hedging transactions are highly effective in
offsetting changes in the cash flows of the hedged item. The effective portion of the change in fair
value of a derivative is recorded as a component of accumulated other comprehensive income in the
Consolidated Balance Sheets. When the hedged item affects the income statement, the gain or loss
included in accumulated other comprehensive income is reported on the same line in the Consolidated
Statements of Operations as the hedged item. In addition, any ineffective portion of the changes in the
fair value of derivatives used as cash flow hedges and the changes in the fair value related to those
hedging instruments that are not designated as hedges for accounting purposes are reported in the
Consolidated Statements of Operations as the changes occur. If it is determined that a derivative ceases
to be a highly effective hedge, or if the anticipated transaction is no longer likely to occur, the
Company discontinues hedge accounting and any deferred gains or losses are recorded in the
Consolidated Financial Statements.

The Company’s hedging relationships that are considered to be economic hedges are recorded at
their fair value at the end of each period. The resulting changes in fair value are included as a
component of earnings in the period that they occur.

Derivatives are recorded in the Consolidated Balance Sheets at fair value which is based upon an
income approach which consists of a discounted cash flow model that takes into account the present
value of the future cash flows under the terms of the contracts using current market information as of
the reporting date such as prevailing interest rates and foreign currency spot and forward rates.

Share-Based Compensation

For new share-based compensation awards issued and awards modified, repurchased, or cancelled,
the cost is equal to the fair value of the award at the date of the grant, and compensation expense is
recognized for those awards earned over the service period. Certain of the equity awards vest based
upon the Company achieving certain EBITDA performance targets. During the service period,
management estimates whether or not the EBITDA performance targets will be met in order to
determine the vesting period for those awards and what amount of compensation cost should be
recognized related to these awards. At the date of grant, we determine the fair value of the awards
using the Black-Scholes option pricing formula, the trinomial lattice model or the closing price of the
Company’s common stock, as appropriate under the circumstances. Management estimates the period
of time the employee will hold the option prior to exercise and the expected volatility of Sealy
Corporation’s stock, each of which impacts the fair value of the stock options. The fair value of
restricted shares and restricted share units is based upon the closing price of the Company’s common
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stock as of the grant date. We also estimate the amount of share-based awards that are expected to be
forfeited based on the historical forfeiture rates experienced for our outstanding awards.

Commitments and Contingencies

The Company is subject to legal proceedings, claims, and litigation arising in the ordinary course
of business. While the outcome of these matters is currently not determinable, management does not
expect that the ultimate costs to resolve these matters will have a material adverse effect on the
Company’s consolidated financial position, results of operations or cash flows.

Note 2: Share-Based Compensation

Share-Based Payment Arrangements

At November 28, 2010, the Company has share-based compensation plans as described below.
Share-based compensation expense, related income tax benefits and cash received from the exercise of
stock option awards, were as follows (in thousands):

November 28, 2010 November 29, 2009 7 November 30, 2008

Stock option awards . .. ................... $ 1,499 $ 3,337 $2,097
Restricted shares . ....................... 667 667 222
Restricted share units . . . .................. 13,445 6,703 —_
Directors’ deferred stock compensation . . ... ... 251 256 26
Adjustment to options and shares subject to

redemption. ........... e — — 164
Modifications of share-based awards .......... — 1,670 883

Total share-based compensation............ $15,862 $12,633 $3,392
Income tax benefits related to share-based

compensation . ............. ... ... 6,150 5,372 1,310
Cash received from exercise of stock option

awards . ... e 297 27 75
Intrinsic value of awards excercised or issued. . . . 10,594 634 8,374
Tax benefits realized upon exercise ........... 4,107 280 3,044

Share-based compensation cost has been recorded as a component of selling, general and
administrative expense in the Consolidated Statements of Operations. No share-based compensation .
cost has been capitalized and included in any assets in the accompanying Consolidated Balance Sheets.

Modification of Awards

During the third quarter of fiscal 2009, the Company undertook a modification to the terms of its
outstanding share-based compensation awards to give effect to the dilution caused by the issuance of
rights to purchase notes convertible into shares of common stock. For outstanding stock option awards
granted under the 1998 Stock Option Plan (“1998 Plan”), the number of awards was increased by
32.7696% and the strike price of the awards was reduced by 24.6815%. For awards granted under the
2004 Stock Option Plan for Key Employees of Sealy Corporation and its Subsidiaries (“2004 Plan”),
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the number of awards outstanding was not adjusted, but the strike price of the outstanding awards was
reduced by 24.6815%. The increase to the number of outstanding awards has been treated as an
additional grant of stock options under the 1998 Plan as disclosed below.

The Company also modified the terms of its outstanding restricted share unit (“RSU”) awards by
increasing the number of awards by 32.7696%. This resulted in an additional 112,856 awards being
granted. However, since the Company’s restricted shares outstanding as of the modification date
participated in the rights offering, there was no modification of these awards.

The number of units outstanding under the Sealy Corporation Directors’ Deferred Compensation
Plan was also increased by 32.7696% as part of this modification, resulting in an additional 62,953
awards being granted at a grant date fair value of $2.00 per unit.

In connection with the modification of its outstanding share-based compensation awards, the
Company will recognize additional compensation expense of $2.1 million, which will be recorded as a
component of selling, general and administrative expenses in the Consolidated Statements of
Operations. Of this amount, $0.2 million and $1.7 million was recognized in fiscal 2010 and 2009,
respectively. Unrecognized compensation cost related to this modification as of November 28, 2010 is
$0.1 million and will be recognized over the remaining vesting period of the awards.

Assumptions used in valuing stock options modified in the third quarter of fiscal 2009 using the
trinomial model were as follows:

Expected volatility . . ........ . 60%
Expected dividend yield . ....... .. ... . .o i 0.00%
Expected term (In years) .. .........eouieernieiene.s 0.00 - 7.47

RiSk-free Tate . . . oo vttt e 0.52% - 3.46%

Modifications of awards given to certain former executive officers of the Company in fiscal 2008
resulted in charges of approximately $0.9 million. These charges have been recorded as a component of
selling, general and administrative expenses in the Consolidated Statements of Operations.

1998 Plan

Prior to 2004, all outstanding options were issued under the 1998 Plan. On April 6, 2004, certain
members of management who held options elected to rollover their options upon the completion of the
merger with KKR (the “Rollover Options”). The expiration dates of the Rollover Options were
uniformly extended to ten years from the date of the merger, thus resulting in a new measurement date
and recognition of expense for the intrinsic value. Prior to the modification described above, the
Rollover Options were accounted for using the intrinsic value method with the minimum value method
having been used for disclosure purposes in previously issued financial statements. Therefore, no
information was presented in previously issued financial statements with regard to significant
assumptions used for fair value estimation purposes or regarding weighted average grant date fair
value. Upon modification in 2009, outstanding options under the 1998 Plan were valued using the fair
value method and, since these awards are fully vested, compensation expense attributable to the
modification was recognized in fiscal 2009 as described above.
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A summary of options outstanding under the 1998 Plan as of November 28, 2010, and the activity
for the year then ended, is presented below:

Shares Weighted Average
Subject to Options  Exercise Price Per Share
Outstanding November 29,2009 ......... 2,102,162 $1.09
Exercised ........... ... .. . .. (325,358) 0.62
Outstanding November 28, 2010 (all fully
vested and exercisable)............... 1,776,804 $1.17
Weighted average remaining contractual
Term ...ttt 3.4 years
Aggregate intrinsic value of in-the-money
options at November 28, 2010 (in
thousands) . .......... ... ... it $ 3,379

2004 Plan
Stock Option Awards

The Company’s Board of Directors adopted the 2004 Plan that provides for the grant of cash and
cashless exercise stock options, restricted share awards, restricted share unit awards, stock appreciation
rights and/or dividend equivalent rights to management, other key employees and non-employee
directors on terms and subject to conditions as established by the Compensation Committee of Sealy
Corporation’s Board of Directors or certain of the committee’s designees. Effective May 26, 2009, the
Company adopted the Second Amended and Restated Equity Plan for Key Employees of Sealy
Corporation and its Subsidiaries which, among other things, increases the number of shares available
for issuance under the 2004 Plan from 15,190,000 to 40,190,000. Upon exercise, the Company will issue
new shares of common stock.

Stock options under the 2004 Plan are granted in part as: 1) “time options,” which vest and
become exercisable ratably on a monthly basis generally over the first three to five years following the
date of grant; 2) “old performance options,” which were granted prior to fiscal 2008 and vest and
become exercisable over the fiscal years through fiscal year 2008 upon the achievement of certain
EBITDA performance targets, and in any event by the eighth anniversary of the date of grant; and
3) “new performance options,” issued during fiscal 2008, which vest and become exercisable only upon
achievement of certain EBITDA performance targets and do not have a time vesting component. As of
November 28, 2010, approximately 4.2 million time options and 2.2 million performance options were
issued and outstanding. The Company has not met the EBITDA performance targets for fiscal 2008
and 2007 for the old performance options; thus, the 2008 and 2007 portions of these options have not
become vested based on the accelerated vesting provisions. Since management has determined that
certain of the cumulative EBITDA performance targets for the old performance options granted prior
to 2008 will not be met, these performance options are being amortized over the first eight years
following the date of grant. Management has also determined that the cumulative EBITDA
performance targets for the new performance options granted after fiscal 2008 will not be met and
therefore has not recognized any compensation expense related to options to purchase 667,532 shares
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of common stock since these options do not vest if the performance targets are not achieved.
Approximately 46% of the total outstanding performance options are vested as of November 28, 2010.

Prior to the modification of awards in fiscal 2009 discussed above, all options issued under the
2004 Plan, which were outstanding at August 29, 2005, were accounted for using the intrinsic value
method. Subsequent to the modification of these awards, all options granted under the 2004 Plan are
accounted for using the fair value method.

As of November 28, 2010, there was $1.5 million of unrecognized compensation cost associated
with grants under the 2004 Plan. That cost is expected to be recognized over a weighted average period
of 3.1 years. The Company valued these stock option grants using the trinomial lattice model. No
options were granted in fiscal 2010. The weighted average grant date fair value for all option grants,
total intrinsic value of options exercised and assumptions. used to value options, excluding those granted
through the modification discussed above, for fiscal 2009 and 2008 were as follows:

Year ended
November 29, November 30,
2009 2008

Weighted average grant date fair value of options

granted ... ... $ 0.64 § 2.04
Total intrinsic value of options exercised

(in thousands) . .......... ... .oovnn... $ 633 $ 8,374
Assumptions used to value options:

Expected volatility . ...................... 60% 40% - 60%

Expected dividend yield .. ................. 0.00% 0.00% - 3.35%

Expected term (inyears) .................. 5.63 - 5.90 5.66 - 6.53

Riskfreerate .......... ... ... ........ 1.92% - 2.07% 1.35% - 3.48%

Due to the lack of sufficient historical trading information with respect to its own shares, the
Company estimates expected volatility based on its own shares weighted with a portfolio of selected
stocks of companies believed to have market and economic characteristics similar to its own. The
expected dividend yield is based on the Company’s then current quarterly dividend of $0.075 per share
relative to the fair value of the underlying stock at grant date for options granted prior to the
suspension of the dividend in the second quarter of fiscal 2008. The expected dividend yield for options
granted after the decision was made to suspend the dividend was assumed to be zero. Expected term is
based on an analysis of the early exercise behavior of employees. The risk free rate is based on the
U.S. Treasury yield curve in effect at the time of grant. The Company also estimates the amount of
share-based awards that are expected to be forfeited based on the historical forfeiture rates experienced
for its outstanding awards.
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A summary of options outstanding under the 2004 Plan as of November 28, 2010, and the activity
for the year then ended, is presented below:

Shares Weighted Average
Subject to Options  Exercise Price Per Share
Outstanding November 29, 2009 ......... 9,568,777 $5.20
Exercised .......... ... (59,135) $1.64
Forfeited. ........... ... ... (3,089,630) $4.66
Outstanding November 28,2010 ......... 6,420,012 $5.50
Weighted average remaining contractual
term ...........ciiiiiiniinn 4.5 years
Aggregate intrinsic value of in-the-money
options (in thousands) ............. $ 2,195
Exercisable at November 28, 2010 ........ 4,535,917
Weighted average remaining contractual
Term . ..ot 4.5 years
Aggregate intrinsic value of in-the-money
options (in thousands) ............. $ 1,471

Restricted Shares and Share Unit Awards

At November 28, 2010, the Company has outstanding 97,324 restricted shares that are considered
to be non-vested shares. The rights associated with these shares are the same as those of the
Company’s outstanding common shares, including participation in dividend rights, (Note 24) except that
they cannot be sold by the holder until the end of the vesting period. During fiscal 2010, 194,647 of the
outstanding restricted shares vested. The restricted shares that vested were settled on a net basis which
provided for the repurchase and cancellation of 82,628 shares as a means to cover the required
minimum withholding tax payments. A total of 112,019 common shares were delivered to the holder of
these awards. The remaining outstanding restricted shares will vest on July 22, 2011. As of
November 28, 2010, the remaining unrecognized compensation cost related to restricted stock awards
was $0.4 million which is expected to be recognized over the remaining vesting period of 0.6 years.

During fiscal 2010 and fiscal 2009, the Company approved grants of 811,000 and 17,084,368 RSUs,
respectively. The weighted average grant date fair value of these awards is based on the closing price of
the Company’s common stock as of the grant date. The RSUs granted during fiscal 2010 and 2009 have
a weighted average grant date fair value of $2.98 and $2.01 per unit, respectively. The Company has
outstanding RSU awards of several types: 1) Time-based RSU awards accrete in the number of RSUs
at an annual rate of 8% payable semi-annually until the RSUs are vested or forfeited; 2) Time-based
awards that vest ratably over a three year period; and 3) Performance-based RSUs which do not vest
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unless certain targets that are tied to the Company’s earnings performance are met. A summary of the
outstanding unvested RSU awards by type as of November 28, 2010 follows:

Unrecognized
Compensation Expense
Number of Awards (in thousands)
Time-based vesting awards with accretion
factor . ... 11,569,988 $ 9,479
Time-based vesting awards without accretion
faCtOr .« o vt 811,000 1,337
Performance-based awards outstanding . . . . . . 430,968 22
Total . v 12,811,956 $10,838
Performance based awards where targets are
not expected tobe met . .............. 114,800 $ 88

In connection with the modification of share-based compensation awards discussed above, the
RSUs outstanding as of June 12, 2009, which were all performance-based awards, were modified to
increase the number of awards by 32.7696%. This resulted in an additional 112,856 awards being
granted and additional compensation cost of $0.2 million which will be recognized based on the
forecasted attainment of the performance targets over time. The additional awards granted as part of
this modification are included as RSUs granted as disclosed below. As the restricted shares outstanding
participated in the rights offering, there was no modification of these awards.

None of the Company’s outstanding RSUs contain dividend participation rights.

A summary of restricted share unit awards outstanding as of November 28, 2010 and the activity
for the year then ended, is presented below:

Weighted Average
Unvested Restricted Grant Date Fair

Share Units Value

Outstanding November 29,2009 ............. 16,954,906 $2.02

Granted . . ... .. e e 811,000 3.00

Vested . ..o (4,183,326) 1.93

Forfeited ....... ... ... .. . . i (770,624) 1.97

Outstanding November 28,2010 ............. 12,811,956 $2.07
Weighted average remaining vesting period . . . 1.6 years

Special Retiree Put Obligations

Concurrent with the merger with KKR in 2004, three officers of the Company were given options
to sell their shares of stock in Sealy Corporation back to the Company upon their retirement. The
Company recognized a retiree put obligation for the resulting obligation to repurchase shares retained
by Company stockholders prior to the April 6, 2004 merger with KKR (“Rollover Shares”) held by
these officers. Subsequent changes in the calculated sales price per share, primarily resulting from the
consolidated net income of Sealy Corporation and subsidiaries, dividend distributions, and certain other
equity transactions resulted in compensation expense of $0.2 million for fiscal 2008. This expense is
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recorded as a component of selling, general and administrative expense. The right to sell the vested
shares of the Company’s common stock expired during fiscal 2008 and $1.5 million of the related
liability was reclassified from other noncurrent liabilities to common stock and options subject to
redemption and $2.4 million of the related liability was reclassified from other noncurrent liabilities to
additional paid-in capital within the accompanying Consolidated Statements of Stockholders’ Deficit for
the year ended November 30, 2008. Because of the expiration of these rights in fiscal 2008, no
compensation expense was recognized in fiscal 2010 or 2009 related to this provision.

Directors’ Deferred Stock Compensation

Under the Sealy Corporation Directors’ Deferred Compensation Plan (the “Directors Plan”), the
members of the Company’s Board of Directors may make an annual election to receive their fees in
the form of equity share units in lieu of cash. The number of units received is determined based on the
number of shares that could be purchased with the directors’ fees at the current fair value of the
shares. Directors will receive additional units for shares that could be purchased with future dividends,
if any. Following a director’s departure from the board, but no sooner than six months thereafter, the
director may receive payment for the balance of the deferred compensation share units. The form of
payment, whether in shares of stock or in cash equivalent to the fair value of the shares at the time of
payment, is at the discretion of the Company. The Company accounts for share units issued under the
Directors Plan as equity awards, recognizing a charge against earnings for the expense associated with
the Directors Plan, with a corresponding credit to additional paid-in capital. Share units issued
following the adoption of the applicable authoritative guidance requiring the use of the fair value
method are not adjusted for subsequent changes in the fair value of the underlying stock, although
units outstanding at the date of adoption continue to be so adjusted. During fiscal 2010 and 2009, the
Company recognized expense of $0.3 million and $0.4 million, respectively, related to the Directors
Plan. During fiscal 2008, the Company recognized an insignificant amount of compensation expense
related to the Directors Plan. A summary of share units outstanding under the Sealy Corporation
Directors” Deferred Compensation Plan as of November 28, 2010, and activity for the year then ended,
is presented below:

Weighted Average
Grant Date Fair

Share Units Value

Outstanding November 29,2009 . . .. .............. 312,788 $5.24

Granted........... ... ... .. ... ... ... ... 82,879 2.92
Outstanding November 28, 2010 (all fully vested at

grantdate) ............... . ... . ... ... .. ... 395,667 $3.75

Note 3: Change in Estimate

During fiscal 2008, the Company completed an analysis of its returns claims experience based on
historical return trends for the Company’s U.S. business using newly available information as a result of
a new and improved product return process that allows it to better track and match claims received to
the sales for which those claims were initially recorded. This analysis was applied to both its
warrantable and other product returns. The effect of this change in estimate for warranty claims was to
reduce other accrued liabilities and cost of sales by approximately $2.5 million. The change in estimate
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for other product returns increased accounts receivable balances by approximately $3.7 million, with a
corresponding increase in net sales. For the year ended November 30, 2008, the change in estimate
increased operating income by $6.2 million and net income by $3.8 million. This change in estimate
also increased net income per both basic and diluted share by $0.04 for the year ended November 30,
2008.

Note 4: Inventories

The components of inventory as of November 28, 2010 and November 29, 2009 were as follows (in
thousands):

November 28, 2010  November 29, 2009

Rawmaterials . . . ..o v ii i $26,449 $29,700
Work in process .. ..ot 22,629 19,158
Finished goods . ....... ... ... 8,100 7,952

$57,178 $56,810

Note 5: Assets Constructed on Behalf of the Company

The Company has engaged third parties to construct production facilities to be leased by the
Company. When entities are involved with certain structural elements of the construction of an asset
that will be leased when construction of the asset is completed, the FASB’s authoritative guidance
requires the Company to be considered the owner, for accounting purposes, of these production
facilities. In fiscal 2008, the Company amended one of these leases which had the effect of extending
the lease term. Based on this amendment, an additional $1.6 million of property, plant and equipment
with an offsetting financing obligation was recognized in the Consolidated Balance Sheets. During the
lease terms, the Company recognizes building depreciation and interest expense for the obligations.
The Company has recorded $31.8 million and $36.1 million as of November 28, 2010 and November 29,
2009, respectively in buildings related to these facilities. The associated financial obligations are
$39.9 million and $41.3 million as of November 28, 2010 and November 29, 2009, respectively in the
Consolidated Balance Sheets. The recording of these assets is a non-cash item for the purposes of the
Consolidated Statements of Cash Flow.

Note 6: Goodwill and Other Intangible Assets

The Company assesses goodwill at least annually for impairment as of the beginning of the fiscal
fourth quarter or whenever events or circumstances indicate that the carrying value of goodwill may not
be recoverable from future cash flows. The Company assesses recoverability using several
methodologies, including the present value of estimated future cash flows and comparisons of multiples
of enterprise values to earnings before interest, taxes, depreciation and amortization (“EBITDA”). The
analysis is based upon available information regarding expected future cash flows of each reporting unit
discounted at rates consistent with the cost of capital specific to the reporting unit. If the carrying value
of the reporting unit exceeds the indicated fair value of the reporting unit, a second analysis is
performed to allocate the fair value to all assets and liabilities. If, based on the second analysis, it is
determined that the implied fair value of the goodwill of the reporting unit is less than the carrying
value, goodwill is considered impaired.
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The Company’s fiscal 2009 annual evaluation for goodwill impairment indicated a potential
impairment of the goodwill for its Argentina reporting unit. As a result, the Company estimated the
implied fair value of the goodwill in this reporting unit compared to carrying amounts and recorded an
impairment charge of $1.2 million to impair the entire balance of goodwill recorded in the Argentina
reporting unit. The impairment charge is based upon the fair value of the assets and liabilities of the
reporting unit.

In the fourth quarter of fiscal 2008, market conditions deteriorated significantly. This deterioration
resulting from the global economic downturn had not yet matured or been considered in the annual
test of goodwill. Because of the potential impact of these conditions on the Company’s projections and
the indicated fair value of its reporting units, the Company performed an interim evaluation of goodwill
in the fourth quarter of 2008 reflecting its current views regarding the impact of the changed economic
environment. This analysis indicated potential impairment in the goodwill of the Puerto Rico reporting
unit. As a result, the Company estimated the implied fair value of the goodwill compared to carrying
amounts and recorded an impairment charge of $2.8 million recorded in the Puerto Rico reporting unit
which represented the entire balance of goodwill for this entity.

No impairment of goodwill was identified related to the Company’s other reporting units or its
other intangible assets. The Company did not record any impairment charges during fiscal 2010 related
to goodwill or other intangible assets. Accumulated goodwill impairment losses recorded as of
November 28, 2010 and November 29, 2009 are $28.6 million.

The changes in the carrying amount of goodwill for the years ended November 28, 2010 and
November 29, 2009 are as follows (in thousands):

Balance as of November 30,2008 . . .. ... ..o vt $357,149
Impairment 10sS. . . . . ... oot e (1,188)
Increase due to foreign currency translation ...................... 4,622
Balance as of November 29,2009 . .. ... ..ottt $360,583
Increase due to foreign currency translation ...................... 1,375
Balance as of November 28, 2010 . . . . . ... .. i, $361,958

Other intangibles as of November 28, 2010 and November 29, 2009, consisted of the following:

November 28, November 29,

2010 2009
(in thousands)
Licenses .........ciiii i e $ 4,588 $ 20,837
Less accumulated amortization . ................... (3,201) (18,900)
LiCensSes—aet ... vvv it e $ 1,387 $ 1,937

Licenses are amortized on the straight-line method over periods ranging from 5 to 15 years.
Amortization expense related to these licenses was $0.3 million for fiscal 2010, 2009 and 2008, and has
been recorded as a component of royalty income, net within the accompanying Consolidated
Statements of Operations. Costs to renew or extend the term of a recognized intangible asset are
expensed as incurred. The Company has the ability to extend the license outstanding for an additional
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term of five years after the completion of the initial term. The Company expects to recognize
amortization expense relating to these intangibles of $0.3 million in each of the years from 2011
through 2015.

Note 7: Unconsolidated Affiliate Companies

The Company is involved in a group of joint ventures to develop markets for Sealy branded
products in Asia. Our ownership interest in these joint ventures is 50% and is accounted for under the
equity method. Our net investment of $7.2 million and $4.5 million at November 28, 2010 and
November 29, 2009, respectively, is recorded as a component of other assets including debt issuance
costs, net within the Consolidated Balance Sheets. The Company’s share of earnings for fiscal 2010 is
recorded in equity in earnings of unconsolidated affiliates. Due to its immateriality in fiscal 2009 and
2008, the Company’s share of earnings was recorded as a component of selling, general and
administrative expenses.

Summarized financial information for these joint ventures is as follows (in thousands):

2010 2009
Current assets . ... vv vt it n it e 27,162 16,620
NONCUITENE ASSELS &« v v v v v e et ettt i e teeeenenns 5772 5,455
Current liabilities . .......... ..., 17,141 11,422

Noncurrent liabilities . ... ... ... — —_
2010 2009 2008

Revenues . ... ..o v 44946 31,588 19,004
Gross profit . . ... 27,481 19,409 12,478
Income from continuing operations . ................ 8372 4,037 4,145
Net IHCOME & v i ittt ittt et e et et e e e e 6,898 2,935 3,006

Note 8: Long Term Obligations

Long term debt as of November 28, 2010 and November 29, 2009 consisted of the following (in
thousands):

November 28, 2010  November 29, 2009

Asset-based revolving credit facility. .. ........ $ — $ —
Senior NOtES . . ..ot e 304,318 336,625
Convertible notes(1) ..................... 181,341 180,109
Senior subordinatednotes ................. 268,945 268,945
Financing obligations(2) . .. ................ 39,896 41,296
Other ......... .. . i 750 20,484
795,250 847,459
Less current portion ..................... (2,166) (13,693)
$793,084 $833,766

(1) Convertible notes includes accrued paid in kind interest of $5.8 million and $5.3 million
for which the principal balance of the Convertible Notes has not yet been increased at
November 28, 2010 and November 29, 2009, respectively.

76



SEALY CORPORATION

Notes To Consolidated Financial Statements (Continued)

Note 8: Long Term Obligations (Continued)

(2) Financing obligations are related to facilities in which the Company was involved in the
construction that have been capitalized in accordance with the FASB’s authoritative
guidance on the effect of lessee involvement in asset construction. The related leases have
terms ranging from 10 to 16 years.

Debt Refinancing

On May 13, 2009, the Company announced a comprehensive plan to refinance its existing senior
secured credit facilities and replace them with indebtedness that has longer-dated maturities and
eliminates quarterly financial ratio based maintenance covenants unless the Company is in a minimum
availability period as discussed below (the “Refinancing”). Through the Refinancing, the Company has:
1) entered into a new asset-based revolving credit facility (the “ABL Revolver”’) which provides
commitments of up to $100.0 million maturing in May 2013; 2) issued $350.0 million in aggregate
principal amount of senior secured notes due April 2016 (the “Senior Notes”); and 3) issued
$177.1 million in aggregate principal amount of senior secured convertible paid in kind (“PIK”) notes
due July 2016 which are convertible into shares of the Company’s common stock (the “Convertible
Notes™).

The Convertible Notes were issued pursuant to a rights offering issued to all existing shareholders
of the Company’s common stock which expired on July 2, 2009. The Company issued the related
$177.1 million of Convertible Notes on July 10, 2009. Approximately $93.8 million of the Convertible
Notes were issued through a forward purchase agreement with a related party, Sealy Holding LLC (the
“Purchaser”), an affiliate of KKR. The forward purchase agreement required the exercise of the rights
assigned to the Purchaser as well as an oversubscription for those rights that were not exercised by
other common shareholders.

The proceeds from the Refinancing were used to repay all of the outstanding amounts due under
the Company’s previously existing senior secured credit facilities, which consisted of a $125 million
senior revolving credit facility and senior secured term loans, and to increase cash for general operating
purposes.

ABL Revolver

The ABL Revolver provides for revolving credit financing of up to $100.0 million, subject to
borrowing base availability, and matures in May 2013. The borrowing base consists of the following:
1) 85% of the net amount of eligible accounts receivable and 2) the lesser of (i) 85% of the net orderly
liquidation value of eligible inventory or (ii) 65% of the net amount of eligible inventory. These
amounts are reduced by reserves deemed necessary by the lenders. Borrowings under the ABL
Revolver bear interest at the Company’s choice of either 1) a base rate (determined by reference to the
higher of i) the prime rate; ii) the federal funds effective rate plus one-half of one percent; or iii) the
three month LIBOR rate for U.S. dollar deposits) plus 1% plus an applicable margin of 3.00% or 2) a
three month LIBOR rate for U.S. dollar deposits plus an applicable margin of 4.00%. The ABL
Revolver also requires the Company to pay a commitment fee for the unused portion. As of
November 28, 2010, there were no amounts outstanding under the ABL Revolver. At November 28,
2010, the Company had approximately $41.4 million available for borrowing under the ABL Revolver
which represents the calculated borrowing base reduced by outstanding letters of credit of
$16.0 million.
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The obligations under the Company’s ABL Revolver are guaranteed by the Company and all of its
current and future domestic subsidiaries, and are also secured by substantially all of the assets of the
Company and its current and future domestic subsidiaries through a first-priority security interest in the
accounts receivable, inventory, cash, related general intangibles and instruments and proceeds of the
foregoing, and a second-priority security interest in substantially all of the material real property,
equipment, Intellectual Property, equity interests and equipment and all other assets of the Company
and its current and future domestic subsidiaries that secure the Senior Notes on a first-priority basis.

The ABL Revolver imposes certain restrictions including, but not limited to, the payment of
dividends or other equity distributions and the incurrence of debt or liens upon the assets of the
Company or its subsidiaries. The ABL Revolver agreement also requires the Company to maintain a
fixed charge coverage ratio in excess of 1.1 to 1.0 in periods of minimum availability where the
availability for two consecutive calendar days is less than the greater of 1) 15% of the total
commitment under the ABL Revolver and 2) $15.0 million. As of November 28, 2010, the Company is
not in a minimum availability period under the ABL Revolver.

In accordance with FASB authoritative guidance, the Company will classify any outstanding
borrowings on its ABL Revolver, which has a maturity date of more than one year from the balance
sheet date, as a current liability since it includes both a lockbox arrangement and a subjective
acceleration clause.

Senior Notes

On May 29, 2009, the Company issued $350.0 million aggregate principal amount of Senior Notes
maturing April 2016 bearing interest at 10.875% per annum payable semi-annually in arrears on
April 15 and October 15. The total proceeds received by the Company from the issuance of these notes
was $335.9 million, resulting in an original issue discount (“OID”) of $14.1 million which is based on
an imputed interest rate of 11.75%. This discount will be accreted over the life of the agreement with
the related expense recognized as a component of interest expense in the Consolidated Statement of
Operations. For fiscal 2010 and 2009, the Company recognized additional interest expense of
$1.4 million and $0.7 million, respectively related to the accretion of the OID. The Senior Notes rank
equally in right of payment with all of the Company’s existing and future senior indebtedness, including
amounts outstanding under the ABL Revolver and the Convertible Notes and senior in right of
payment to any existing and future subordinated indebtedness, including the existing 8.25% Senior
Subordinated Notes due 2014 (“2014 Notes”). The obligations under the Senior Notes are guaranteed
by the Company and all of its current and future domestic subsidiaries, and are also secured by
substantially all of the assets of the Company and the assets of its current and future domestic
subsidiaries through a first-priority security interest in substantially all of the Company’s material real
property and equipment and all other assets of its current and future domestic subsidiaries that secure
the Senior Notes on a first-priority basis, and a second-priority security interest in the accounts
receivable, inventory, cash, related general intangibles and instruments and proceeds of the foregoing.

As discussed further in Note 14, on March 16, 2010, the Company redeemed 10%, or
$35.0 million, of the principal amount of its outstanding Senior Notes at a redemption price of 103% of
the principal amount of the notes, plus accrued and unpaid interest to the redemption date.
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The Senior Notes are governed by an indenture which calls for the Company to offer to
repurchase the notes at a price equal to 101% of the outstanding principal amount in the event of a
change in control as defined in the indenture. Further, during any twelve month period commencing on
the date of issuance, the Company will be entitled to redeem up to 10% of the aggregate principal
amount of the Senior Notes at a redemption price equal to 103.000% plus accrued and unpaid interest.
Prior to April 15, 2011, the Company may redeem up to 40% of the aggregate principal amount of the
Senior Notes at a redemption price equal to 110.875% of the aggregate principal amount plus accrued
and unpaid interest thereon with the net proceeds of an equity offering. After April 15, 2012, the
Senior Notes are subject to redemption by the Company at 30 to 60 days’ notice at the redemption
prices (expressed as percentages of principal amount) set forth below, plus accrued and unpaid interest
thereon, to the applicable redemption date, if redeemed during the twelve month period beginning on
April 15 of each of the years indicated below:

Percentage of

]_{e_a_n{ Principal Amount
200 . 108.156%
2003 L 105.438%
20014 . L 102.719%
2015 and thereafter . . ......... ... ... ... . . . . . 100.000%

Convertible PIK Notes and Related Rights

On May 13, 2009, the Company announced a rights offering pursuant to which rights to subscribe
for Convertible Notes were issued at no charge to all holders of the Company’s common stock at the
close of business on May 26, 2009 at a rate of one right per share of common stock. Each 13 rights
entitled its holder to purchase a Convertible Note at a subscription price of $25.00 and each
Convertible Note will initially be convertible into 25 shares of common stock. The rights offering
expired on July 2, 2009 and the related Convertible Notes were issued on July 10, 2009.

The issuance of the 92,116,369 rights to purchase the Convertible Notes was considered a
non-reciprocal transfer with owners and was therefore treated as a dividend of $188.8 million in the
second quarter of fiscal 2009. The amount recorded as a dividend was calculated based on the initial
fair value of the rights issued of $2.05 per right based on the initial trading value of the rights on the
active market on which they trade. See Note 10. The rights are considered to constitute written options
which were accounted for as derivative instruments and were adjusted, prior to exercise or expiration,
to fair value through earnings. See Note 10.

On May 15, 2009, the Company entered into a forward purchase agreement (the “Forward
Contract”) with the Purchaser in connection with the distribution of the subscription rights discussed
above. The Forward Contract required the Purchaser to purchase up to $177.1 million aggregate
principal amount of Convertible Notes which represents the maximum number of Convertible Notes
that the Purchaser could have been obligated to purchase. The Forward Contract was settled upon the
expiration of the rights offering. Upon settlement, the Company delivered to the Purchaser the
Convertible Notes that were not subscribed for by the Company’s shareholders (other than the
Purchaser) and cash in an amount equal to the purchase price of the Convertible Notes that were
subscribed to by the Company’s shareholders (other than the Purchaser) along with accrued interest. In
consideration of the Forward Contract, the Purchaser posted cash of $177.1 million on May 29, 2009
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which bore interest during the rights offering period at the rate of LIBOR plus 3.00%. On July 10,
2009, the forward contract was settled resulting in a repayment to the Purchaser of $84.0 million which
represented $83.3 million related to rights exercised by shareholders other than the Purchaser and an
interest payment of $0.7 million. Under the terms of the Forward Contract, the Company paid the
Purchaser a forward contract payment of $1.0 million which was recorded as a component of debt
issuance costs, net, and other assets in the Consolidated Balance Sheets and is being amortized as a
component of interest expense within the Consolidated Statements of Operations.

Due to the agreement by the Purchaser to exercise all of the rights distributed to it under the
terms of the Forward Contract, the 46,625,921 rights allocable to the Purchaser have been considered
to be exercised at issuance of the rights. The fair value of these rights was considered to represent a
substantial premium related to the issuance of the Convertible Notes. As such, $95.6 million of this
premium was recorded as a component of additional paid-in capital upon issuance of the rights. The
amount of the premium recognized was based upon the $2.05 initial fair value of the rights. The
45,490,448 rights issued to the Company’s other shareholders remained outstanding through the rights
period and were adjusted to their fair value (See Note 10) until the issuance of the Convertible Notes
on July 10, 2009 as the rights were considered to be written options and were accounted for as
derivative liabilities while they were outstanding. Upon issuance of the Convertible Notes, the current
fair value of these rights were also considered to represent a substantial premium related to the
issuance of the Convertible Notes and $97.8 million of premium was recorded as a component of
additional paid-in capital within the Consolidated Balance Sheets.

The Company accounts for the PIK interest on the Convertible Notes in accordance with the
applicable FASB authoritative guidance pertaining to convertible instruments and derivative financial
instruments indexed to, and potentially settled in, a company’s own stock. This guidance requires an
allocation of a portion of the issuance amount to an embedded beneficial conversion feature based on
the difference between the effective conversion price of the convertible debt and the fair value of the
underlying common stock. Upon each of the January 15, 2010 and July 15, 2010 interest payment dates,
the fair value of the underlying common stock was more than double the conversion price of the
Convertible Notes. Therefore, a beneficial conversion feature was recognized for the entire amount of
the PIK interest payment of $7.0 million and $7.3 million, respectively. The recognition of these
beneficial conversion features resulted in the recognition of a discount of $14.3 million, which was
reflected as a reduction of the balance of the Convertible Notes with an offsetting increase to
additional paid-in capital. The recognized discount will be accreted through interest expense over the
remaining term of the Convertible Notes.

Senior Subordinated Notes

The outstanding 2014 Notes are publicly traded, registered securities and consist of a
$268.9 million aggregate principal amount maturing June 2014, bearing interest at 8.25% per annum
payable semiannually in arrears on June 15 and December 15, commencing on December 15, 2004. The
2014 Notes rank junior to all of the Company’s existing and future senior indebtedness and secured
indebtedness, including any borrowings under the senior secured credit facilities. The 2014 Notes are
guaranteed by all of the Company’s domestic subsidiaries.

The 2014 Notes are governed by an indenture which calls for the Company to offer prepayment of
the notes at a price equal to 101% of the outstanding principal amount in the event of a change in
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control as defined in the indenture. The 2014 Notes are subject to redemption at 30 to 60 days’ notice
at the redemption prices (expressed as percentages of principal amount) set forth below, plus accrued
and unpaid interest thereon and Special Interest, if any, to the applicable redemption date, if redeemed
during the twelve month period beginning on June 15 of each of the years indicated below:

Percentage of

SE:_‘ Principal Amount
2009 . . . e e e e 104.125%
2000 . . e e 102.750%
200 . . e e 101.375%
2012 and thereafter . . ......... it e 100.000%

The Company may also from time to time repurchase outstanding 2014 Notes on the open market
for the purpose of retiring such notes as allowed under the restrictions provided by the Company’s
other credit agreements and note indentures. During the fourth quarter of fiscal 2009, the Company
repurchased and retired $5.0 million aggregate principal amount of the 2014 Notes on the open market
at 99.06% of par, plus accrued interest. No such repurchases were made during fiscal 2010 or 2008.

Other Information

The indentures and agreements governing the ABL Revolver, Senior Notes, Convertible Notes and
the 2014 Notes also impose certain restrictions including, but not limited to, the payment of dividends
or other equity distributions and the incurrence of debt or liens upon the assets of the Company or its
subsidiaries. For instance, the agreement governing Sealy Mattress Company’s ABL Revolver contains
restrictions on the ability of Sealy Corporation’s subsidiaries to pay dividends or make other
distributions to Sealy Corporation subject to specified exceptions including the satisfaction of a
minimum fixed charge coverage ratio and average daily availability levels. Likewise, under the
indentures governing our Senior Notes and the 2014 Notes, we are restricted from paying dividends or
making other distributions to Sealy Corporation unless we are able to satisfy certain requirements or
use an available exception from the limitation. As of November 28, 2010, Sealy Mattress Company is
restricted in distributing the net assets of its subsidiaries in the amount of $236.7 million to its parent
due to the provisions in its long-term debt agreements. However, $30.4 million would be available for
distribution without restriction. At November 28, 2010, the Company was in compliance with the
covenants contained within the related note indentures and agreements.

The Company’s net weighted average borrowing cost was 10.7%, 9.6% and 7.3% for fiscal 2010,
2009 and 2008, respectively. At November 28, 2010, the annual scheduled maturities of the principal
amounts of long term obligations are as follows (in thousands):

/1 $ 2,166
200 L e e 1,638
2008 L e 1,849
2004 L e e e e e e e 271,148
200 e 2,431
Thereafter. . ... ... i e 516,018

$795,250
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In addition to the obligations and assets recorded as a result of lessee involvement during the asset
construction period, the Company has entered into capital leases for the acquisition of machinery and
equipment, computer hardware and software and a warehouse management system, all of which have
been recorded in machinery and equipment in the Consolidated Balance Sheets. Amortization of the
assets recorded under capital lease arrangements are recorded as a component of depreciation expense.
Details of capitalized leased assets are as follows:

November 28, 2010  November 29, 2009
(in thousands)

Machinery and equipment . ................ $ 4,232 $ 5,014
Less: Accumulated depreciation . ............ (3,696) (3,896)
Net capitalized leased assets. . .............. $§ 536 $ 1,118

Future minimum lease payments with the present value of the net minimum lease payments
(included in other long term debt and current portion shown above) as of November 28, 2010 are as
follows (in thousands):

Fiscal Year

101 % T $270
201 b R 35
1 T I 3
1 S —
() S I —
TRELEATEEL « o v v o e e e et e e e e e —
Total minimum 1€ase PAYMENTS . . . . v oo v v v v e 308
Less: Amount representing inferest .. ... e )
Present value of net minimum lease payments. .. ... $300

Note 9: Commitments
Leases

The Company leases certain operating facilities, offices and equipment. The following is a schedule
of future minimum annual operating lease commitments at November 28, 2010 (in thousands):

)1 1 K $11,651
)y 2 I I 10,262
D003 o e e e 8,200
0 R A T IR 5,952
) T A IR 4,662
THETEAftEr .« o o v e e e et e e e 17,435

$58,162
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Rental expense charged to operations is as follows:

Year Ended Year Ended Year Ended
Nov. 28, 2010  Nov. 29, 2009  Nov. 30, 2008

(in thousands)

Minimumrentals . .. .............c..... $17,184 $16,996 $16,695
Contingent rentals (based upon delivery
equipment mileage) ................. 2,006 1,468 1,391

$19,190 $18,464 $18,086

The Company has the option to renew certain plant operating leases, with the longest renewal
period extending through 2043. Most of the operating leases provide for increased rent through
increases in general price levels. The Company recognizes rent expense in these situations on a
straight-line basis over the lease term. Additionally, some of the leases provide for contingent rental
payments based on the use of the leased assets or adjustments to future payments based on specified
indices. Contingent payments directly related to the use of the assets and future adjustments of
payments based on indices are expensed in the period in which the use of the asset occurs and are not
included in the schedule of future minimum annual operating lease commitments.

On December 1, 2008, the Company completed a sale-leaseback transaction of its South Gate,
California facility, including the land, building and improvements affixed to the properties. The facility
is being leased back over a seven year term and is classified as an operating lease. The net proceeds
from the sale were $8.4 million and were reinvested in the business. The sale of this facility resulted in
a gain of approximately $4.9 million. This gain has been deferred and is being amortized over the lease
term. In both fiscal 2010 and 2009, the Company recognized $0.6 million of this gain. The remaining
deferred gain was recorded as follows within the accompanying Consolidated Balance Sheets as of
November 28, 2010 and November 29, 2009:

November 28, 2010  November 29, 2009
(in thousands)

Other accrued liabilities . .. ................ $ 668 $ 650
Noncurrent liabilities . . ................... 2,851 3,581
Total deferredgain..................... $3,519 $4,231

Severance Obligations

The Company has employment agreements with certain of its executive officers and key employees
which, among other things, provide severance benefits to those employees. During fiscal 2010, 2009 and
2008, certain executive officers of the Company resigned. In accordance with their employment
agreements and Company policy, certain benefits are to be paid to these executive officers in
connection with their resignation. Additionally, during these years, the Company terminated other
employees who were also entitled to severance benefits. In connection with the resignation of executive
officers and the termination of the other employees, the Company recorded charges related to
severance obligations due to these individuals. Severance costs of $2.4 million, $1.4 million and
$6.4 million for fiscal 2010, 2009 and 2008, respectively, were recorded as a component of operating
income within the accompanying Consolidated Statements of Operations. The fiscal 2008 amounts are
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inclusive of the $0.9 million of compensation cost that was recognized in connection with the
modification of the terms of the former Executive Officers’ stock options made in connection with their
resignation (Note 2). Severance benefits of $0.5 million and $1.2 million have been accrued as of
November 28, 2010 and November 29, 2009, respectively. The entire liability is recorded as a
component of accrued compensation as of November 28, 2010 and November 29, 2009 within the
accompanying Consolidated Balance Sheet.

Note 10: Fair Value Measurements

For assets and liabilities measured at fair value on a recurring basis during the period, the
Company uses an income approach to value the assets and liabilities for outstanding derivative
contracts, which include interest rate swap and foreign currency forward and option contracts discussed
in Note 11 below. These contracts are valued using an income approach which consists of a discounted
cash flow model that takes into account the present value of future cash flows under the terms of the
contracts using current market information as of the reporting date such as prevailing interest rates and
foreign currency spot and forward rates. The Company mitigates derivative credit risk by transacting
with highly rated counterparties. The Company has evaluated the credit and non-performance risks
associated with its derivative counterparties and believe them to be insignificant at November 28, 2010.

As discussed further in Note 11, the Company is party to a lease agreement which contains an
embedded foreign currency derivative which has been bifurcated from the agreement and separately
recorded as a component of debt issuance costs, net and other assets within the Consolidated Balance
Sheets. This derivative is valued using an income approach which consists of a discounted cash flow
model that takes into account the present value of future cash flows under the terms of the contract.
Significant inputs to the computation of the fair value include forecasted interest rates, foreign currency
rates and inflation expectations.

The following table provides a summary of the fair value of assets and liabilities (in thousands):

Fair Value Measurements at November 28, 2010 Using

Quoted Prices in Active Significant
Markets for Identical Significant Other Unobservable Inputs
November 28, 2010 Assets (Level 1) Observable Inputs (Level 2) (Level 3)

Foreign exchange

and commodity

derivative assets . $ 129 $— $ 129 $ —
Foreign exchange

and commodity

derivative

liabilities . ..... (163) — (163) —
Embedded foreign

currency

derivative in

lease agreement . 380 380

$380
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Fair Value Measurements at November 29, 2009 Using

Quoted Prices in Active Significant
Markets for Identical Significant Other Unobservable Inputs
November 29, 2009 Assets (Level 1) Observable Inputs (Level 2) (Level 3)
Interest rate and
foreign exchange ;
derivative assets . $1,608 $— $1,608 $—

Due to the short maturity of cash and cash equivalents, accounts receivable, accounts payable and
accrued expenses, their carrying values approximate fair value. The fair value of long term debt, based
on quoted market prices, at November 28, 2010 was as follows (in thousands):

Senmior Notes . ... oo v i it e $359,100
Convertible Notes . ... ... ittt i e i et e e e 608,341
Subordinated NOtES . . . ..o vt ittt et e e e e 275,669

Note 11: Derivative Instruments and Hedging Strategies

The Company uses hedging contracts to manage the risk of its overall exposure to interest rate,
foreign currency and commodity price changes. All of the Company’s designated hedging instruments
are considered to be cash flow hedges.

Interest Rate Risk

Prior to the Refinancing and the disposition of the European operations, the Company was
exposed to interest rate risk associated with fluctuations in the interest rates on its variable interest rate
debt. However, the Company now has predominantly fixed rate debt outstanding. In order to manage
the risk of variable interest rates prior to these events, the Company had entered into several interest
rate swap agreements that converted the debt’s variable interest rate to a fixed interest rate. These
swap agreements were either designated as hedging instruments or were considered to be economic
hedges which were not designated as hedging instruments. The gains and losses on both designated and
undesignated swap agreements offset losses and gains on the transactions being hedged. The Company
formally documented qualifying hedged transactions and hedging instruments, and assessed, both at
inception of the contract and on an ongoing basis, whether the hedging instruments are effective in
offsetting changes in cash flows of the hedged transaction. The fair values of the interest rate
agreements were estimated as described in Note 10, taking into consideration current interest rates and
the current creditworthiness of the counterparties or the Company, as applicable.

In connection with the Refinancing (Note 8), the Company paid $15.2 million to terminate the
interest rate swaps. As the future variable interest rate payments are no longer probable of being made,
the amounts which had previously been recorded in accumulated other comprehensive income were
charged to refinancing expense for the year ended November 29, 2009.

As of November 28, 2010, the Company did not have any outstanding interest rate swap
agreements.
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Foreign Currency Exposure

The Company is exposed to foreign currency risk related to purchases of materials made in a
foreign currency. To manage the risk associated with fluctuations in foreign currencies, the Company
enters into foreign currency forward and option contracts. The Company designates certain of these
forward contract hedges as hedging instruments and enters into some forward and option contracts that
are considered to be economic hedges which are not designated as hedging instruments. Whether
designated or undesignated, these forward and option contracts protect against the reduction in value
of forecasted foreign currency cash flows resulting from payments in a foreign currency. The fair values
of foreign currency agreements are estimated as described in Note 10, taking into consideration current
interest rates and the current creditworthiness of the counterparties or the Company, as applicable.
Details of the specific instruments used by the Company to hedge its exposure to foreign currency
fluctuations follow:

At November 28, 2010, the Company had 47 forward foreign currency contracts and 3 foreign
currency option contracts to sell Canadian dollars and receive a total of 35.1 million US dollars at
specified exchange rates with expiration dates ranging from December 15, 2010 through November 15,
2011. These hedges were entered into to protect against the fluctuation in the Canadian subsidiary’s
US dollar denominated purchases of raw materials. The Company has formally designated these
contracts as cash flow hedges, and they are expected to be highly effective in offsetting fluctuations in
the forecasted purchases of these raw materials related to changes in the foreign currency exchange
rates.

The Company also enters into forward foreign currency contracts that are not designated as hedges
for accounting purposes. The changes in fair value of these foreign currency hedges are included as a
part of selling, general and administrative expenses in the Consolidated Statements of Operations. As
of November 28, 2010, the Company did not have any outstanding foreign currency contracts that were
not designated as hedges for accounting purposes. At November 29, 2009 the Company had foreign
currency contracts with notional amounts of $36.2 million outstanding, all of which were designated as
hedges for accounting purposes.

The maximum length of time over which the Company is hedging its exposure to the reduction in
value of forecasted foreign currency cash flows through foreign currency forward agreements is through
November 2011. Over the next twelve months, the Company expects to reclassify $0.1 million of
deferred losses from accumulated other comprehensive income to selling, general and administrative
expense as related forecasted foreign currency payments are made.

Commodity Price Exposure

The Company is exposed to risk associated with fluctuations in the prices of diesel fuel used in the
transportation of its finished product to its customers. To manage this risk, the Company enters into
fixed price swap agreements. The Company designates these fixed price swap contracts as hedging
instruments. These contracts protect against the reduction in value of forecasted cash flows resulting
from the purchases of diesel fuel. The fair values of the fixed price swap agreements are estimated as
described in Note 10, taking into consideration current interest rates and the current creditworthiness
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of the counterparties or the Company, as applicable. Details of the specific instruments used by the
Company to hedge its exposure to diesel price fluctuations are as follows:

At November 28, 2010, the Company had 2 fixed price swap contracts outstanding to purchase
0.2 million gallons of diesel fuel at specified prices with expiration dates through January 31, 2011.
These hedges were entered into to protect against the fluctuations in the prices of diesel fuel purchased
by certain of the Company’s U.S. manufacturing facilities. The Company has formally designated these
contracts as cash flow hedges, and they are expected to be highly effective in offsetting fluctuations in
the forecasted purchases of diesel fuel related to changes in the underlying diesel fuel prices.

Embedded Derivatives

The Company evaluates its outstanding debt arrangements and other contracts in accordance with
the applicable authoritative guidance on derivative instruments and hedging, which requires bifurcation
of embedded derivative instruments and measurement of fair value for accounting purposes. The
Company concluded that the contingent redemption option upon a change of control or a qualifying
asset sale within its Senior Notes qualifies as an embedded derivative instrument which should be
bundled as a compound embedded derivative and bifurcated from the Senior Notes. Due to the low
probability of the occurrence of the contingent events requiring redemption, the fair value of this
derivative was determined to be immaterial.

The Company concluded that the floor on the foreign exchange rate related to the payments to be
made associated with the lease of its former Brazilian manufacturing facility and the related purchase
option qualifies as an embedded derivative instrument that should be bifurcated from the lease
agreement and recorded at fair value at the end of each reporting period. As of November 28, 2010,
the fair value of this derivative was $0.4 million and is recorded as a component of debt issuance costs,
net, and other assets in the Consolidated Balance Sheet. The initial fair value of the embedded
derivative was recorded as deferred lease income and is being amortized over the term of the lease.

Rights to Purchase Convertible Notes

During the second quarter of fiscal 2009, the Company issued rights to holders of its common
stock at close of business on May 26, 2009. As described in Note 8, these rights entitled holders to
purchase the Company’s Convertible Notes issued in connection with the Refinancing and expired on
July 2, 2009. These rights were considered to be written options and therefore were accounted for as
derivative instruments requiring that they be adjusted, after issuance, to fair value through earnings.
Based on the terms of the forward purchase agreement with the Purchaser, the rights related to the
Purchaser’s then approximate 50.6% ownership, as of the date of issuance, are considered to be
exercised as of the date of the issuance of the right. The fair value of the rights attributable to the
Purchaser, which was $95.6 million at May 27, 2009, was recorded as additional paid-in capital upon
issuance. The rights issued to other shareholders remained outstanding through the issuance of the
Convertible Notes on July 10, 2009, and were adjusted to their market value through that date. The
Company recognized losses on these rights of $4.5 million during fiscal 2009. At the expiration of the
rights, the fair value of the rights issued to other shareholders of $97.8 million was recorded as
additional paid-in capital.
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At November 28, 2010 and November 29, 2009, the fair value carrying amount of the Company’s
derivative instruments was recorded as follows (in thousands):

Asset Derivatives Liability Derivatives
November 28, 2010 November 28, 2010
Balance Sheet Location Fair Value Balance Sheet Location Fair Value
Derivatives designated as
hedging instruments
Foreign exchange contracts . Other current assets $ 85  Other current liabilities $(163)
Commodity fixed price
swap contracts ........ Other current assets 44  Other current liabilities —

Total derivatives designated as
hedging instruments. . . . .. 129 (163)
Derivatives not designated as
hedging instruments
Interest rate contracts . ... Other noncurrent assets —  Other noncurrent liabilities
Foreign exchange contracts . Other current assets —  Other current liabilities

Embedded foreign currency

derivative . ............ Other noncurrent assets 380  Other noncurrent liabilities
Total derivatives not

designated as hedging

instruments . .. ......... 380 —
Total derivatives .......... $509 $(163)
Asset Derivatives Liability Derivatives
November 29, 2009 November 29, 2009
Balance Sheet Location Fair Value Balance Sheet Location Fair Value
Derivatives designated as
hedging instruments
Foreign exchange contracts . Other current assets $1,133 Other current liabilities $—
Total derivatives designated as
hedging instruments. . . ... 1,133 —
Derivatives not designated as
hedging instruments
Interest rate contracts . ... Other noncurrent assets 475 Other noncurrent liabilities ~ —
Total derivatives not
designated as hedging
instruments . . .......... 475 =
Total derivatives . ......... $1,608 $—
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The effect of derivative instruments on the Consolidated Statement of Operations for fiscal 2010
and 2009, was as follows (in thousands):

Twelve Months Ended November 28, 2010

Amount of
Gain/(Loss)
Recognized
Location of in Income
Amount of Amount of Gain/(Loss) on Derivatives
Gain/(Loss) Location of Gain/(Loss) Recognized in Income (Ineffective
Recognized Gain/(Loss) Reclassified from on Derivatives Portion
in OCI on Reclassified from Accumulated OCI (Ineffective Portion and Amount
Derivatives in Derivatives Accumulated OCI into Income and Amount Excluded from
Designated Cash Flow (Effective into Income (Effective Excluded from Effectiveness
Hedging Relationships Portion) (Effective Portion) Portion) Effectiveness Testing) Testing)
Diesel fixed price swap Selling, general and Selling, general and
contracts .......... 27 administrative expenses 74 administrative expenses —
Foreign exchange contracts . (800) Cost of goods sold 56 Cost of goods sold —
Total . ............ $(773) $130 $—
Twelve Months Ended November 29, 2009
Amount of
Location of Gain/(Loss)
Amount of Amount of Gain/(Loss) Recognized
Gain/(Loss) Location of Gain/(Loss) Recognized in Income in Income
Recognized Gain/(Loss) Reclassified from on Derivatives on Derivatives
in OCI on Reclassified from Accumulated OCI (Ineffective Portion (Ineffective
Derivatives in Derivatives Accumulated OCI into Income and Amount Portion
Designated Cash Flow (Effective into Income (Effective Excluded from Effectiveness
Hedging Relationships Portion) (Effective Portion) Portion) Effectiveness Testing) Testing)
Interest rate contracts . $(3,864) Interest income (expense) $(5,266) Interest income (expense) $ —
Interest rate contracts . — Refinancing expense — Refinancing expense (15,232)
Foreign exchange Selling, general and Selling, general and
contracts ....... 465 administrative expenses 43 administrative expenses —
Total .......... $(3,399) $(5,223) $(15,232)
Twelve Months Ended
November 28, 2010 November 29, 2009
Location of Gain/(Loss) Amount of Gain/(Loss) Amount of Gain/(Loss)
Derivatives Not Designated Recognized in Recognized in Recognized in
as Hedging Instruments Income on Derivatives Income on Derivatives Income on Derivatives
Interest rate contracts . ......... Interest income (expense) $(475) § 88
Rights to purchase convertible notes .  Loss on rights for convertible notes — (4,549)
Total . . ... oo i e $(475) $(4,461)

Note 12: Acquisitions and Dispositions

On December 1, 2008, the Company sold fifty percent of its ownership interest in its 100% owned
subsidiary Sealy Korea Company to the Company’s Australian licensee and these operations became
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part of the group of joint ventures that the Company participates in with the Australian licensee. In
consideration of the sale of the fifty percent interest, the Company received net cash of $1.2 million
and recognized a gain on the sale of the subsidiary of $1.3 million which has been recorded as a gain
on sale of subsidiary stock in the accompanying Consolidated Statements of Operations. Upon the close
of this transaction, the subsidiary was deconsolidated. The joint venture to which these operations were
added is not considered to be a variable interest entity and is therefore not consolidated for financial
statement purposes. The Company accounts for its interest in this joint venture under the equity
method.

On December 4, 2008, the Company and its Australian licensee each acquired a 50% interest in a
joint venture that owns the assets of the Company’s former New Zealand licensee. The purchase price
for the 50% ownership was $1.9 million. Additional contributions of $0.4 million were made by each
party to the joint venture to fund the initial working capital of this entity. The New Zealand joint
venture is not considered to be a variable interest entity and is therefore not consolidated for financial
statement purposes. The Company accounts for its interest in this joint venture under the equity
method.

Note 13: Discontinued Operations
European Operations

On November 18, 2010, management committed to a plan to divest the assets of its European
manufacturing operations in France and Italy which represented its Europe segment. Through this
transaction, the assets and liabilities of the European manufacturing operations were assumed by
C.EG. S.r.L. (“CFG”). Consideration received in this transaction was the assumption of the net debt of
the European operations, which approximated 6.5 million Euro, by CFG. Concurrent with this
transaction, CFG has entered into a license agreement with Sealy Corporation through which the
Company will receive royalty payments on sales of Sealy and Stearns & Foster branded product in the
Western European market.

In the third quarter of fiscal 2010, the Company recorded an impairment charge of $23.0 million,
net of tax, on the European manufacturing facility based on the estimated cash flows associated with
the business. In the fourth quarter of fiscal 2010, the Company recorded a net loss on disposal of
$2.4 million in connection with the sale of the business to CFG. This charge included the accumulated
foreign currency translation adjustment previously recorded in other comprenhensive income.

The Company expects to receive income in future periods from the license arrangement to sell
Sealy branded product in these markets over the term of the agreement which, initially, is five years
with options to extend or renew the contract. The Company has concluded that the license fees
constitute a passive royalty interest and the Company has no continuing involvement in the disposed
business.

In connection with the sale of the Company’s European manufacturing operations, the Company
made certain guarantees with respect to the existence of liabilities and deficiencies related to assets as
of the closing date that were not reflected in the European business’ financial statements as of the
closing date. Further, certain guarantees were made with respect to losses or damages incurred by the
purchaser related to any misrepresentations or warranties made by the Company, outstanding disputes
or judicial proceedings. Such guarantees are limited to an aggregate amount of 3.5 million Euro under
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the terms of the contract. As of November 28, 2010, the Company knows of no outstanding
contingencies that would be covered by this guarantee.

There are no remaining assets or liabilities recorded as of November 28, 2010 related to the
European manufacturing operations.

Brazilian Operations

In November 2010, management ceased manufacturing operations in Brazil. Concurrently, the
Company entered into a license agreement with a third party to sell Sealy product in certain regions of
this market. Additionally, the Company entered into a lease agreement with another third party to
lease the manufacturing facility and related equipment. The property that will continue to be leased is
not considered part of discontinued operations. See Note 22 for further details surrounding the terms
of the leasing arrangement.

The Company expects to receive income in future periods from the license arrangement to sell
Sealy branded product in the Brazilian markets over the term of the agreement which, initially, is
5 years with options to extend or renew the contracts. The Company has concluded that this constitutes
a passive royalty interest and the Company has no continuing involvement in the disposed business.

The remaining current assets and liabilities of the Brazilian operations reflected within the
Consolidated Balance Sheet at November 28, 2010 were immaterial and are being liquidated.

Total Discontinued Operations

The operating results of the discontinued operations in total are summarized below (in thousands):

November 28, November 29, November 30,

2010 2009 2008
Netsales . .....covvivinnninnennnn $101,105 $115,482 $154,700
Loss before income taxes(a) ............ (36,679) (10,119) (38,116)
Income tax provision (benefit) .......... (679) (745) (676)

Loss from operations of discontinued
Operations . . ... oo viv i (36,000) (9,374) (37,440)
Loss on disposition of business . ......... (2,399) —_ —
Loss from discontinued operations . . . . . . $(38,399) $ (9374)  $(37,440)

(a) Loss before income taxes for fiscal 2010 includes a $23.0 million impairment charge
related to the assets of the Company’s European manufacturing operations. Loss before
income taxes for fiscal 2008 includes a $24.7 million impairment charge related to the
goodwill of its Europe segment.

Note 14: Refinancing and Extinguishment of Debt and Interest Rate Derivatives

Expenses related to refinancing and extinguishment of debt and related interest rate derivatives for
the year ended November 28, 2010 included non-cash charges of $2.7 million related to the write-off of
debt issuance costs and original issue discount associated with the $35.0 million of principal amount of
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the Senior Notes that were repurchased during the year ended November 28, 2010. Also included was a
cash charge of $1.1 million which represents the premium that was paid to repurchase these notes. See
Note 8.

Expenses related to refinancing and extinguishment of debt and related interest rate derivatives for
the year ended November 29, 2009 includes non-cash charges of $2.1 million relating to the write-off of
debt issuance costs associated with the old senior term loans as well as $15.2 million of cash charges
associated with the termination of the interest rate swap agreements that were associated with the old
senior credit facility. Additionally, $0.1 million of debt issuance costs were written off related to the
repurchase of $5.0 million of aggregate principal value of 2014 Notes. See Note 8

Expenses related to refinancing and extinguishment of debt and related interest rate derivatives for
the year ended November 30, 2008 include $5.4 million of refinancing expenses consisting of fees paid
in connection with the Second Amendment to the Third Amended and Restated Credit Agreement in
November 2008. See Note 8

Note 15: Other Income, Net
Other (income) expense, net includes interest income of $0.2 million, $0.1 million, and $0.4 million
for the years ended November 28, 2010, November 29, 2009, and November 30, 2008, respectively.

Note 16: Income Taxes

The Company and its domestic subsidiaries file a consolidated U.S. Federal income tax return.
Income tax provision (benefit) consists of:

Year Ended
November 28, November 29, November 30,
2010 2009 2008

(in thousands)

Current:
Federal ...........oiiiuunnenno .. $ 97 $ (740 $ 2,047
International . ...................... 15,168 8,503 12,053
Stateandlocal . . .................... 2,102 1,658 (584)
17,367 9,421 13,516
Deferred:
Federal .......... ... . ... oo .. 1,975 (9,940) 6,193
International . ...................... (1,164) 155 (529)
Stateandlocal . . .................... 310 (1,016) 2,368
1,121 (10,801) 8,032
Total tax provision (benefit) ............ $ 18,488 $ (1,380) $21,548
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Earnings before income taxes consisted of the following:

Year Ended
November 28, November 29, November 30,
2010 2009 2008
(in thousands)
United States . . . oo v vveeereeeannnn. $ (133)  $(8828)  $19,855
International ............ ... ... .. ... 39,670 30,307 35,330

$39,537 $21,479 $55,185

The differences between the actual tax expense and tax expense computed at the statutory U.S.
Federal tax rate are explained as follows:

Year Ended
November 28, November 29, November 30,
2010 2009 2008

(in thousands)
Income tax provision computed at statutory rates

Federal income tax provision . ... ...........ccovvuene.. $13,838 $ 7,518 $ 19,315
State and local income taxes, net of federal tax benefit . ... .. 1,783 (672) 2,106
Country mix impacts of foreign operations . .............. 524 (1,738) (3,559)
Change in valuation allowance on deferred tax assets ....... (911) (1,977) 1,293
Effect of non deductible meals and entertainment.......... 322 307 388
Convertible debt COStS . . v v v vt vttt e e e e — 1,878 —
Non-deductible paid-in-kind interest. . .................. 5,040 1,863 —
Unrecognized tax benefit adjustments .................. (671) (11,052) 1,530
Goodwill impairment ... ....... .. i — 416 991
Otheritems, Net . . . . .. o ittt i (1,437) 2,077 (516)
Total income tax provision (benefit) .. .................. $18,488 $ (1,380)  § 21,548

Unrecognized tax benefit adjustments result from a reduction in the income tax reserve as a result
of the elimination of certain federal and state tax exposures during fiscal 2010 and 2009 due to the
expiration of the statute of limitations.
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Deferred income taxes reflect the tax effect of temporary differences between carrying amounts of
assets and liabilities for financial reporting purposes and the amounts for income tax purposes. The
Company’s total deferred tax assets and liabilities and their significant components are as follows:

2010 2009

Current Noncurrent Current Noncurrent
Asset Asset Asset Asset
(Liability) (Liability) (Liability) (Liability)

(in thousands)

Accrued salaries and benefits ... ... i $ 4610 $10,429 $ 9,852 § 10,743
Allowance for doubtful accounts . . ...........veen.n 4,560 — 5,408 —_
Plant shutdown, idle facilities, and environmental costs . . . 146 674 269 685
Tax credit and loss carryforward benefit . . ............ 524 24,665 1,278 39,512
Accrued warranty reseIve . ... ... 3,749 2,680 3,454 2,237
Other acCrUed TESEIVES + v v v v v e v e v e vt en e i e 2,035 —_ 1,102 —_
Property, plant and equipment . ............c.c.0oon 917 (14,492) 383 (17,066)
Intangible @SSets . .. .o vt 224 (8,388) 606 (9,419)
Debt financing COStS . . . oo v vv e — 1,122 — 782
Pension obligation ... .......... i — 4,488 — 4,565
Cash diSCOUDTS .« v v v ot e et et e e it e 3,186 — 3,242 —_
I 1110 o AP I 1,696 — 1,612 —
Al OtHeT & ot e e e e e e e e 1,264 823 753 518

22,911 21,502 27,959 32,557
Valuation allowance . . ... ..o evuvennecaeneeenans (3,784)  (16,187)  (7,737) (26,515)

$19,127 $ 5315 $20,222 § 6,042

The fiscal 2010 and 2009 current and noncurrent deferred tax asset (liability), above, include
amounts that are recorded in other current liabilities and noncurrent assets on the consolidated balance
sheets, as appropriate.

The Company has a valuation allowance against certain deferred tax assets of $20.0 million at
November 28, 2010 and $34.3 million at November 29, 2009, primarily reflecting uncertainties regarding
utilization of loss carryforward benefits in certain foreign and state jurisdictions.

At November 28, 2010, the Company had unused state net operating loss and tax credit benefits of
$7.4 million generally expiring from 2011 through 2027. There is a valuation allowance against these
benefits in the amount of $7.4 million which represents the portion that the Company, at this time,
expects to expire unused.

A provision has not been made for U.S. or foreign taxes on undistributed earnings of foreign
subsidiaries considered indefinitely invested outside the United States. Should the Company repatriate
foreign earnings, the Company would have to adjust the income tax provision in the period
management determined that the Company would repatriate the earnings. The calculation of such
additional taxes is not practicable.
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The Company adopted new FASB authoritative guidance on accounting for uncertainty in income
taxes effective December 3, 2007. As a result of the adoption, the Company recognized a $10.5 million
net increase to the liability for uncertain tax positions including interest and penalties of $0.7 million
and $2.5 million, respectively. These increases were accounted for as a cumulative effect adjustment
and recognized as an increase in the beginning accumulated deficit in the Consolidated Balance Sheets.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows:

2010 2009
(in thousands)

Unrecognized tax benefits, beginning of year .............. $16,597 $ 27,654
Gross increases—tax positions related to the current year ... .. 1,797 300
Gross increases—tax positions related to the prior year . ... ... 1,700 —
Gross decreases—tax positions related to the current year . . . . . — —
Gross decreases—tax positions related to the prior year ...... (1,202) —
Decreases for lapses in statutes of limitations . .. ........... (2,390) (11,357)
Decreases for settlements with taxing authorities. ........... (1,732)

Unrecognized tax benefits, end of year .. ... .............. $14,770  $ 16,597
Net Change . o« v oottt et e ($1,827) ($11,057)

As of November 28, 2010, $6.2 million represents the amount of unrecognized tax benefits that, if
recognized, would favorably impact the effective tax rate in future periods.

The Company recognizes interest and penalties related to unrecognized tax benefits in income tax
expense. Additional interest and penalties, recorded as a component of income tax expense during
fiscal 2010 and 2009, were as follows:

Twelve Months Ended
November 28, 2010  November 29, 2009
(in thousands)
Additional (reduction in) interest, net......... 95 (1,746)
Additional (reduction in) penalties ........... (936) (280)

Accrued interest and penalties related to the Company’s uncertain tax positions recognized in the
Consolidated Balance Sheets are as follows:

November 28, 2010  November 29, 2009
(in thousands)
Accrued interest . ...........co i 3,677 3,582
Accrued penalties ........... ... . ... 2,172 3,109

The Company expects the liability for uncertain tax positions to decrease by $2.3 million within the
succeeding twelve months due to expiration of income tax statute of limitations.

Significant judgment is required in evaluating the Company’s federal, state and foreign tax
positions and in the determination of its tax provision. Despite the Company’s belief that its liability for
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unrecognized tax benefits is adequate, it is often difficult to predict the final outcome or the timing of
the resolution of any particular tax matter. The Company may adjust these liabilities as relevant
circumstances evolve, such as guidance from the relevant tax authority, or resolution of issues in the
courts. These adjustments are recognized as a component of income tax provision (benefit) entirely in
the period in which they are identified. While the Company is currently undergoing examinations of
certain of its corporate income tax returns by tax authorities, no issues related to these reserves have
been presented to the Company and the Company has not been informed that such audits will result in
an assessment or payment of taxes related to these positions during the one year period following
November 28, 2010. The Company also cannot predict when or if any other future tax payments related
to these tax positions may occur.

Federal years open to examination are fiscal year 2004 and forward. State and international
jurisdictions remain open to examination for various years from fiscal year 2000 and forward.

Note 17: Retirement Plans
Defined Contribution Plans

Substantially all employees are covered by defined contribution profit sharing plans, where specific
amounts (as annually established by the Company’s Board of Directors) are set aside in trust for
retirement benefits. Profit sharing expense was $4.5 million, $6.1 million, and $4.5 million for the years
ended November 28, 2010, November 29, 2009, and November 30, 2008, respectively.

Pension Plans

Hourly employees working at ten of the Company’s domestic manufacturing facilities are covered
by union sponsored retirement plans. The Company’s pension cost associated with these plans consists
of periodic contributions to these plans based upon employee participation. The Company recognized
expense for such contributions of $4.8 million, $4.6 million, and $4.7 million, for the years ended
November, 28, 2010, November 29, 2009, and November 30, 2008, respectively.

The Company has a noncontributory, defined benefit pension plan covering current and former
hourly employees at four of its active plants and eight previously closed U.S. facilities. Sealy
Canada, Ltd. (a 100% owned subsidiary of the Company) also sponsors a noncontributory, defined
benefit pension plan covering hourly employees at one of its facilities. Both plans provide retirement
and survivorship benefits based on the employees’ credited years of service. The Company’s funding
policy provides for contributions of an amount between the minimum required and maximum amount
that can be deducted for federal income tax purposes.

Pension plan assets consist of investments in various equity and fixed income mutual funds as well
as money market mutual funds. The long-term rate of return for the plans is based on the weighted
average of the plans’ invested allocation and the historical returns for those asset categories. Because
future compensation levels are not a factor in these plans’ benefit formula, the accumulated benefit

obligation is approximately equal to the projected benefit obligation as reported below. The discount
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rate is based on the returns on long-term bonds in the private sector and incorporates a long-term
inflation rate. Summarized information for the plans follows:

Expenses and Status

Components of net periodic pension cost for employees included in the Consolidated Statements
of Operations were as follows:

2010 2009 2008
(in thousands)

SEIVICE COST + v v et e e e e et e e e e e e et ettt e et e s $1,258 $ 751 $1,081
TNtEreSt COSE « v v v v e ittt e e et e e s e 1,713 1,422 1,352
Expected 1€turn on assets . . ... .vv it (1,246)  (944) (1,333)
Curtailment 108S(a) . . . o o oo vt e — — 219
Amortization of unrecognized netloss . ............. .. .. e 498 366 157
Amortization of unrecognized transition asset. .. ................... — — (87)
Amortization of unrecognized prior service cost .. ....... .. L 226 253 276

Total net periodic pension cost . . ... ... o i 2,449 1,848 1,665
Less: Net periodic pension cost of discontinued operations . ........... (506)  (505) (528)

Net periodic pension Cost . .. ... .ot $ 1,943 $1,343 § 1,137

(a) This curtailment loss relates to the closure of the Clarion, Pennsylvania manufacturing facility. See
Note 25.

The other changes in plan assets and benefit obligations recognized in accumulated other
comprehensive income were:

2010 2009 2008

(in thousands)
NEE 0SS & v v v e e e et e e e e e e e $1,179 $2,883 $3,141
PriOr SEIVICE COSL. « v v v v v et e e e e et et e et e ee e et et e — 16 276
Effect of curtailment(a) . . .. .. .o oo vttt e — — (233)
Amortization of prior service cost ... ... i e (169)  (253) (276)
Amortization of net 108S . .. . ... . e (498) (366) (157)
Amortization of transition @SSEt . . . v v v vt v i e — — 87
Total recognized in other comprehensive income .. ........ ... ... $ 512 $2280 $2,838

(a) This curtailment loss relates to the closure of the Clarion, Pennsylvania manufacturing facility. See
Note 25.
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The following assumptions, calculated on a weighted-average basis, were used to determine
pension costs for the Company’s pension plans:

2010 2009 2008

Settlement (diSCOUNE) TALE(R) + - « + « + v+ e e e e et e e e e e e 5.70% 5.70% 6.78%
Expected long term return on plan assets . . ... ... e 7.85% 1.86% 6.64%
Weighted average rate of increase in future compensation levels .. ............ 0.00% 0.00% 0.40%

(a) Due to current economic differences in the interest rates in the jurisdictions of the retirement
plans, the discount rates used in fiscal 2010 to determine the expenses for the United States
retirement plan and Canadian retirement plan were 5.75% and 5.25%, respectively.

Obligations and Funded Status

The measurement date for all of the Company’s pension plans is the date of the fiscal year end.
The funded status of the pension plans as of November 28, 2010 and November 29, 2009, was as
follows:

2010 2009
(in thousands)

Change in Benefit Obligation:

Projected benefit obligation at beginning of year .. ....................... $27,455 $ 20,886
SEIVICE COSE . v v v vt et it e e e e e 994 500
33 1] oo 11 A O 1,527 1,225
Plan changes . . . . ..ot e — 16
Actuarial 1oSSes . . v i e e e e e e 1,492 4,869
Benefits paid . . . ... ... (465) (646)
Expenses paid . .. ... ... e (239) (196)
DAVESHLUIES . . . v o it e (4,315) 528
Foreign currency exchange rate changes . .............. ... .... ... ...... 131 273
Projected benefit obligation atend of year . . . ............ .. ... .. ... $26,580 $ 27,455
Change in Plan Assets:
Fair value of plan assets at beginning of year. . . ............ ..., $15,367 $ 11,673
Actual TETUITI O @SSETS . . o vt ittt ittt e et et e et et et e e e eeas 1,556 2,928
Employer contribution . . . ...... . 1,607 1,400
Benefits paid . . .. ... oo e (465) (646)
Expenses paid . . ... ... e (239) (196)
Foreign currency exchange rate changes ................ .. ... .. ... ... 79 208
Fair value of plan assetsatend of year ................. ... .. ... ..... $17,905 $ 15,367
Funded StAtUS . oo v oottt e e e e $(8,675) $(12,088)
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2010 2009
(in thousands)

Amounts Recognized in the Consolidated Balance Sheets:

Noncurrent portion of benefit liability . ... ......... ... ... .. $ (8,675) $(12,087)
Accumulated other comprehensive income . . ... ... il el 12,104 12,484
Net amount recognized as of fiscalyearend .. ............ ... ... ... .. $ 3429 § 397

Accumulated Benefit Obligation and Fair Value of Assets:

Accumulated benefit obligation . . ....... .. .. i $(26,580) $(27,455)

Projected benefit obligation. ... ........ ... . . i (26,580) (27,455)

Fair value Of @ssels . o o v oo v it it it it et e e e e e 17,905 15,367

Unfunded Projected Benefit Obligation . ............. ... coviin... $ (8,675) $(12,088)
2010 2009

(in thousands)
Amounts Recognized in Accumulated Other Comprehensive Income:

N 0SS & v o v vt et e et et e e e e e $10,678 $ 9,989
Prior service Credit . .o v vttt e e e e 1,426 2,495

Net amount recognized as of fiscalyearend . ................ ... ... ... $12,104 $12,484

The following assumptions, calculated on a weighted-average basis, were used to determine benefit
obligations for the Company’s pension plans as of November 28, 2010 and November 29, 2009:

2010 2009 2008

Settlement (discount) rate(a) . .. ... .o i e 5.48% 5.70% 6.78%
Expected long term return on plan assets . . ... .. ... o i 7.85% 1.86% 6.64%
Weighted average rate of increase in future compensation levels .............. 0.00% 0.00% 0.40%

(a) Due to current economic differences in the interest rates in the jurisdictions of the retirement
plans, the discount rates used in fiscal 2010 to determine the benefit obligations for the United
States retirement plan and Canadian retirement plan were 5.50% and 5.25%, respectively.

The amounts in accumulated other comprehensive income/(loss) that are expected to be
recognized as components of net income during the next year are as follows:

Amortization Of NEE JOSS . . o v oot i et e e $519
Amortization of Prior SEIVICE COSt . .. ..ot v it e 157
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Plan Contributions and Expected Benefit Payments

During fiscal 2011, we expect to contribute $2.1 million to our pension plans from available cash
and equivalents. The following table presents estimated future benefit payments:

FisCal 2000 . vttt e e e e e $ 533
Fiscal 2002 .. ..ot e e 590
Fiscal 2003 . oo v it e 648
Fiscal 2014 . . ..o e 718
Fiscal 200 ... ottt e e 792
Fiscal 2016 - Fiscal 2020 . . .. .. ittt e e 5,698
Employer Contributions Expected to be Paid in Fiscal 2011 . . . ... .................... $2,106

Pension Plan Asset Information

Investment Objective and Strategies. Our investment objectives are to minimize the volatility of the
value of our pension assets relative to pension liabilities and to ensure assets are sufficient to pay plan
benefits. Target and actual asset allocations are as follows:

2010 2010 2009
Target Actual Actual

Allocation of plan assets:

EqUity SECUTTtIES . . . . v vttt e e e e 60.00% 61.07% 59.52%
Debt SECUTTHES . . v o vt e e e 40.00% 36.06% 40.27%
L 73113 0.00% 2.87% 0.21%

Total plan assets .. .....o it 100.00% 100.00% 100.00%

Investment strategies and policies reflect a balance of risk-reducing and return-seeking
considerations. The objective of minimizing the volatility of assets relative to liabilities is addressed
primarily through asset diversification. Assets are broadly diversified across many asset classes to
achieve risk-adjusted returns that, in total, lower asset volatility relative to liabilities. Our policy to
rebalance our investment regularly ensure actual allocations are in line with target allocations as
appropriate.

Strategies to address the goal of ensuring sufficient assets to pay benefits include target allocations
to a broad array of asset classes that provide return, diversification and liquidity.

The plan’s investment fiduciaries are responsible for setting asset allocation targets, and monitoring
asset allocation and investment performance. The Company’s pension investment manager has
discretion to manage assets to ensure compliance with the asset allocations approved by the plan
fiduciaries.

Significant Concentrations of Risk. Significant concentrations of risk in our plan assets relate to
equity, interest rate, and operating risk. In order to ensure assets are sufficient to pay benefits, a
portion of plan assets is allocated to equity investments that are expected, over time, to earn higher
returns with more volatility than fixed income investments which more closely match pension liabilities.
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Within equities, risk is mitigated by constructing a portfolio that is broadly diversified by geography,
market capitalization, investment style and process.

In order to minimize asset volatility relative to the liabilities, a portion of plan assets are allocated
to fixed income investments that are exposed to interest rate risk. Rate increases will generally result in
a decline in fixed income assets while reducing the present value of the liabilities. Conversely, rate
decreases will increase fixed income assets, partially offsetting the related increase in the liabilities.

Operating risks primarily include the risks of inadequate diversification and insufficient oversight.
To mitigate this risk, investments are diversified across and within asset classes in support of investment
objectives. Policies and practices to address operating risks include ongoing oversight, plan and asset
class investment gu