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EXECUTIVE SUMMARY
Unifi has turned a loss each of the past four years. In anticipation of future financial losses and the related loss of net present value, Unifi’s stock price dropped from over $40 per share in 1998 to $3.56 per share on November 19, 2004 (Reuters). Increasing competition from textile companies importing from Asia has caused revenue to fall, while one time restructuring costs have simultaneously diminished earnings, contributing to margin compression in all business segments over the last four years (Restructuring 1). Unifi holds approximately 70% of the total yarn market in North America, yet the company continues to be unprofitable (Kelly). This is largely because a sizeable portion of Unifi’s yarn is sold to US apparel manufacturers, an industry which is faltering because of an influx of Asian textile imports (Kelly).  Currently, 80-90% of Unifi’s profits come from its operations in North American, where Unifi has considerable market share; as the profit margins of Unifi’s North American fabric-producing clients narrow, the Company’s margins are compressing synchronously (Kelly).  
For Unifi to become profitable, it must make enough revenue to cover its fixed costs. In this way, Unifi must achieve an economy of scale appropriate for the size of its SG&A overhead. Unifi could increase its economical efficiency by continuing to decrease SG&A; however, we feel Unifi has already taken action to achieve this end to the best of its ability through recent actions such as its consolidation of executive positions.  SG&A expenses decreased $3 million between 2003 and 2004 (10-K). Since SG&A is unavoidable overhead, we believe Unifi’s current incremental profit from operations is best represented when SG&A expense is excluded. Furthermore, we believe a truer picture of Unifi’s earnings for recent years is depicted when nonrecurring restructuring charges are also ignored. Adding back fixed SG&A expenses and temporary restructuring costs (nonrecurring), Unifi would have turned a profit all of the last four fiscal years. Unifi’s 2004 net income recalculated by adding back SG&A, factory closing costs/recoveries (nonrecurring), and restructuring charges (nonrecurring) to the bottom line would have been a profit of $8,387 thousand. Recalculating the Company’s income in the same manner for 2003, 2002, and 2001, the profits are $39,906 thousand, $6,039 thousand, and $33,112 thousand, respectively (Appendix 5). 

In light of this evidence, we recommend that Unifi expand markets, decrease incremental operating expenses and capitalize on the synergies that could be gained by following through with the Company’s recent non-binding letter of intent to enter a joint venture with Sinopec Corporation in China. This joint venture would allow us to capitalize on the opening of Asian markets due to the end of the decades-old US quota system on January 1, 2005.  The end of quotas will further allow Asian labor to flood the market and drive prices down (Chai R2).  
In response to competitive offshore-driven prices, companies not currently positioned to outsource are in a hurry to have production begin in China (Inteletex). By using the proceeds from the sale of the Letterkenny, Ireland factory and the sale of the related equipment to enter into a joint venture agreement with Sinopec Corporation in China, Unifi will effectively cut losses, potentially even make a profit, and by doing so, increase the net present value of the firm and its stock price. 

PROPOSAL
Unifi, Inc. competes in the extremely competitive textile industry.  The textile market has continued to become more global and price competitive over the last ten years with increases in offshoring labor.  Contributing to the global competition of the textile industry, the US began to lift quotas in the textile industry in January of 2002 (Chai R2).  The world competition for the production of textile products should only continue to increase, however, as the decades-old system of US quotas will end altogether on January 1, 2005.  The end of quotas will further allow Asian labor to flood the market and drive prices down (Chai R2).  

In this competitive environment, Unifi has been operating in the red for the past four years as a result of margin compression in all business segments (Restructuring 1).  Revenues are lagging due to increasing pressure from Asian imports and costs are high in part due to excess capacity in Unifi’s North American operations (Restructuring 1).  A further detailed analysis of these problems follows. 

While Unifi has captured approximately 70% of the total yarn market in North America, the company continues to be unprofitable (Kelly). This is largely because a sizeable portion of Unifi’s yarn is sold to US apparel manufacturers, an industry which is faltering because of an influx of Asian textile imports (Kelly).  Currently, 80-90% of Unifi’s profits come from its operations in North American, where Unifi has considerable market share; as the profit margins of Unifi’s North American fabric-producing clients narrow, the Company’s margins are compressing synchronously (Kelly).  Considering Unifi’s current financial condition, it should be wary of the fact that a large portion of its revenues are derived from supplying a faltering North American industry.  Unifi has exhausted the profitability of the North American market, and therefore needs to look to other strategic locations in order to increase revenues. 

Unifi’s bottom line has been negative since 2001.  Unifi’s net loss in 2001 was over $44 million, in 2002 was almost $44 million, in 2003 was over $27 million and in 2004 was almost $70 million (See Appendix 2).  One of the reasons for these recent losses is that Unifi has not been operating at an appropriate economy of scale for the size of its operation.  Both high fixed costs and variable costs that increase as production declines have led to a shrinking gap between sales and cost of sales.  The narrowing gap between Unifi’s sales and its related cost of sales is disclosed numerically through the company’s recent consolidated statements of operations and is illustrated graphically in Appendix 3.  Between 2000 and 2001 net sales decreased $160 million, while cost of sales only decreased $93.8 million and between 2001 and 2002 net sale decreased $216.4 million, while cost of sales only decreased $193.9 million.  The trend of sales decreasing at a greater rate than cost of sales continues throughout 2004’s 10-K report where it is shown that between 2002 and 2003 net sales decreased $65.6 million, while cost of sales only decreased $62.3 million and most recently between 2003 and 2004 net sales decreased $102.7 million, while cost of sales only decreased $69.8.  Revenue decreasing at a greater rate than expenses is the reason Unifi has run a loss over the last four years.  
In recognizing the problem with fixed costs, Unifi’s CFO, William Lowe recently stated, “We are eliminating substantial overhead with these changes, which includes over $1.0 million of reduced selling, general and administrative expenses per quarter and are focused on continuing to take actions that will improve our operating margins to return the Company to profitability” (Restructuring 1).  In a direct attempt to gain better control of the Company and cut the general and administrative overhead expenses, Brian Parke was recently made Chairman of the Board in addition to President and CEO, and William Lowe has been doubling up as COO and CFO (Inteletex).  Brian Parke’s cumulative salary and bonus for holding all three of these positions was a modest $767,669 in 2004 while William Lowe’s combined salary and bonus was $250,000 (Proxy Statement).  According to CEO Brian Parke, Unifi is also reducing costs substantially “by purchasing some of our raw materials on the open market in our European operations, exiting declining non-core businesses, and consolidating yarn production” (Restructuring 1).  To become profitable once again Unifi must either increase revenues, cut costs, or do both. 
RECOMMENDATION
For Unifi to become profitable, it must make enough revenue to cover its fixed costs. In this way, Unifi must achieve an economy of scale appropriate for the size of its SG&A overhead. Unifi could increase its economical efficiency by continuing to decrease SG&A; however, we feel Unifi has already taken action to achieve this end to the best of its ability through recent actions such as its consolidation of executive positions.  SG&A expenses decreased $3 million between 2003 and 2004 (10-K). Since SG&A is unavoidable overhead, we believe Unifi’s current incremental profit from operations is best represented when SG&A expense is excluded. Furthermore, we believe a truer picture of Unifi’s earnings for recent years is depicted when nonrecurring restructuring charges are also ignored. Adding back fixed SG&A expenses and temporary restructuring costs (nonrecurring), Unifi would have turned a profit all of the last four fiscal years. Unifi’s 2004 net income recalculated by adding back SG&A, factory closing costs/recoveries (nonrecurring), and restructuring charges (nonrecurring) to the bottom line would have been a profit of $8,387 thousand. Recalculating the Company’s income in the same manner for 2003, 2002, and 2001, the profits are $39,906 thousand, $6,039 thousand, and $33,112 thousand, respectively (10-K).  These recalculations can be seen graphically in Appendix 4.   

Although Unifi’s current operations are incrementally profitable, management should continue to cut costs where possible.  To this end, Unifi recently pared future costs with the closure of poorly performing facilities.  Closures include factories in Altamahaw, NC, Letterkenny, Ireland, and Manchester, England.  Unifi will also reduce the overall salaried workforce by 10% in the near future (Restructuring 1).  As evidenced by the above measures, Unifi is on the right track with its current cost-cutting efforts; however, it should continue to align production with demand in the US by decreasing fixed costs and exiting unprofitable production facilities (Kelly). 
As an alternative to cutting costs, Unifi could enhance its bottom line by increasing the incremental income of its current operations.  It is unlikely this can be achieved though under the current North American industry conditions.  Unifi must therefore find new customers in foreign markets to contribute additional incremental income and increase revenue. 

Both India and China are currently emerging as world leaders in low-cost manufacturing. For this reason, these countries are not only capable of providing cheaper labor for Unifi in the yarn and polyester sourcing industry, but more importantly they represent ideal opportunities for new customer bases due to their growing economies, rising consumer demand, and housing of end-product textile manufacturers (Kelly).  There are diversification benefits of utilizing both India and China’s manufacturing capabilities.  However, since Unifi’s net profit margin was -9.35%, compared to the industry average of 4.27 %, and their interest coverage ratio was -4.09, compared to an industry average of 7.60 (Reuters), it would not be beneficial to incur the additional debt and risk necessary to begin production in both countries (Kelly). Unifi should not support more debt because it is not currently able to match its annual interest payments with its annual earnings.  With these location options being mutually exclusive, we recommend China as Unifi’s new low-cost manufacturing location for three main reasons: its superior infrastructure for transportation and communication purposes, its already-established, trained, and highly productive textile labor force, and its proximity to potentially new end-product textile manufacturing customers (Lemon).  By expanding our production processes to China, Unifi will be able to simultaneously decrease costs and substantially increase sales revenue. 

The decision to begin manufacturing operations into China demands a decision between independently starting a wholly-owned foreign enterprise (WOFE) or capitalizing on the synergies gained by creating a joint venture with a local manufacturer (Elms and Xiaomin). With a recent history of four consecutive losing years, Unifi, unfortunately, is in a position that requires lower risk decisions to reestablish financial stability and investor trust. In order to finance a WOFE in China, Unifi would either need to liquidate current assets, raise additional equity, or issue more debt.  Unifi’s financial goal to achieve economies of scale by expanding their customer base would be defeated by the decision to liquidate assets that have been proven to incrementally increase Unifi’s bottom line.  In this way, it would be difficult to soundly liquidate enough assets to cover the vast costs of establishing a WOFE.  Issuing equity, on the other hand, would automatically create the undesirable effects of decreasing the stock price, increasing expenses and diluting existing ownership (Rich 2). The final option, issuing debt, would inherently increase debt leverage.  With its narrow profit margin and current financial condition, Unifi’s stock price has already been driven down dramatically by undesirable levels of financial risk.  Increasing debt leverage to finance a WOFE would perpetuate the existence of imprudent overall levels of risk for the Company.  There is currently no ideal way for Unifi to finance a WOFE in China.  

It is however, both plausible and beneficial for Unifi to establish a joint venture with an established local manufacturer in China.  Unifi recently signed a non-binding letter of intent to enter China with Sinopec Yizheng Chemical Fiber Co. Ltd. (a wholly owned subsidiary of Sinopec Corporation) as an equal JV partner (Kelly and Rosenberg).  In a recent telephone interview with Unifi’s Credit Suisse First Boston financial analyst, Edward Kelly, he strongly recommended that Unifi create this joint venture because of the synergy and economy of scale it would achieve.  
Sinopec, located in Beijing, is currently one of the largest petrochemical makers and distributors in China.  Sinopec’s strengths that it brings to the joint venture are its connections with local textile end-product manufacturers, established Chinese manufacturing experience, large customer base, and profitable operations; Unifi brings its respected brand name and expertise in manufacturing high-end polyester and yarn products (Kelly). This second strength is especially important since China currently imports half of its high-end yarn needs from external sourcing markets (Kelly).  This joint venture would create synergy and value added for both firms. (Kelly).  The match up would furthermore achieve a desired economy of scale for Unifi and could be feasibly financed, as Unifi has proposed, by selling off Unifi’s unprofitable Ireland manufacturing facility that was recently closed.  The estimated initial outlay to Unifi of this joint venture would be $30 million (10-Q). The Letterkenny, Ireland, facility is worth roughly $25 million. This capital, combined with the sale of about $5 million worth of Letterkenny equipment to the new JV, would cover Unifi’s half of the initial investment in this proposed transaction without selling profitable assets, raising additional equity, or issuing unnecessary debt (Kelly). 
Once the synergistic qualities of Unifi’s manufacturing competency is combined with the local knowledge and customer base of Sinopec, the facility, which is currently generating $120 million in sales, is anticipated to increase sales revenue to $500 million by the year 2010 (Kelly and Rosenberg). CEO, president, and chairman of the board for Unifi, Brian Parke, recently demonstrated his faith in the Sinopec joint venture’s ability to increase the net present value of the Company by personally purchasing 50,000 shares of Unifi’s stock on October 26, 2004. When this was publicly reported on the same day that the quarterly report came out, October 27, 2004, it gave a signal that encouraged investment, causing the stock price to jump 11.23% from $2.76 per share to $3.07 per share (Form 4). 

One risk of entering a joint venture with another company in an equal partnership structure is that Unifi will not have complete control over all aspects of the project management. However, the magnitude of this risk is significantly outweighed by the necessity for Unifi to establish itself in China in order to increase their revenue base and reduce their cost of production.

By using the proceeds from the sale of the Letterkenny, Ireland factory and the sale of the related equipment to enter into a joint venture agreement with Sinopec Corporation in China, Unifi will effectively cut losses, potentially even make a profit, and by doing so, increase the net present value of the firm and its stock price. 
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APPENDIX 1: COMPANY OVERVIEW

Products:   Unifi is one of the world’s largest manufacturers of nylon and polyester yarn.  Their fibers are used in the making of furniture, apparel, outdoor fabrics, automotive upholstery, and medical textile applications (www.unifi-inc.com).  The company has also developed innovative fibers like Inhibit, which protects against fire; Sorbtek, which absorbs moisture from the skin to keep athletes cool and dry; A.M.Y. to prevent the formation of odor and bacteria, Augusta, a cotton substitute that is more durable and dries quicker than cotton to save energy, and Repreve, a yarn that is made from post-consumer fibers (Unifi-inc.com).  The company’s goals are to create fibers that excel in quality and performance and establish a brand that is widely recognized (Unifi-inc.com). 
Suppliers: Unifi and E. I. DuPont de Nemours and Company have been engaged in a raw polyester filament supply alliance since June 1, 2000. On April 30, 2004, in an attempt to exit the textile raw material industry, DuPont sold its operations to holdings of Koch Industries. As a result, the former alliance has been extended between Unifi and Koch’s subsidiary, INVISTA. This alliance allows for an integration savings on operating costs through collaborative efforts and vertical cooperation. 
Customers: Unifi’s fibers are sold directly to fabric makers, where they are then used to produce a variety of items, ranging from apparel and hosiery to furnishings and automotive (www.unifi-inc.com). As a result, Unifi’s success is dependent on the success of its customers. For example, a GM strike in 1998 was a major cause of a 20 percent decrease in Unifi’s 1998 first quarter diluted earnings as compared to first quarter 1997 (The Business Journal).

Unifi puts great effort into meeting the specific needs of its customers, continually striving to “provide innovative fibers and competitive solutions” to meet the demands of the final consumers.

Facilities and Operations: Unifi, following a strategy to reduce fixed costs, has recently closed down a number of facilities at home and abroad and consolidated yarn production in the remaining facilities (Restructuring 1). Over the next few years, Unifi will reduce its salaried work force by 10%, from 4,100 employees to 3,700 (Restructuring 1). 
Domestically, fourteen plants remain open in cities across North Carolina and Virginia (10-K). In September 2004, Unifi made a transaction to vertically integrate its operations through acquiring INVISTA’s polymer spinning facility in Kinston, NC (Acquire 1). In an attempt to downsize, the Altamahaw, NC facility was closed in May 2004, with its operations being consolidated at the company’s Yadkinville, NC plants (Restructuring 1). Also Unifi’s headquarters in Greensboro, NC, announced a 20% reduction in workforce (Restructuring 1). 

Internationally, Unifi plans to use its European locations solely for sales, service, and distribution of yarn (European 1). It recently closed down its Manchester, England dye facility and manufacturing operations in Letterkenny, Ireland (Restructuring 1). In alignment with its strategy to enter the Asian market, Unifi formed an agreement in 2002 with Tuntex in Thailand to use their manufacturing facilities as a sourcing base for its yarns (Tuntex 1). Also in 2002, Unifi formed a Sales and Marketing division based in Hong Kong as part of Unifi Asia, Ltd. (China 1). Most recently, Unifi signed a non-binding letter of intent to enter into a joint venture with Sinopec Yizheng Chemical Fiber Co. Ltd. (a wholly owned subsidiary of Sinopec Corporation located in Beijing), the largest petrochemical producer and distributor in China (Kelly and Rosenberg). 

Textile Industrial and Competitive Conditions: In response to competitive offshore-driven prices, companies not currently positioned to outsource are in a hurry to have production begin in China (Inteletex).  Between 1997 and 2003, US imports from China almost tripled from about $60 billion a year to about $160 billion according to the Wall Street Journal (King R3).  Companies in the textile industry not currently positioned to outsource still contribute to the overall competitiveness of the industry as they continue to compete on proximity and the speed with which they can reach their markets (King R3).

In a recent telephone interview with Edward Kelly, Credit Suisse First Boston’s financial analyst who specializes in analyzing Unifi, Inc., Kelly informed us that Unifi has no comparable competitors in its industry. This is because Unifi currently holds approximately 70% of the total North American yarn market (Kelly).  Despite the fact that Unifi constitutes 70% of its market and has no equal competitor, knowledge regarding the competitive environment of the textile industry can be gained by evaluating key industry ratios.  The industry ratios reported by Reuters include a quick ratio standard of 0.73, and a net profit margin of 4.27%.  The quick ratio signifies that the industry as a whole is not able to fully cover its short-term obligations by liquidating its current assets (not highly liquid) and the net profit margin of the industry in general is very thin. The industry in which Unifi competes poses a low-margin, low-liquidity, and high risk situation. 
APPENDIX 2

[image: image2]
APPENDIX 3
[image: image3.emf]Net Sales vs. Cost of Sales

600

700

800

900

1000

1100

1200

1300

1400

2000 2001 2002 2003 2004

Year

Value in Millions

Net Sales

Cost of Sales


APPENDIX 4
[image: image4.emf]$0

$10,000

$20,000

$30,000

$40,000

2001 2002 2003 2004

Unifi Recalculated Net Income

( Dollars in thousands)  


 Appendix 5
	As Reported Annual 
Income Statement
	06/27/2004
	 
	06/29/2003
	 
	06/30/2002
	 
	06/24/2001
	 
	06/25/2000
	 

	
	(Amounts in thousands, except per share data)

	Net sales
	746,455
	 
	849,116
	 
	914,716
	 
	1,131,157
	 
	1,280,412
	 

	Cost of sales
	708,009
	 
	777,812
	 
	840,164
	 
	1,034,044
	 
	1,116,841
	 

	Selling, general & administrative expense
	50,670
	 
	53,676
	 
	51,093
	 
	62,786
	 
	58,063
	 

	Provision for bad debts
	2,650
	 
	3,936
	 
	6,285
	 
	8,697
	 
	8,694
	 

	Interest expense
	18,705
	 
	19,900
	 
	22,956
	 
	30,123
	 
	30,294
	 

	Interest income
	2,701
	 
	1,883
	 
	2,559
	 
	2,549
	 
	2,772
	 

	Other income (expense)
	2,791
	 
	1,350
	 
	(3,239)
	 
	(7,582)
	 
	(1,052)
	 

	Equity in earnings (loss) of unconsol affils
	(7,076)
	 
	10,627
	 
	(1,704)
	 
	2,930
	 
	(2,989)
	 

	Minority interest (income) expense
	(6,430)
	 
	4,769
	 
	-
	 
	2,590
	 
	9,543
	 

	Restructuring charges
	27,716
	 
	16,893
	 
	-
	 
	7,545
	 
	-
	 

	Arbitration costs & expenses
	182
	 
	19,185
	 
	-
	 
	-
	 
	-
	 

	Alliance plant closure costs (recovery)
	(206)
	 
	(3,486)
	 
	-
	 
	15,000
	 
	-
	 

	Asset impairments & write downs
	38,703
	 
	-
	 
	-
	 
	24,541
	 
	-
	 

	Total costs & expenses
	-
	 
	-
	 
	-
	 
	-
	 
	1,224,704
	 

	Income (loss) before income taxes - U.S.
	(81,199)
	 
	(30,836)
	 
	-
	 
	-
	 
	-
	 

	Income (loss) before income taxes - Foreign
	(13,929)
	 
	1,127
	 
	-
	 
	-
	 
	-
	 

	Income (loss) before income taxes
	(95,128)
	 
	(29,709)
	 
	(8,166)
	 
	(56,272)
	 
	55,708
	 

	Current income taxes (recovery) - federal
	669
	 
	(746)
	 
	(6,290)
	 
	(6,005)
	 
	6,629
	 

	Current income taxes (recovery) - state
	(675)
	 
	790
	 
	330
	 
	666
	 
	1,682
	 

	Current income taxes - foreign
	2,800
	 
	2,122
	 
	747
	 
	108
	 
	(225)
	 

	Total current income taxes (recovery)
	2,794
	 
	2,166
	 
	(5,213)
	 
	(5,231)
	 
	8,086
	 

	Deferred income taxes (recovery) - federal
	(28,916)
	 
	(4,219)
	 
	3,395
	 
	(4,239)
	 
	9,772
	 

	Deferred income taxes (recovery) - state
	424
	 
	(846)
	 
	(274)
	 
	(1,325)
	 
	(261)
	 

	Deferred income taxes (recovery) - foreign
	363
	 
	367
	 
	-
	 
	(803)
	 
	78
	 

	Total deferred income taxes (recovery)
	(28,129)
	 
	(4,698)
	 
	3,121
	 
	(6,367)
	 
	9,589
	 

	Provision (benefit) for income taxes
	(25,335)
	 
	(2,532)
	 
	(2,092)
	 
	(11,598)
	 
	17,675
	 

	Income (loss) before accounting change
	(69,793)
	 
	(27,177)
	 
	(6,074)
	 
	(44,674)
	 
	38,033
	 

	Cumulative effect of accounting change, net
	-
	 
	-
	 
	(37,851)
	 
	-
	 
	-
	 

	Net income (loss)
	(69,793)
	 
	(27,177)
	 
	(43,925)
	 
	(44,674)
	 
	38,033
	 

	Weighted average shares outstanding-basic
	52,249
	 
	53,761
	 
	53,730
	 
	53,868
	 
	58,488
	 

	Weighted average shares outstanding-diluted
	52,249
	 
	53,761
	 
	53,732
	 
	53,868
	 
	58,511
	 

	Year end shares outstanding
	52,114.804
	 
	53,399.052
	 
	53,851.576
	 
	53,825.533
	 
	55,163.193
	 

	Earnings (loss) per share fr cont opers-basic
	(1.34)
	 
	(0.51)
	 
	(0.11)
	 
	(0.83)
	 
	0.65
	 

	Earnings (loss) per share-acctg change-basic
	-
	 
	-
	 
	(0.71)
	 
	-
	 
	-
	 

	Net earnings (loss) per common share-basic
	(1.34)
	 
	(0.51)
	 
	(0.82)
	 
	(0.83)
	 
	0.65
	 

	Earnings (loss) per sh fr cont opers-diluted
	(1.34)
	 
	(0.51)
	 
	(0.11)
	 
	(0.83)
	 
	0.65
	 

	Earnings (loss) per share-acctg chng-diluted
	-
	 
	-
	 
	(0.71)
	 
	-
	 
	-
	 

	Net earnings (loss) per common share-diluted
	(1.34)
	 
	(0.51)
	 
	(0.82)
	 
	(0.83)
	 
	0.65
	 

	Number of common stockholders
	594
	 
	650
	 
	684
	 
	712
	 
	745
	 

	Number of beneficiary stockholders
	4,900
	 
	-
	 
	-
	 
	-
	 
	-
	 

	Depreciation & amortization
	-
	 
	-
	 
	-
	 
	90,149
	 
	90,528
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