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With the official declaration that a recession is underway and has been for over a year, we
felt it timely to introduce the inaugural issue of the Distressed Company Monitor, which is
intended to provide valuable information for companies in financial distress and their
advisors. During an economic slowdown, our consulting practice, Fort Dearborn Partners,
focuses on turnaround consulting while our investment banking practice, Fort Dearborn
Advisors, through our Special Situations Group, provides distressed capital markets
solutions, commonly refinancing and business sales. Frequently we serve clients in joint
engagements, and over the next several issues of this newsletter we will share some
lessons we have learned along the way.
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NBER Declares a Recession Has Begun

The National Bureau of Economic Research (NBER) announced in early December of 2008 that the
United States officially entered a recession in December of 2007 after 73 months of economic
expansion. In making this determination, NBER analyzes economy-wide measures of economic
activity, principally domestic production and employment.

Since NBER’s pronouncement of a recession, the economy has continued to worsen. In January
2009, the unemployment rate reached 7.6%, its highest level since 1992. In January 2009
nonfarm payroll declined by 598,000 the largest monthly decline in almost 35 years. (It is
important to note however that in 1974 the total nonfarm payroll was 78 million and today it is
134 million.)

Figure 1: Nonfarm Payroll 1999 to January 2009 (Seasonally Adjusted)
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Figure 3: Unemployment 2001 to January 2009
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Payroll employment has declined by 3.6 million since the recession began 14 month ago. As
importantly, about half of this decline has occurred in the past three months. Moreover, 7.8
million Americans worked part time for economic reasons, a group of individuals sometimes

referred to as “involuntary part-time workers.” In other words, many of the employed are
underemployed.

In addition to employment numbers, NBER analyzes changes in Gross Domestic Product and Gross
Domestic Income to understand aggregate domestic production. These data points do not clearly
indicate when the US economy entered a recession, however, as they have both fluctuated above
negative growth in the past year. In the final quarter of 2008 GDP declined dramatically.

Figure 4: Change in GDP 2005 to 2008
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The U.S. Consumer

Between 65% and 70% of the United States economy is driven by consumer spending and
according to recent reports, consumer spending will continue to decline in early 2009. Consumer
confidence is also at an all-time low according to the Conference Board’s survey. According to the
Mortgage Bankers Association, one in ten mortgages is either in foreclosure or is delinquent. The
percentage of loans in foreclosure was almost 3%, a record high. Moreover consumer debt levels
- principally credit card debt and auto loans - are at an all time high and defaults on credit cards
are rising. For example, American Express reported a 4.1% default rate in the 3™ quarter of 2008
compared to 2.5% in the 3™ quarter of 2007. JP Morgan reported net charge-offs from credit
cards of 5.00% versus 3.64% in the 3 quarter in 2007 and 4.98% in the 2" quarter of 2008. In
a recent presentation to investors on November 12, 2008, Jamie Dimon of JPMorgan indicated
credit card charge-offs for JPMorgan could reach 6% in early 2009 and 7% by late 2009.

Figure 5: Credit Card Charge-Offs
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The U.S. Banking System and World Stock Markets

The credit markets began tightening in August 2007 but it was in September 2008 that what
began as a slight cramp became total paralysis. Despite unprecedented actions by the Federal
Reserve, credit remains hard to secure and when it is available, the cost of borrowing remains
unusually high. The Fed’s efforts to loosen the credit markets included billions of dollars of
investments in the country’s largest banks.
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Table 1: Government Bailout Investments

Despite large

Recipient Amount, in

billions government
Citigroup $45.0 investments_, many
AIG $150.0 banks remain
Wells Fargo $25.0 undercapitalized.
JP Morgan Chase $25.0
Bank of America $15.0
Merrill Lynch (now BofA) $10.0
Goldman Sachs (converted to a $10.0
bank holding company)
Morgan Stanley (converted to a $10.0
bank holding company)
PNC Financial Services $7.7

In spite of these large government investments, many banks remain undercapitalized, and credit
remains scarce and expensive. One expert estimates that U.S. banks are undercapitalized by $1
trillion.

The U.S. stock markets suffered stunning declines in 2008. From its peak in October 2007 to a
low in November 2008, the total value of the Dow Jones Wilshire 5000 stock index declined 54%,
or about $10.4 trillion. The S&P 500 declined about 39% for the year, its third worst year since its
founding in 1923 and the Dow Jones declined 34%, also its third worst year since being founded in
1896. Stock markets around the globe also declined significantly.

Table 2: World Stock Market Declines

Country U.S.$ Local Country UsS. $ Local
Currency Currency
Japan -29.3% -42.6% Spain -43.4% -40.5%
Switzerland -31.0% -35.0% Chile -43.6% -27.8%
U.S. -38.6% -38.6% France -45.5% -42.6%
Mexico -39.8% -23.6% Germany -46.3% -43.5%
South Africa -42.8% -22.6% Canada -49.1% -36.3%

And many global markets significantly underperformed the dismal performance of the United
States: In local currency terms, Greece declined 65%, Ireland declined 67% and Iceland declined
an amazing 93%, nearly wiping out the entire stock market.

The US housing market is in its worst shape since the 1930s. According to the S&P/Case-Shiller
U.S. National Home Price Index, home prices rose in 62 of 77 quarters since 1987 and never fell
for more than three consecutive quarters. The index began declining in the 3™ quarter of 2006
and has declined every quarter since.
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Figure 6: S&P/Case-Shiller U.S. National Home Price Index
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Positive Aspects of the U.S. Economy
While by nearly all measures 2008 was a difficult year, the outlook for 2009 has a few bring spots.

The United States government and many foreign governments have taken quick (albeit not always
decisive) action to rebuild confidence in the financial system in an effort to stimulate banks to
make credit available to appropriate borrowers. Many governments are implementing fiscal
stimulus plans to bolster employment and their economies. The Federal Reserve and other
countries’ central banks have dramatically lowered interest rates (e.g. the Fed Funds rate has
declined from 5.25% in September 2007 to basically zero) and taken other measures in an effort
to use monetary policy to induce banks to lend and companies and individuals to borrow.

President Obama and Congress recently passed an economic stimulus plan that includes tax cuts,
targeted tax credits, and significant investments in road and bridge infrastructure, among other
measures designed to stimulate job growth.

Fort Dearbornés Outl ook on the U.S. Economy
In our opinion 2009 will be a challenging year for companies in the United States. The liquidity
crisis in the banking industry that resulted primarily from the subprime mortgage industry and
quickly spread to other areas will continue to hobble the economy.

Inventory of unsold houses will remain high and housing prices will continue to decline or at best
will increase only moderately. Until the housing market stabilizes, distressed mortgage paper on
banks books will be subject to further write-downs, which will put more pressure on capital ratios
and will restrict banks ability and willingness to lend.
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Figure 7: Number of Months Housing Sales Outstanding

[y
N

High inventories of
unsold homesé

[any
o

Number of Months Sales Outstanding

B New M Existing

Figure 8: Change in Home Values

o éand continue:
10.0% »300 downward trends in
5.0% +— - $250 housing prices will
’ create additional
- $200 distressed mortgage
0.0% 17 paper. Related write-
- 5150 downs will further
-5.0% restrict bank
- »100 and willingness to lend.
-10.0% +— L ¢50
-15.0% : ; . : . S

2005 2006 2007 Q108 Q208 Q308

S Value-U.S. I S Value-Midwest

% Change-U.S. % Change-Midwest

Unemployment will increase to around 9%. As unemployment increases, mortgage and credit
card defaults will continue to rise leading to additional bank losses and further hampering bank
lending.

Rises in unemployment will restrain consumer confidence and will depress consumer spending,
which we anticipate will decline through the first half of the year and possibly beyond.

With consumer spending restrained and a lag in implementing government stimulus-related
spending, GDP will decline meaningfully in the first half of the year and may continue to decline in
the second half of the year. Overall, we believe the recession will be severe and may last longer
than any recession the U.S. economy has encountered since the Great Depression of 1930s. The
global economy will also perform poorly in 2009.
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Early Warning Signs of Distress

The current downturn that NBER has identified is the first downturn since 2001 and the previous
recession was in the early 1990s. As a result of the extended cycles of expansion the US economy
has experienced and the relatively short duration of previous downturns (8 months in both 2001
1991), many business managers have limited experience operating in a recessionary environment.
Therefore understanding the warning signs that a business is undergoing financial and/or
operational stress is increasingly important.

From an outsider’s perspective these warning signs may be obvious, however, it's surprising how
frequently the signs are missed or ignored.

Table 3: Stages of Corporate Distress

Trouble May be Looming

eNew competitor

eInvestment in a “startup” product or new business

eMove to a new plant or distribution center

eMajor IT system conversion

*"Manage for profit” executive departed

sHigh fixed expenses with sales decline

sVery large new customer with low margins and high customer sevice demands
eLoss of a key/major supplier

eDeclining sales and gross profit margins, and eventual operating losses

Definite Trouble

eGrowing operating losses

eContinuing declines in sales and gross profit margins

eRapid industry change/wrong product array

eIndustry downturn with cost structure increases

eNegative cash flow from operations and negative debt service coverage
eSubstantial debt

Crisis

e\Worsening operating losses

eNegative working capital

eOver advances on borrowing base indicating liquidity crisis
eNegative net worth

eTrade creditors are over extended

eSerious negative cash flow

Severe distress greatly limits the turnaround options available to a company. In order to affect a
turnaround, the lender or trade creditors must provide continuing or increasing liquidity, in effect
“doubling down”, or a turnaround can quickly convert to liquidation. By recognizing the early

Fort Dearborn Advisors
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warning signs of distress and, if necessary, seeking professional help, a company has a far greater
likelihood of permanent corporate renewal and long term survival.

An Action Plan for Success (or Survival)

The U.S. Economy will contract in the near term, unemployment will increase and credit will
continue to be difficult to obtain, and when available, it will likely be more expensive than in the
recent past. With this backdrop, what should a business owner do?

Fort Dearborn Partners, our premier profit improvement consulting firm, has long advocated a set
of core strategies for companies in any stage of the economic cycle that are designed to foster
ongoing company improvement. Those strategies include:

Formulating and implementing an overall strategic plan to allocate a company’s resources;
Cutting expenses and improving productivity every year, (i.e., instilling a culture of
continuous improvement and lean manufacturing);

Developing the company’s management team;

Introducing new products and services while pursuing new opportunities for growth;
Always having access to capital and;

Making tough decisions in a timely manner.

=A =4

E I K

More specifically, we believe it is critical for the management of every company - in every stage of
the business cycle - to develop and articulate a long term strategy for the business that helps
each employee make decisions regarding the business. While the strategy may change over time,
it serves as a guidepost in directing the company.

Continuous improvement is a theme that must pervade every aspect of a company in order for it
to be successful over the long term. Competition from local companies, and increasingly from
companies around the globe, require constant product improvements and cost reductions and
employees at all levels must learn new skills and ways of completing tasks while delivering
exceptional service at ever lower costs.

Developing a first-class management team includes continuous education for existing managers
and up-and-coming employees and when appropriate, replacing managers that are not performing
up to expectations.

When business conditions are challenging it is tempting to cut back on investments in new
products and services. We believe it is critical to continue introducing innovate products and
services to help retain customers and attract new ones from competitors.

A lack of access to adequate capital has caused deep distress for many companies over the past
year and it will likely continue for at least the near term and quite possibly longer. We counsel our
clients to maintain a close and open relationship with their lenders and other capital sources in all
stages of the economic cycle so that companies will have access to capital when it is needed.

Finally and most importantly, companies must make difficult decisions in a timely manner. It is
not easy or comfortable making the decision, for example, to reduce headcount by 10% but in
some cases, failure to take appropriate actions could jeopardize the long-term survival of the
company.

Fort Dearborn Advisors 8
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Conclusion

The current challenging economic times will not subside soon. To survive in this climate many
companies will need to take action to address operating inefficiencies and capital structures.

Some companies may find opportunities to enhance their competitive position by acquiring
competitors or entering competitors’ markets.

Fort Dearborn Advisors 9



Fort Dearborn Partners offers and integrated suite of consulting services that uniquely assis the
ownesr and operators of middle market companies in the many challenges they face. Our services
are focused on improving our client’s performance and delievering expectional value.

Fort Dearborn Advisors provides mergers and acquisitions advisory services and debt and junior
capital placements to companies with enterprise values above $10 million. We have a wealth of
experience and dedicated transaction groups in select industries including Automotive &
Transportation Equipment, Business Services, Consumer Products & Retail, Food Processing &
Distribution, Industrial Distribution, Industrial Growth, Metal Processing and Packaging, Printing &
Publishing.

Our clients include many leading, privately held companies, private equity firms and public
corporations.

Fort Dearborn's Special Situations Team of dedicated investment banking professionals has decades
of experience in advising companies that are experiencing tight liquidity, facing operational
challenges or severe competitive threats.

Fort Dearborn Advisors is especially adept at handling the sale of underperforming or distressed
businesses. We combine our transaction expertise with the turnaround consulting experience of our
affiliate, Fort Dearborn Partners, and together we bring an unparalleled level of experience,
operating expertise, sense of urgency and ability to these unique situations. We have learned to
balance the many constituencies, including shareholders, lenders, employees and unsecured
creditors of these companies to achieve solutions that generate maximum benefits for all parties.
We have completed numerous transactions under both Section 363 of the U.S. Bankruptcy Code
and the Uniform Commercial Code.

© Fort Dearborn Advisors LLC. All rights reserved.

Fort Dearborn uses data sources it considers reliable; however, it does not guarantee the
accuracy or completeness of the information in this document. Fort Dearborn Advisors makes
no representations or warranties, expressed or implied, regarding the accuracy of this material.
Employees of Fort Dearborn Advisors may have positions in the securities of the companies
discussed. This publication does not constitute advice or a recommendation, offer or solicitation
with respect to the securities of any company discussed herein, is not intended to provide
information upon which to base an investment decision, and should not be construed as such.

Fort Dearborn or its affiliates may from time to time provide investment banking or related
services to these companies. Information, opinions and estimates reflect Fort Dearborn
Advisors’ judgment as of the date of publication and are subject to change without notice and
Fort Dearborn Advisors undertakes no obligation to notify any recipient of this report of any such
change in opinion. This report is not directed to, or intended for distribution to, any person in
any jurisdiction where such distribution would be contrary to law or regulation, or which would
subject Fort Dearborn Advisors and/or its affiliates to licensing or registration requirements in
such jurisdiction
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