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Special Note Regarding Forward-Looking Statements

This Quarterly Report on Form 10-Q, ("this Report"), including the information incorporated by reference herein,
contains "forward-looking statements" within the meaning of Section 27A of the Securities Act of 1933, as amended,
and Section 21E of the Securities Exchange Act of 1934, as amended, which includes information concerning one or
more of our plans; objectives; goals; strategies; future events; future revenues or performance; the anticipated impact
on our business and financial performance resulting from the termination of our relationship with Mattress Firm, Inc.
("Mattress Firm"); the impact of the macroeconomic environment in both the U.S. and internationally (including the
impact of highly inflationary economies) on our business segments and expectations regarding growth of the mattress
industry; uncertainties arising from global events; risks associated with our international operations; general
economic, financial and industry conditions, particularly in the retail sector, as well as consumer confidence and the
availability of consumer financing; price and product competition in our industry, particularly as a result of the
importation of goods from outside the United States; consumer acceptance of our products; the ability to continuously
improve and expand our product line, maintain efficient, timely and cost-effective production and delivery of
products, and manage growth; the ability to expand brand awareness, the ability to expand distribution both through
third parties and through direct sales; the ability to develop and successfully launch new products; the efficiency and
effectiveness of our advertising campaigns and other marketing programs; the ability to increase sales productivity
within existing retail accounts and to further penetrate the retail channel, including the timing of opening or expanding
within large retail accounts and the timing and success of product launches; the effects of consolidation of retailers on
revenues and costs; changes in demand for the Company's products by significant retailer customers; the effects of
strategic investments on our operations, including our efforts to expand our global market share; changing commodity
costs; changes in product and channel mix and the impact on the Company's gross margin; initiatives to improve gross
margin; our capital structure and increased debt level, including our ability to meet financial obligations and continue
to comply with the terms and financial ratio covenants of our credit facilities; changes in interest rates; changes in tax
rates and changes in tax laws generally, including the ability to utilize tax loss carryforwards; effects of changes in
foreign exchange rates on our reported earnings; our determination to apply highly inflationary accounting to the
financial statements of our Argentine subsidiary, the outcome of pending tax audits or other tax, regulatory or
litigation proceedings and similar issues; the effect of future legislative or regulatory changes, including
implementation of the European General Data Protection Regulation in May 2018; the outcome of regulatory and
investigation proceedings, and outstanding litigation; financial flexibility; our expected sources of cash flow; changes
in capital expenditures; our ability to effectively manage cash, and expectations regarding our target leverage and our
share repurchase program. Many, but not all, of these statements appear, in particular, under the heading
"Management’s Discussion and Analysis of Financial Condition and Results of Operations" in ITEM 2 of Part I of this
Report. When used in this report, the words "assumes," "estimates," "expects," "guidance," "anticipates," "proposed,"
"projects,” "plans," "intends," "believes" and variations of such words or similar expressions are intended to identify
forward-looking statements. These forward-looking statements are based upon our current expectations and various
assumptions. There can be no assurance that we will realize our expectations or that our beliefs will prove correct.

non nn "nn nn

There are a number of risks, uncertainties and other important factors, many of which are beyond the Company’s
control, that could cause our actual results to differ materially from those expressed as forward-looking statements in
this report, including the risk factors discussed under the heading "Risk Factors" under ITEM 1A of Part I of our
Annual Report on Form 10-K for the year ended December 31, 2017 and the risks, if any, identified in ITEM 1A of
Part II of this Report. In addition, there may be other factors that may cause our actual results to differ materially from
the forward-looking statements.

All forward-looking statements attributable to us apply only as of the date of this Report and are expressly qualified in
their entirety by the cautionary statements included in this Report. Except as may be required by law, we undertake no
obligation to publicly update or revise any of the forward-looking statements, whether as a result of new information,
future events, or otherwise.
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When used in this Report, except as specifically noted otherwise, the term "Tempur Sealy International" refers to
Tempur Sealy International, Inc. only, and the terms "Company," "we," "our," "ours" and "us" refer to Tempur Sealy
International, Inc. and its consolidated subsidiaries. When used in this Report, the term "Sealy" refers to Sealy
Corporation and its historical subsidiaries. In addition, when used in this Report "2016 Credit Agreement" refers to the
Company's senior credit facility entered into in the first quarter of 2016; "2012 Credit Agreement" refers to the
Company's prior senior credit facility entered into in 2012; "2026 Senior Notes" refers to the 5.50% senior notes due
2026 issued in 2016; and "2023 Senior Notes" refers to the 5.625% senior notes due 2023 issued in 2015.

2




Edgar Filing: TEMPUR SEALY INTERNATIONAL, INC. - Form 10-Q

TABLE OF CONTENTS
Page
Special Note Regarding Forward-IL.ooking Statements 2
PART 1. FINANCIAL INFORMATION
ITEM 1. Financial Statements
Condensed Consolidated Statements of Income 4
Condensed Consolidated Statements of Comprehensive Income 5
Condensed Consolidated Balance Sheets 6
Condensed Consolidated Statements of Cash Flows 1
Notes to Condensed Consolidated Financial Statements 8

ITEM 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations 34

ITEM 3. Quantitative and Qualitative Disclosures About Market Risk 49
ITEM 4. Controls and Procedures 50

PART II. OTHER INFORMATION

ITEM 1. Legal Proceedings 51
ITEM 1A.Risk Factors 51
ITEM 2. Unregistered Sales of Equity Securities and Use of Proceeds 51
ITEM 3. Defaults upon Senior Securities 51
ITEM 4. Mine Safety Disclosures 51
ITEM 5. Other Information 51
ITEM 6. Exhibits 52

Signatures 53




Edgar Filing: TEMPUR SEALY INTERNATIONAL, INC. - Form 10-Q

Table of Contents
PARTI. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

($ in millions, except per common share amounts)
(unaudited)

Net sales

Cost of sales

Gross profit

Selling and marketing expenses

General, administrative and other expenses

Customer termination charges, net

Equity income in earnings of unconsolidated affiliates
Royalty income, net of royalty expense

Operating income

Other expense, net:

Interest expense, net

Other expense (income), net
Total other expense, net

Income before income taxes

Income tax provision

Net income before non-controlling interests

Less: Net loss attributable to non-controlling interests

Net income attributable to Tempur Sealy International, Inc.

Earnings per common share:
Basic
Diluted

Weighted average common shares outstanding:
Basic
Diluted

Three Months
Ended

June 30,

2018 2017
$669.7 $659.3
393.6  390.7
276.1 268.6
1574 1523
67.0 69.0
(3.8 )44
— 4.9
55.5 56.6
24.5 22.1
1.2 0.3
25.7 21.8
29.8 34.8
8.6 ) (13.1
21.2 21.7
(1.6 ) (2.8
$22.8 $24.5
$0.42 $0.45
$0.42 $0.45
54.4 53.9
54.9 54.5

See accompanying Notes to Condensed Consolidated Financial Statements.

Six Months Ended
June 30,
2018 2017
$1,317.7 $1,381.4
773.7 826.2
544.0 555.2
306.3 306.0
136.0 135.5
— 14.4

) (7.7 ) (7.1 )

) — 9.7 )
109.4 116.1
474 44.2

) (0.6 ) (9.5 )
46.8 34.7
62.6 81.4

) (18.6 ) (27.7 )
44.0 53.7

) (1.9 ) (4.7 )
$45.9 $58.4
$0.84 $1.08
$0.83 $1.07
54.4 53.9
55.0 54.6
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
($ in millions)

(unaudited)
Three Months Six Months
Ended Ended June
June 30, 30,
2018 2017 2018 2017
Net income before non-controlling interests $21.2 $21.7 $44.0 $53.7
Other comprehensive (loss) income, net of tax
Foreign currency translation adjustments (16.1 ) 9.3 (11.1) 18.1
Pension benefits loss, net of tax — — 0.6 ) —
Unrealized loss on cash flow hedging derivatives, net of tax — 0.1 ) — 0.6 )
Other comprehensive (loss) income, net of tax (16.1 ) 9.2 (11.7) 17.5
Comprehensive income 5.1 309 323 712
Less: Comprehensive loss attributable to non-controlling interests (16 )28 )19 ) @47 )

Comprehensive income attributable to Tempur Sealy International, Inc. $6.7  $33.7 $34.2 $75.9

See accompanying Notes to Condensed Consolidated Financial Statements.
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS
($ in millions)

ASSETS

Current Assets:

Cash and cash equivalents
Accounts receivable, net
Inventories

Prepaid expenses and other current assets
Total Current Assets

Property, plant and equipment, net
Goodwill

Other intangible assets, net
Deferred income taxes

Other non-current assets

Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities:

Accounts payable

Accrued expenses and other current liabilities
Income taxes payable

Current portion of long-term debt

Total Current Liabilities

Long-term debt, net

Deferred income taxes

Other non-current liabilities

Total Liabilities

Commitments and contingencies—see Note 9
Redeemable non-controlling interest

Total Stockholders' Equity

June 30, December
2018 31,2017
(Unaudited)

$32.6 $41.9

359.4 317.7
224.4 183.0
69.8 64.8

686.2 607.4
433.1 435.1
727.1 733.1
659.4 667.4
23.6 23.6

236.2 2274

$2,765.6  $2,694.0

$247.3 $241.2

227.2 234.2
29.3 29.1
77.3 72.4
581.1 576.9
1,706.8 1,680.7
110.4 114.3
209.0 207.4

2,607.3 2,579.3

0.3 2.2

158.0 112.5

Total Liabilities, Redeemable Non-Controlling Interest and Stockholders' Equity $ 2,765.6  $2,694.0

See accompanying Notes to Condensed Consolidated Financial Statements.
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
($ in millions)
(unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income before non-controlling interests
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization

Amortization of stock-based compensation
Amortization of deferred financing costs

Bad debt expense

Deferred income taxes

Dividends received from unconsolidated affiliates
Equity income in earnings of unconsolidated affiliates
Loss (gain) on sale of assets

Foreign currency adjustments and other

Changes in operating assets and liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property, plant and equipment

Other

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from borrowings under long-term debt obligations
Repayments of borrowings under long-term debt obligations
Proceeds from exercise of stock options

Treasury stock repurchased

Payments of deferred financing costs

Other

Net cash provided by (used in) financing activities

NET EFFECT OF EXCHANGE RATE CHANGES ON CASH AND CASH EQUIVALENTS

Decrease in cash and cash equivalents
CASH AND CASH EQUIVALENTS, beginning of period
CASH AND CASH EQUIVALENTS, end of period

Supplemental cash flow information:
Cash paid during the period for:
Interest

Income taxes, net of refunds

See accompanying Notes to Condensed Consolidated Financial Statements.

Six Months
Ended

June 30,

2018 2017
$44.0 $53.7
42.0 39.7
13.1 2.6
1.2 1.1
1.8 6.0
2.5 ) (134)
3.7 3.5
7.7 ) @1 )
0.2 (1.3 )
(1.9 ) 0.7
(92.3) (10.3)
1.6 75.2

(40.6 ) (25.9)
0.6 0.9
(40.0) (25.0)

7322 718.9
(697.9) (745.9
2.6 1.9

3.0 ) @4.1)
— 04 )
34 )27 )
30.6  (72.3)
1.5 ) 6.1 )
93 ) 272)
419 65.7

$32.6 $38.5
$46.7 $43.0
179  37.1
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited)
(1) Summary of Significant Accounting Policies

(a) Basis of Presentation and Description of Business. Tempur Sealy International, Inc., a Delaware corporation,
together with its subsidiaries, is a U.S. based, multinational company. The term "Tempur Sealy International" refers to
Tempur Sealy International, Inc. only, and the term "Company" refers to Tempur Sealy International, Inc. and its
consolidated subsidiaries.

The Company develops, manufactures, markets and sells bedding products, which include mattresses, foundations and
adjustable bases, and other products, which include pillows and other accessories. The Company also derives income
from royalties by licensing Sealy® and Stearns & Foster® brands, technology and trademarks to other manufacturers.
The Company sells its products through two sales channels: Wholesale and Direct.

The Company’s Condensed Consolidated Financial Statements include the results of Comfort Revolution, LLC
("Comfort Revolution"), a 45.0% owned joint venture. Comfort Revolution constitutes a variable interest entity for
which the Company is considered to be the primary beneficiary due to the Company's disproportionate share of the
economic risk associated with its equity contribution, debt financing and other factors. The operations of Comfort
Revolution are not material to the Company's Condensed Consolidated Financial Statements. On July 11, 2018, the
Company acquired the remaining 55% equity interest in Comfort Revolution, which will not result in a material
impact to the Company's Condensed Consolidated Financial Statements.

The Company also has ownership interests in a group of Asia-Pacific joint ventures to develop markets for Sealy®
branded products in those regions. The Company’s ownership interest in these joint ventures is 50.0%. The equity
method of accounting is used for these joint ventures, over which the Company has significant influence but does not
have control, and consolidation is not otherwise required. The Company's carrying value in its equity method
investments of $24.3 million and $21.5 million at June 30, 2018 and December 31, 2017, respectively, is recorded in
other non-current assets within the accompanying Condensed Consolidated Balance Sheets. The Company’s equity in
the net income and losses of these investments is recorded as equity income in earnings of unconsolidated affiliates in
the accompanying Condensed Consolidated Statements of Income.

The accompanying unaudited Condensed Consolidated Financial Statements have been prepared in accordance with
the instructions to Form 10-Q and Article 10 of Regulation S-X and include all of the information and disclosures
required by generally accepted accounting principles in the United States ("GAAP") for interim financial reporting.
These unaudited Condensed Consolidated Financial Statements should be read in conjunction with the Consolidated
Financial Statements of the Company and related footnotes for the year ended December 31, 2017, included in the
Company’s Annual Report on Form 10-K filed with the Securities and Exchange Commission on March 1, 2018.

The results of operations for the interim periods are not necessarily indicative of results of operations for a full year. It
is the opinion of management that all necessary adjustments for a fair presentation of the results of operations for the
interim periods have been made and are of a recurring nature unless otherwise disclosed herein.

(b) Adoption of New Accounting Standards.

Revenue Recognition. On January 1, 2018, the Company adopted Accounting Standards Update ("ASU") No.
2014-09, "Revenue from Contracts with Customers (Topic 606)" using the modified retrospective method. Under the

modified retrospective method, the Company recognized the cumulative effect of initially applying the new revenue

11
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standard as a decrease to the opening balance of retained earnings. Adoption of Topic 606 did not have a material
impact on the Company's financial statements. For additional information, see Note 3, "Revenue Recognition" of the
Condensed Consolidated Financial Statements.
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited) (continued)

Pensions. In March 2017, the FASB issued ASU No. 2017-07, "Compensation - Retirement Benefits (Topic 715):
Improving the Presentation of Net Periodic Pension Cost and Net Periodic Postretirement Benefit Cost", which is
accounting guidance that changed how employers who sponsor defined benefit pension and/or postretirement benefit
plans present the net periodic benefit cost in the Condensed Consolidated Statements of Income. This guidance
requires employers to present the service cost component of net periodic benefit cost in the same caption within the
Condensed Consolidated Statements of Income as other employee compensation costs from services rendered during
the period. All other components of the net periodic benefit cost are presented separately outside of the operating
income caption. The Company adopted ASU No. 2017-07 as of January 1, 2018 and applied the accounting guidance
retrospectively. Adoption of this guidance resulted in a reclassification of pension and other postretirement plan
non-service income and remeasurement adjustments, net, from within operating income to non-operating income. The
adoption of this guidance was not material to the Condensed Consolidated Statement of Income in the current or prior
year.

Accumulated Other Comprehensive Income. In February 2018, the FASB issued ASU No. 2018-02, "Income
Statement - Reporting Comprehensive Income (Topic 220): Reclassification of Certain Tax Effects from Accumulated
Other Comprehensive Income", which allows entities to reclassify tax effects stranded in accumulated other
comprehensive loss ("AOCL") as a result of the Tax Cuts and Jobs Act of 2017 ("U.S. Tax Reform Act") to retained
earnings. The Company early adopted ASU No. 2018-02 on March 31, 2018. The reclassification from AOCL to
retained earnings is not material to the Condensed Consolidated Balance Sheet and Condensed Consolidated
Statement of Income or Comprehensive Income.

(c) Inventories. Inventories are stated at the lower of cost or market, determined by the first-in, first-out method, and
consist of the following:
June  December

30, 31,
(in millions) 2018 2017
Finished goods $149.1 $ 121.8
Work-in-process 10.8 11.5

Raw materials and supplies 64.5  49.7
$224.4 $ 183.0

(d) Accrued Sales Returns. The Company allows product returns through certain sales channels and on certain
products. Estimated sales returns are provided at the time of sale based on historical sales channel return rates.
Estimated future obligations related to these products are provided by a reduction of sales in the period in which the
revenue is recognized. Accrued sales returns are included in accrued expenses and other current liabilities in the
accompanying Condensed Consolidated Balance Sheets. Effective January 1, 2018 with the Company's adoption of
Topic 606, the Company recognizes a return asset for the right to recover the goods returned by the customer. The
right of return asset is recognized on a gross basis outside of the accrued sales returns and is not material to the
Company's Condensed Consolidated Balance Sheet.

The Company had the following activity for sales returns from December 31, 2017 to June 30, 2018:
(in millions)

Balance as of December 31, 2017 $30.0
Reclassification and remeasurement of sales return asset under Topic 606 1.7
Balance as of January 1, 2018 31.7
Amounts accrued 46.5

13
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Returns charged to accrual 43.3)
Balance as of June 30, 2018 $34.9

As of June 30, 2018 and December 31, 2017, $22.4 million and $19.6 million of accrued sales returns are included as
a component of accrued expenses and other current liabilities and $12.5 million and $10.4 million of accrued sales
returns are included in other non-current liabilities on the Company’s accompanying Consolidated Balance Sheets,
respectively.

14
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited) (continued)

(e) Warranties. The Company provides warranties on certain products, which vary by segment, product and brand.
Estimates of warranty expenses are based primarily on historical claims experience and product testing. Estimated
future obligations related to these products are charged to cost of sales in the period in which the related revenue is
recognized. The Company considers the impact of recoverable salvage value on warranty costs in determining its
estimate of future warranty obligations.

The Company provides warranties on mattresses with varying warranty terms. Tempur-Pedic mattresses sold in the
North America segment and all Sealy mattresses have warranty terms ranging from 10 to 25 years, generally
non-prorated for the first 10 to 15 years and then prorated for the balance of the warranty term. Tempur-Pedic
mattresses sold in the International segment have warranty terms ranging from 5 to 15 years, non-prorated for the first
5 years and then prorated on a straight-line basis for the last 10 years of the warranty term. Tempur-Pedic pillows have
a warranty term of 3 years, non-prorated.

The Company had the following activity for its accrued warranty expense from December 31, 2017 to June 30, 2018:
(in millions)

Balance as of December 31, 2017 $36.7
Remeasurement of obligations under Topic 606 2.8
Balance as of January 1, 2018 39.5
Amounts accrued 19.1
Warranties charged to accrual 21.4)
Balance as of June 30, 2018 $37.2

As of June 30, 2018 and December 31, 2017, $16.0 million and $16.7 million of accrued warranty expense is included
as a component of accrued expenses and other current liabilities and $21.2 million and $20.0 million of accrued
warranty expense is included in other non-current liabilities in the Company’s accompanying Condensed Consolidated
Balance Sheets, respectively.

(f) Allowance for Doubtful Accounts. The allowance for doubtful accounts is the Company’s best estimate of the
amount of probable credit losses in the Company’s accounts receivable. The Company regularly reviews the adequacy
of its allowance for doubtful accounts. The Company determines the allowance based on historical write-off
experience and current economic conditions and also considers factors such as customer credit, past transaction
history with the customer and changes in customer payment terms when determining whether the collection of a
customer receivable is reasonably assured. Account balances are charged off against the allowance after all reasonable
means of collection have been exhausted and the potential for recovery is considered remote. The allowance for
doubtful accounts included in accounts receivable, net in the accompanying Condensed Consolidated Balance Sheets
was $26.4 million and $27.4 million as of June 30, 2018 and December 31, 2017, respectively.

(g) Derivative Financial Instruments. Derivative financial instruments are used in the normal course of business to
manage interest rate and foreign currency exchange risks. The financial instruments used by the Company are
straight-forward, non-leveraged instruments. The counterparties to these financial instruments are financial institutions
with strong credit ratings. The Company maintains control over the size of positions entered into with any one
counterparty and regularly monitors the credit ratings of these institutions. For all transactions designated as hedges,
the hedging relationships are formally documented at the inception and on an ongoing basis in offsetting changes in
cash flows of the hedged transaction.

15
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The Company records derivative financial instruments in the Condensed Consolidated Balance Sheets as either an
asset or liability measured at its fair value. Changes in a derivative's fair value (i.e., unrealized gains or losses) are
recorded each period in earnings or other comprehensive income, depending on whether the derivative is designated
and is effective as a hedged transaction, and on the type of hedging relationship.

For derivative financial instruments that are designated as a hedge, unrealized gains and losses related to the effective
portion are either recognized in income immediately to offset the realized gain or loss on the hedged item, or are
deferred and reported as a component of AOCL in stockholders' equity and subsequently recognized in net income
when the hedged item affects net income. The change in fair value of the ineffective portion of a derivative financial
instrument is recognized in net income immediately. For derivative instruments that are not designated as hedges, the
gain or loss related to the change in fair value is also recorded to net income immediately. The effectiveness of the
cash flow hedge contracts, including time value, is assessed prospectively and retrospectively on a monthly basis
using regression analysis, as well as other timing and probability criteria. For derivative instruments that are not
designated as hedges, the gain or loss related to the change in fair value is also recorded in net income immediately.

10
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TEMPUR SEALY INTERNATIONAL, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited) (continued)

The forward exchange contract asset and liability as of June 30, 2018 and December 31, 2017 were based on Level 2
inputs and were not material in either period.

The Company is also exposed to foreign currency risk related to intercompany debt and certain intercompany
accounts receivable and accounts payable. To manage the risk associated with fluctuations in foreign currencies
related to these assets and liabilities, the Company enters into foreign exchange forward contracts. The Company
considers these contracts to be economic hedges. Accordingly, changes in the fair value of these instruments affect
earnings during the current period. These foreign exchange forward contracts protect against the reduction in value of
forecasted foreign currency cash flows resulting from payments in foreign currencies.

(h) Income Taxes. Deferred tax assets and liabilities are recognized for the future tax consequences attributable to
temporary differences between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases. 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. Deferred tax
assets are also recognized for the estimated future effects of tax loss carry forwards. The effect of changes in tax rates
on deferred taxes is recognized in the period in which the enactment dates change. Valuation allowances are
established when necessary on a jurisdictional basis to reduce deferred tax assets to the amounts expected to be
realized. The Company accounts for uncertain foreign and domestic tax positions utilizing an established recognition
threshold and measurement attributes for the financial statement recognition and measurement of a tax position taken
or expected to be taken in a tax return.

(i) Customer Contract Termination. During the week of January 23, 2017, the Company was unexpectedly notified by
the senior management of Mattress Firm and representatives of Steinhoff International Holdings Ltd. ("Steinhoff"), its
parent company, of Mattress Firm's intent to terminate its business relationship with the Company if the Company did
not agree to considerable changes to its agreements with Mattress Firm, including significant economic concessions.
The Company engaged in discussions to facilitate a mutually agreeable supply arrangement with Mattress Firm.
However, the parties were unable to reach an agreement, and on January 27, 2017, Tempur-Pedic North America,
LLC ("Tempur-Pedic") and Sealy Mattress Company ("Sealy Mattress") issued formal termination notices for all of
their products to Mattress Firm. On January 30, 2017, Tempur-Pedic and Sealy Mattress entered into transition
agreements with Mattress Firm in which they agreed, among other things, to continue supplying Mattress Firm until
April 3, 2017, at which time the parties’ business relationships ended.

In the first quarter of 2017, the Company took steps to manage its cost structure as a result of the termination of the
contracts with Mattress Firm. For the three months ended March 31, 2017, the Company recognized $25.9 million of
net charges associated with the termination of the relationship with Mattress Firm. This amount includes $11.5 million
of charges within cost of sales and $14.4 million of charges within customer termination charges, net in the
Condensed Consolidated Statements of Income. The following amounts are recognized in cost of sales: $5.4 million
of charges related to the write-off of customer-unique inventory and $6.1 million of increased warranty costs
associated with claims historically retained by Mattress Firm. The following amounts are recognized in customer
termination charges, net: $22.8 million of charges related to the write-off of Mattress Firm incentives and marketing
assets, employee-related expenses and professional fees; and $0.9 million of accelerated stock-based compensation
expense. These charges are offset by $9.3 million of benefit related to the change in estimate associated with
performance-based stock compensation that is no longer probable of payout as a result of the termination of the
contracts with Mattress Firm.
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In the three months ended March 31, 2017, the Company also recognized $9.3 million related to the payments
received pursuant to the transition agreements with Mattress Firm. This amount is included within other income, net in
the Condensed Consolidated Statements of Income.

(j) Highly Inflationary Economy. Effective June 30, 2018, the Company determined that the economy in Argentina is

highly inflationary. As a result, the Company will apply highly inflationary accounting to the financial statements of
its Argentinian subsidiary beginning July 1, 2018.

11
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited) (continued)
(2) Recently Issued Accounting Pronouncements
Leases

In February 2016, the FASB issued ASU No. 2016-02, "Leases (Topic 842)", which requires lessees to recognize
most assets and liabilities on the balance sheet for the rights and obligations created by leases and provides for
expanded disclosures on key information about leasing arrangements. Topic 842 is effective for the Company on
January 1, 2019. In transition, the Company is required to recognize and measure leases at the beginning of the
earliest period presented using a modified retrospective approach.

The FASB recently issued ASU No. 2018-11, "Leases (Topic 842): Targeted Improvements", which allows entities to
apply the transition provisions of the new standard at its adoption date instead of at the earliest comparative period
presented in the consolidated financial statements. This ASU allows entities to continue to apply the legacy guidance
in Topic 840, including its disclosure requirements, in the comparative periods presented in the year the new leases
standard is adopted. Entities that elect this option would still adopt the new leases standard using a modified
retrospective transition method, but would recognize a cumulative-effect adjustment to the opening balance of
retained earnings in the period of adoption rather than in the earliest period presented. The Company expects to elect
this transition option.

The Company's operating lease portfolio primarily includes manufacturing facility, warehouse, retail store and
equipment leases. Upon adoption of Topic 842, the Company expects to recognize a right of use asset and liability
related to substantially all operating lease arrangements. The modified retrospective approach includes a number of
optional practical expedients that entities may elect to apply. The Company expects to elect the package of practical
expedients permitted under the transition guidance within the new standard, which among other things, allows the
Company to carryforward the historical lease classification. The Company does not expect to elect the hindsight
practical expedient to determine the lease term for existing leases.

The Company has conducted a risk assessment and has developed a transition plan that will enable the Company to
meet the implementation requirement. The Company is in the process of determining the scope of the impact and
gathering and assessing data. Additionally, the Company is evaluating its processes and internal controls to meet the
accounting, reporting and disclosure requirements of Topic 842. While the Company is currently evaluating Topic 842
to determine the specific impact it will have on the Company's Condensed Consolidated Financial Statements, the
adoption is expected to result in a material increase in the assets and liabilities recorded on the balance sheet.

(3) Revenue Recognition

Revenue from Contracts with Customers

On January 1, 2018, the Company adopted Topic 606 using the modified retrospective method. The largest impacts as
a result of the new standard are the new required qualitative and quantitative disclosures. Other presentation and
disclosure changes include the classification of royalty income to net sales and changes in the balance sheet
classification and measurement for accrued sales returns and accrued warranty expenses.

The Company recognized the cumulative effect of initially applying Topic 606 as an adjustment to the opening

balance of retained earnings for approximately $3.0 million, net of tax. Additionally, as a result of the new standard
and effective January 1, 2018, the Company classifies royalty income within net sales. The comparative information
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has not been restated and continues to be reported under the accounting standards in effect for each period presented.

The Company evaluated the impact of the adoption on the classification of cooperative advertising programs and other
promotional programs with the Company's customers. The impact of adoption to these promotional programs did not
result in material changes in the Company's recognition or presentation of costs within the Company's Condensed
Consolidated Statements of Income.

The following tables summarize the impact of adopting Topic 606 on the Company’s Condensed Consolidated
Financial Statements as of and for the periods ended June 30, 2018:

12
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Three Months Ended June 30, Six Months Ended June 30, 2018

2018
Balances Balances
As Without  Effect of As Without Effect of

(in millions) Reporte @doption Change Reported Adoption Change

of Topic Higher/(Lower) of Topic Higher/(Lower)

606 606
Statement of Income
Net sales $669.7 $ 6642 $§ 5.5 $1,317.7 $1,306.9 $ 10.8
Royalty income, net of royalty expense — 5.5 (5.5 ) — 10.8 (10.8 )

June 30, 2018
Balances
. As Wéthout Eflfect of
(in millions) option Change
Reportegf Topic Higher/(Lower)
606

Balance Sheet
Assets
Prepaid expenses and other current assets $698 $686 $ 1.2
Deferred income taxes 23.6 227 0.9
Other non-current assets 236.2 2353 0.9
Liabilities
Accrued expenses and other current liabilities $227.2 $ 2247 § 2.5
Other non-current liabilities 209.0 206.2 2.8
Stockholders' Equity
Total stockholders' equity $158.0 $1603 $ (2.3 )
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS - (unaudited) (continued)

Disaggregation of Revenue
The following table presents the Company's disaggregated revenue by channel, product and geographical region,

including a reconciliation of disaggregated revenue by segment, for the three and six months ended June 30, 2018:

Three Months Ended June 30, 2018 Six Months Ended June 30, 2018

(in millions) Nort?nternational Consolidated Nort?nternational Consolidated
America America

Channel

Wholesale
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