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About the Fund

Hardwoods Distribution | ncome Fuendddlintet e AFund
purpose trust. The Fund was launched on MarcR@3} with the completion of an initial

public offering (IPO) of 14.4 million trust u
used to acquire an 80% interest in a hardwoods lumber and sheet goods distribution business
(AHar dwo od s ¢e safran) thdpeeviduBawsersiihe owners of the predecessor

companies have retained a 20% interest in the Business in the form of Special Voting Units of

the Fund and Class B Limited Partnership unit
Unitst ) , which together are exchangeable into CI
certain objectivesHardwooddDistribution Income Fund units trade on the Toronto Stock
Exchange under the symbol HWD. UN. TdneeofFundods

the Business.

About the Business

Hardwoods habeen in business for almost 50 years. We sell quality lumber, hardwood

plywood and specialty products to cabinet makers, custom millworkers, furniture makers and
other industrial customers thatanufacture products made from hardwood. Demand for

products made from hardwood comes from multiple sectors of the North American economy,
including new home construction, renovation, fmesidential construction and institutional

markets. There is warimto the look and touch of hardwoods that no other material can match,
and people place a high value on products crafted from real wood. Hardwood products are a part
of our daily lives in the homes we live in (cabinets, mouldings, custom finishing, ame ho

furniture) and places we visit (furniture, cabinetry, and finishing millwork for office buildings,
restaurant and bar interiors, hotel lobbies, retail poifgurchase displays, schools, hospitals,

custom motor coaches, yacht interiors and other dpeai@as).
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Our role in the industry is to provide the critical link between mills that manufacture large
volumes of hardwood lumber and sheet goods, and industrial customers that require smaller
guantities of many different hardwood products for their own manufagtprocesses. We

provide a means for hundreds of hardwood mills to get their product to thousands of small to
mid-sized industrial manufacturers. We add value to our suppliers by buying their product in
volume and paying them promptly, effectively actagtheir third party sales force. We add

value for our customers by providing them with the materials they need onrir-junsé basis,

in smaller quantities and offering a wider range of product selection than the customer would be
able to purchase dictly from an individual mill. We are also important to our customers by
allowing them to buy material from us on approved credit, which is an important source of

financing for customers in our industry.

We are one of the largest distributors of hardavibomber and sheet goods in North America.
We are larger than most of our suppliers, customers, and direct compéthereardwood
distribution industry is highly fragmentedVhile there are a number of hardwood distributors
that operate from multipllecations, most are small, privately held companies serving discrete

local markets.

@ Regional Distribution Hub
® Satellite Distribution Centre

As shown in the map above, we operate 27 distribution centres organized into nine regions,
providing geographic coverage in 14 states and 5 provinces across the O&add. To
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maximize inventory management, we operate utilizing adndspoke distribution system. Our
major hub distribution centres hold the bulk of our inventory, and make regular truck transfers to
replenish stock in satellite distribution centtleat are located in smaller markets. We operate
using a low capital expenditure model. We lease all of our facilities, utilize third party freight

providers for all our product shipping needs, and focus strictly on wholesale distribution.

The North Anerican economy is currently experiencing a significant economic downturn,
particularly in housing and construction, which are key markets for the hardwoods products that
we distribute. This reduction in hardwood demand has reduced our sales and financial
performance. However current levels of housing and construction activity in North America are

low relative to expected longer term population and housing trends, and we believe that when a

sustained economic recovery takes hold prospects for our industattractive.
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To Our Unitholders

Business conditions remained extremely challenging in 2009 with the collapse of the US housing
market and recessionary conditions in both the US and Capatiauing to create a precarious

environment in which to conduct business.

Since the market peak in 2005, demand and pricing for our products have suffered four years of
decline and US residential construction has fallen from a peak of over two raitinal

housing starts to just 555,000 starts in 2009. Remodeling ancesimiential construction

markets have also declined. The negative impact on our sales of reduced demand has been
further exacerbated by continued erosion in prices for hardwood tuddspite continued

reduction in supply from the hardwood mills. Average hardwood lumber prices fell by 9% in
2009, furthering a 7% price decline in 2008 and an 8% decline experienced in 2007. Although
we saw indications of stability finally returning tiwe residential construction market in the

second half of 2009, it is uncertain to what extent conditions will continue to improve. We have
not yet seen any corresponding improvement in demand for our own products, which normally

lag changes in housinggst activity by 6 to 12 months.

With these challenges front and centre, we recognized that our business faced numerous risks in
2009. We communicated these challenges to you in our 2008 annual report and immediately went

to work to address them. Hegewhat we accomplished:
Stemming ShortTerm Sales Loss

Sales shrinkage was a key risk in 2009 with most of our customers experiencing declining sales

in their own businesses, and some customers going out of business or no longer being viable sales
targets due to their elevated credit risk. To help offseiripact, we implemented new incentive
programs to reward our sales force for identifying and winning new customer accounts and for
implementing new product programs that produce sustained sales. Approximately 18% of our

second half sales were generated @esalt of these new programs.
Enhancing our Market Position

In times of weaker market demand, competition increases and market battles tend to be fought on
pricel usually at the expense of profitability. To help sidestep this dynamic, we increased ou
focus on promising niche products that we can bring to market in innovative ways. In particular,
we further developed our Hardwoods Greerafroduct line and marketed it directly to the
architects and designers who specify environmentally friendgngoeilding products in their

building projects. We also identified additional new import products that strengthen our product
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lines and offer significant value for customers. These strategies provided important support for our
sales and margins in 2009hike laying a foundation for strong sales growth when markets
recover. | 6m pleased to report that our succe:
profit margin percentage of 18.4% for the fourth quarter and 18.1% for the full year. Thdse re

were in line with, or better than, 2008 levels and kept us within our target range -df928%

despite the adverse market conditions.
Reducing Costs

While working to support sales, we continued to reduce our costs of doing business. Personnel
and leaed facilities represent our two largest areas of operating expense and we continued to
bring these into line with reduced market opportunities. We closed two satellite branches in
Sacramento and Portland in 2009, following on the seven closures impldnme2@98, and we
reduced our employee base by an additional 16%. We ended the year with a smaller business
network comprising 27 distribution centres and 159 employees, but one that is still able to meet

customer needs thanks to our flexible hub andlgatdlstribution model.

As a result of these and other cost reduction initiatives, we reduced our sales and administrative
(S&A) costs byl4% or $58 million in 2009.Excludingthe impact of higher bad debxpense
and negative foreign exchange impaots, underlying S&A costs were down by $8.5 million or

21% for the year.
A Better Financial Footing

While we made strides on the marketing and-cagting fronts, | believe our most important
achievement of 2009 was strengthening our balance sheet artrghour financing

arrangements.

We came into 2009 in the midst of extremely tight credit markets and with our ability to meet our
bank covenants negatively affected by weak market conditions. We could not alter the market
conditions, but weouldmana@g our business in a way that minimized the risks. This meant
tightening all aspects of our cost, cash and working capital management in an effective, but
responsible manner. By doing so, we succeeded in generating positive net cash flow of $10.3
million from our operating activities in 2009, while keeping Distributable Cash results close to
breakeven. This in turn, enabled us to reduce our bank indebtedness (net of cash) by a further
$13.0 million. We ended the year with just $4.5 million of bank indebtesdfret of cash) and

with $20.5 million of unused borrowings available to us.
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With a stronger balance sheet supporting us, we were also able to improve our financing
arrangements. We made two timely US credit amendments to improve flexibility undé$ our
credit facility. We also secured a favourable new tiyesr credit facility in Canada. As a result
of these initiatives, the Fund is now moving forward on a very stable financial footing, with
significant credit available to help us through the markedveryi even if that recovery is slow

to arrive.
What We See Ahead

Looking ahead, we believe that the worst of the market downturn is now behind us, but that a full
recovery is still a year or more away. To date, the stabilization experienced in the US residential
housing market has been supported by historically lowgag# rates, weaker housing prices and
tax credits targeted to encourage US home buyers. With mortgage rates expected to climb higher
in 2010 and the US homebuyers tax credits set to expire in April, we believe that any recovery
that occurs in 2010 will bgradual. We see better potential for growth in 2011 and beyond.
Accordingly, tight management of expenses, cash and working capital will remain a key focus for
us in 2010, and we will continue to ensure that our distribution network and expenditures are
appropriately aligned with market conditions. While defending the business on the financial side,
we intend to remain aggressive on the marketing front with continued sales force motivation and
further bolstering of strategic product lines that positioroushfe recovery We will be pursuing

a strategy similar to the one that worked effectively for us in 2009.

One thing thawill change in 2010 is the leadership of Hardwoods. On Janu#ry &8nounced

my intention to retire from the busiresnce the Board has identified my successor and we have
had the chance to make a smooth transition. After 36 years with Hardwoods and its predecessor
companies, | will greatly miss both the rewards and challenges of leading this fine organization,
butlhhave no doubts about Hardwoodsdé ability to
We are an organization with exceptional depth. The average tenure of the top dozen managers at
Hardwoods is over 20 years. These leaders and the employees that theppente talented,
committed people who know the business inside and out, and who have been instrumental in
building the company during the good years and protecting it during tougher years like the one

just past. This exceptional team will ensure thatwamtinue to thrive.
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In closing, | want to offer my sincere thanks to our employees for the drive, smarts and

enthusiasm that have made them a pleasure to work with and an industry force to be reckoned

with. | thank our board members for their valuabkght and guidance and for their unwavering
support of Hardwoods®6 management team. To our
confidence in Hardwoods. We have endured a long and challenging economic downturn together,
which is gradually showing sng of coming to an end. | hope you will stay with us as we see

what Hardwoods can accomplish as market conditions improve and the recovery finally gets

underway.

Maurice E. Paquette

President and Chief Executive Officer
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