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EXECUTIVE SUMMARY
Since 1969, Unifi has built its reputation on being one of the nation’s predominant producers of textile yarns.  However, the domestic textile industry has been comforted by the security of protectionist trade measures that leave it as one of the most restricted components of world trade (McKinney).  On January 1, 2005 the Multi Fiber Agreement’s longstanding protection of the textile industry will expire opening the gates to “quota-less” importation of textiles in the US.  A surge of imports are expected from low cost producing countries such as China and India.  Basing this as a key threat and indicator of weakened company performance, it is imperative that Unifi implements our three proposed financial suggestions.

First, in order to more appropriately align their manufacturing within the geographic supply chain, Unifi should relocate their manufacturing to China by pursuing a ‘greenfield’ operation that is wholly owned.  According to the World Trade Organization, after the expiration of the Multi Fiber Agreements, China’s share of US apparel imports will grow from a mere 16% to a market dominating 50% share (Nordas, 30).  Rising domestic material costs have severely crippled Unifi’s bottom line, but Unifi will be able to capitalize on cheaper sources of raw materials when it breaks into the Chinese market.  To meet equipment demands in China underutilized equipment will be shipped to China from our manufacturing facilities that are operating below capacity.  Management has established a goal to be “on the ground” in China in late 2005.
Second, in order to fund the strategic relocation of operations to China, Unifi should issue equity to the extent of the initial cost of new China initiatives.  Due to the fact insufficient internal cash is available to fund such a project, coupled with negative net income leave a debt issuance out of the picture.  Equity is our last resort to fund the project that will lead to Unifi’s return to competitiveness in the world textile industry.  Equity will allow Unifi to generate cash without the risk of bankruptcy or having to payback a fixed claim to investors.  An investment bank will be utilized to underwrite the issuance of common stock.  Additional costs associated with equity must be incurred because the unrealistic possibility of using debt.  An inevitable agency problem will become more evident as managers’ share of equity is further diluted.
Last, to decouple foreseen agency problems with an equity issuance, taking management’s meek 6.94% equity ownership even lower, Unifi should implement a stock option based EVA incentive program to align manager’s interest with equity holders in the company (“Major Holders”).  Taking their current Equity Compensation Program to a new level, binding management’s decisions to a mutually beneficial EVA plan will ensure the confidence of Unifi’s investors and will work to increase the wealth of the firm (2004 10-k).  It is our objective that management has a greater personal claim to the success of Unifi, but can equally share in the rewards the China initiative is bound to deliver.
A. Indicators of Future Success in the Textile Industry - According to the report issued by the World Trade Organization in 2004 titled, The Global Textile and Clothing Industry post the Agreement on Textile and Clothing, having geographic proximity to members of the supply chain to reduce lead time and increase flexibility, is becoming a crucial factor of success in the textile industry (Nordas, 1).  Clothing is now considered a “perishable” good, like milk or bananas, and time to market has higher stakes for clothing manufactures in order to capitalize on swings in consumer fashion preferences (Nordas, 2).  
Consumer reports support that consumers spend a smaller portion of their income on clothing than in the past, but purchase new clothes more frequently in order to adapt to apparel trends (Nordas, 3).  Sparking the supply chain is the retailer who is most closely aligned with the consumer and is constantly monitoring sales levels of its hottest products and collecting data in search of emerging trends.  As information is collected it is advanced backward through the supply chain to notify apparel producers of the new emerging trends.  Apparel producers will then inform fabric raw material manufacturers of the style, patterns, and colors that will be needed in the near future.  From there, the supply chain reaches back to companies like Unifi, who produce specialized synthetic yarn from raw materials through a combination of spinning, beaming, twisting, covering, and dying (Unifi-Inc.com).  
Taking into account that Unifi’s position at the beginning of the supply chain is a strategic disadvantage in the distribution of their goods, re-location preferences will come by default of the industries preferred geographic location.  In other words, Unifi must closely align their production with fabric and apparel makers to maintain their ability to quickly supply downstream operations and remain a global competitor in textile manufacturing.  Not possessing geographic proximity within the supply chain will leave Unifi’s lead time to market significantly below industry leaders.   
B. Proposal #1:  China Relocation Initiative and Market Penetration - With these premises in mind, regarding proximate location of operations within the supply chain and their severely crippled financial position, we propose for Unifi to establish a wholly owned manufacturing facility in China.  Brian Parke, CEO of Unifi Inc. said “We have determined that the quickest and most efficient way for Unifi to enter the Chinese market is to begin a ‘greenfield’ operation that will be entirely owned and controlled by the company” (Knitters International).  We also believe that Unifi should continue to fully pursue the $30 million, 50% ownership in Sinopec’s Yizheng Chemical Fibre Company that currently operates in China (2004 10-Q).
In a perspective by Desmond C. Wong, Ernst & Young’s America’s China Coordinating Partner, stated, “Hard earned industrial knowledge, low cost labor, and Foreign Direct Investment (FDI) now arriving at a rate of $60 billion a year have combined to turn out products of superior quality – China is industrializing at the speed of 21st century technology, and the rewards are for the world to share” (Wong, 3).  China’s trade with the United States has doubled since 1996 to make it America’s fourth-largest trading partner, while globally, China’s share of exports is expected to double to 6.8% by 2005 (Wong, 3).
The World Trade Organization predicts China’s share in US apparel imports will increase from 16% to an industry-dominating 50% after the Multi-Fiber Agreement quotas are lifted on January 1, 2005 (Nordas, 30).  Support for the predictions of astonishing growth is apparent through the vertically integrated domestic supply chain that enables self-reliance in production by minimizing imports of raw materials.  Furthermore, production cost savings are realized from cheaper transportation costs as well as avoiding import tariffs that would be levied by foreign governments if Unifi were to export raw materials to top producing textile countries.  
Unifi’s operations are considered highly capital intensive, so large cost savings will not be realized in terms of the cheap labor costs.  Despite this fact, it is still imperative for our capital intensive production to be located near the labor intensive producers of apparel.  Drastically decreasing our lead time within the supply chain by tightening our geographic proximity to low cost, high volume, flexible producers, provides the economic logic behind our relocation decision
A portion of domestic manufacturing will remain in the US to satisfy prior agreements with customers.  A phase out period and facilities liquidation will follow the expiration of agreements, and manufacturing equipment will later be moved to China to further increase capacity.  Domestically, Unifi is in a strategic alliance with DuPont that could potentially result in an options exercise that would leave Unifi with an unwanted POY facility (Knitting International).  Unifi could be bound to purchase DuPont’s factory, but in the nature of their current foreign investment strategy, measures should be taken to market and sell the facility at a discount.       

To meet equipment demands in China, currently underutilized equipment in the US due to domestic demand shortages will be transported to China (Knitting International).  Significant transportation costs will occur, but these costs will be less than purchasing new equipment.  Proceeds from liquidation will be applied to the transportation costs.  The domestic assets that will not be liquidated or relocated will be kept in a proportion of existing market demand.

Before breaking soil in China, negotiations will be made with cheap suppliers of raw materials that are readily available and have capacity for new customers.  A detrimental problem Unifi has faced domestically is the severe increase in raw materials cost that has etched their profit margins to historical lows.  Sustained losses in net income can be attributed to a weak 7.7% gross profit, where 92.3% of costs are allocated to raw materials, labor, and overhead (2004 10-k).  On October 25, 2004 in an interview with Home Textiles Today Magazine, Bill Lowe, CFO Unifi stated, “raw materials [costs] have risen by approximately 25 percent since the prior comparable quarter” and are becoming a cancerous factor to Unifi’s financial future (Hogsett, 24).  Obtaining cheap suppliers will generate positive cash flows that can be realized in a short period of time.  However, Unifi made the strategic decision in the spring of 2004 to purchase Partially Oriented Yarn (POY) on the open market rather than produce it themselves.  POY is the main raw material used to produce their woven yarns and eastern textile companies usually manufacture it themselves (Knitting International).  This could be a potentially serious threat if raw materials become scarce and prices rise.  

Desmond Wong warns, “The risk of being left on the sidelines by competitors who succeed in the world’s fastest growing economy is escalating for those still undecided” (Wong).  It is critical that Unifi takes actions with some degree of urgency to prevent further destruction of their financial position from increasing importation of textiles and apparel.  Brian Parke, CEO of Unifi Inc. pronounced, “We need to be on the ground in 2005” in reference to their current China initiatives.
C. Proposal #2: Equity Issuance: The Realistic Option - In order to fund the relocation of assets to China and facilities construction, we believe that Unifi should issue equity.  While the Pecking Order Theory states that equity is a last resort, considering internal funding, Unifi has volatile cash flows that are needed for operations and would be insufficient to finance the relocation initiative (Rich, 2004 10-k).  
A debt issuance is only beneficial when tax shields can be taken advantage of and cash flows appear to be stable.  Since 1995 revenues have fallen from $1.5 billion to $746 million, while net income is $-69.7 million (Mergent Online).  A positive net income has not been reported since June of 2000 when it was $38 million (2000 10-k).  
Currently, outstanding debt is estimated at $272 million, of which $250 million is due in February of 2008 (2004 10-k).  Unifi has a “junk bond” status rating of ‘B’ (“Bond Center”).  Further issuing debt would decrease the bond rating to a dangerous low and require Unifi to pay substantial rates of return to bondholders.  In the spring of 2004, senior writer for TheStreet.com, Matthew Goldstein explained, “The junk bond market has been taking a beating, and that could spell trouble for some cash-strapped companies” (“Junk Bond”).  Venturing deeper into junk bond markets is not an economically logical means to raising capital for Unifi.

   The chief benefit of issuing equity is to generate cash without the risk of bankruptcy or having to pay back a fixed claim to investors (Rich).  Management will also be able to focus on critical issues regarding Unifi’s strategic relocation, while not having to spend time “fighting fires” to avoid bankruptcy in the short term (Rich).  Equity financing is the best case scenario for Unifi to raise the sufficient funds to realign their company with the dynamic changes the textile industry is facing.

Unifi’s current equity situation is as follows; there are 52.1 million shares outstanding (500 million authorized) with 6.94% held by insiders and 56.81% held by financial institutions.  The stock price reached a 52-week high of $6.68 and a 52-week low of $1.80 while its beta is 0.439 (“Trading Information”).  In September of 1997 Unifi’s stock reached a historical high of $43.16 per share (2004 10-k).  Unifi’s stock currently trades at $3.56 (“Trading Information”).
Though it is the best case for Unifi to use equity as a means of financing their relocation initiative, it will come with a few noteworthy issues.  First and foremost, the announcement of an equity issuance will cause the value of Unifi’s stock to decline almost immediately.  Also, the issuance of equity will dilute management’s shares in the company, advancing an agency problem that already exists.  Furthermore, equity income is not tax deductible, so for every one dollar of equity earnings, Unifi will only be able to keep roughly $.65 because of the 35% corporate tax rate (Rich).  
The event of issuing a security is a thorough process that is heavily regulated by the SEC.  Unifi has been authorized to issue 500 million shares with only 52,114,804 shares outstanding.  This leaves Unifi with almost 450 million shares that can be issued to potential investors.  In order to issue any ‘X’ amount of shares, Unifi must target an investment bank to act as an intermediary between themselves and the open market.  The investment banks will underwrite the shares from Unifi accepting the price risk from issuing the stock.  Unifi will lose substantial cash flow through the underwriting spread, but this is necessary to get the stock into investors’ hands.
The underlying theme is that Unifi must incur the costs that arise as a result of an equity issuance, as there is no feasible alternative.  However, we are certain Unifi will substantially increase income from operations when the China initiative is fully implemented.  As a result of increased income, the value of Unifi’s stock should significantly increase, benefiting all shareholders and mangers.  

D. Proposal #3: Addressing Agency Issues - By issuing new equity, Unifi will further increase an agency issue that we believe is a significant problem.  Unifi’s managers and top executives have only a 6.94% combined stake in the equity of the firm, leaving little motivation for managers to make decisions in the interest of stockholders (“Major Holders”).  To increase confidence in the future equity owners of Unifi, it will be imperative that management has a personal claim to the success of the company to align them with shareholders’ interests.  Unifi can achieve the balance by continuing, but significantly increasing their objectives in the “Equity Compensation Plans” currently in place.  The plan is designed to compensate executives and management with shares of company stock, but is currently being underutilized.  For example, no stock options were granted in 2003 (2004 10-k, pg. 34).  

Moving forward, to put “management’s feet to the fire” Unifi should implement a stock option EVA bonus plan that provides a better measure of performance to create shareholder wealth.  Instead of traditional cash bonuses, management will be rewarded with an aggressive stock option plan to an extent that management’s interests are in line with shareholders.  Reasons for using EVA bonus systems include; “setting goals, allocating capital, evaluating performance, determining bonuses, and communicating with the lead steers in the stock market” (Stewart 178).  Based on top management’s confidence in the future of Unifi, an EVA program will motivate management to successfully implement operations in China, as well as signal to investors management will be working for their mutual benefit.  “[EVA] properly measures all three ways in which a company can create value; by raising the efficiency of current operations, by achieving profitable growth, and by paring uneconomic activities in which the immediate exit proceeds more than make up for the subsequent cash flow forgone”  (Stewart 177).  If EVA is “adopted as the paramount corporate objective,” then management will have improved communication and better decisions will be made in order to maximize shareholder wealth (Stewart 178).

Challenges faced in implementing an EVA system include costs of implementation, educating employees behind the logistics of EVA, and ensuring the integrity of the system is carried out properly.  Common mistakes that Unifi will need to overcome are defining capital costs properly, utilizing EVA at all levels of management, and investing sufficient funds to train employees to make proper decisions based on EVA.  
E. Conclusion – The years of highly protectionist trade policy throughout the textile industry are coming to an abrupt end on January 1, 2005 when the Multi Fiber Agreement expires.  A surge of foreign imports are expected to flood the domestic market because of cheaper and more efficient supply chains that can be achieved in foreign countries.  Unifi has watched their industry dominating position dwindle as raw materials costs have increased and foreign suppliers are wiping away market share.  For long term operational potential to be realized for Unifi, we have proposed a strategic asset relocation to China in order to align their production with low costs producers in the textile and apparel supply chain.  An equity issuance will proceed project implementation to fund the many costs that Unifi will incur as equipment is transported and facilities are constructed.  To decouple agency problems and motivate managers, we have also proposed for a stock option based EVA program to reward executives and managers while simultaneously maximizing the wealth of our shareholders.  We are confident these measures will lead to Unifi’s re-claiming of a globally competitive textile manufacturing firm.  
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Appendix A

Overview of Unifi -  Automated Environmental Systems was incorporated in New York on January 8, 1969 and later changed its name to Unifi Incorporated in May of 1971. Unifi is based in Greensboro, North Carolina and has manufacturing operations in the United States, South & Central America, as well as Asia. At one point Unifi was one of the world’s largest producers and processors of textured polyester and nylon yarn who sell directly to fabric producers at the beginning of the supply chain (unifi-inc.com).  Unifi is currently engaged in developing a greater presence in Asia, where there is a major potential for expansion. In September of 1997, Unifi’s stock price peaked at $43.16, and as of Monday, November 22nd the company’s stock was selling for $3.56, a decrease of over 1100% in just over seven years (Trading Information). Unifi’s President and CEO, Brian Parke, claims in the most recent annual report that the company’s largest markets in the United States and Europe were “impacted by soft economies, excessive supply chain inventories and increased imports of fabric and apparel” (2004 10-K).
Products -  Along the supply chain, a textile product starts as a raw material, and then is sent to a yarn producer, fabric producer, product manufacturer, and then into the hands of the retailer who sells to the consumer. From industrial wear to home furnishings, Unifi is in the business of producing the yarn that is used in a wide variety of products. Unifi first obtains a partially oriented yarn from its suppliers, and then begins the process of covering (wrapping filament around a core yarn), package dyeing (matching color specifications), texturing (adding bulk, crimp, and strength to the filament), twisting (adding an additional twist), and beaming (placing the yarn on beams to be shipped to fabric producers). Unifi is divided into the businesses of polyester (68.2% of net sales), nylon (31.5%), and sourcing (0.3%) (2004 10-Q).  Polyester, primarily manufactured in Brazil, South America, and the United States, continues to be more popular than cotton and other fibers, and therefore Unifi is continuing to expand its range of innovative polyester products. Nylon, which has its operations in the United States, and Columbia, South America, recently formed a supply agreement with Sara Lee Branded Apparel which increased its dollar sales by 25.5% from the recent ended quarter compared to the previous year’s quarter. Sourcing, which was started in January of 2004, continues to operate in a start up mode out of the company’s corporate headquarters in Greensboro, North Carolina. Unifi has a number of different styles of yarn to meet the needs of its customers, such as Textra, which has a subtle surface texture, A.M.Y., which has odor control, or Sorbtek, which has moisture management properties (unifi-inc.com). Unifi has added over 20 new product launches within the past five years.  Unifi’s yarn can be found in industrial, medical, and intimate apparel, as well as swimwear, hosiery, and automotive and home furnishings. 
Facilities and Employees -  Unifi’s company headquarters sits on nine acres in Greensboro, North Carolina. The company owns thirteen plants, six warehouses, and one central distribution center in the United States, as well as six plants, three warehouses, and one corporate office overseas. Unifi has sales offices in New York, Germany, France, Hong Kong, China and many others. 
As of July 2004, Unifi employs approximately 3,600 full time employees (unifi-inc.com). Recently, Unifi has been cutting a number of jobs in response to the financial distress the company faces. In October, Unifi cut 490 jobs at its Kinston, North Carolina plant (67% of the plants workforce).  Unifi has cut over 1,800 jobs in North Carolina alone (Mergent).  

Industry Trends and Competitors - Realizing the highly protective nature of textiles, the Uruguay round of WTO trade agreements, provided for the Multi Fiber Agreements to be gradually phased out over a period of ten years beginning in 1984.  In a study conducted by J.S. Francois and cited by the World Trade Organization, taking into account the dynamic effect quota eliminations, a 190% increase in clothing imports is expected on January 1, 2005 (Francois, Ch. 6).  The elimination of the MFA quotas will have a destructive effect on the US domestic textile industry. 
The main players in the textile industry are foreign countries such as China and India, who have a competitive advantage over Unifi in the form of cheap labor, and being located in closer proximity to fabric producers and apparel manufacturers. Recognizing these advantages, Unifi CEO Brian Parke states “we are actively engaged in developing a greater presence in Asia, where we see major potential for expansion” (2004 10-q).    

Customers -  Unifi sells its products directly to fabric producers, who in turn supply products for a wide variety of end uses such as clothing or upholstery. Unifi has been using pull-through marketing to aim their marketing efforts directly at brands and retailers, which will encourage the fabric makers, knitters, and weavers to choose the Unifi brand. 
Suppliers -  Partially Oriented Yarn (POY), the supply packages for the texturing machines, comes to the texturing plant wound on tubes. POY is then stabilized through heating and drawing which produces the yarn that we see in a wide range of products. The POY is purchases from manmade fiber producers, such as DuPont, Eastman Chemical Co., Hoechst Celanese, Tollaram Fibers, American Micrell, and Wellman. DuPont is the main supplier of Unifi’s raw materials (2004 10-K). 
Unifi currently has many tough obstacles to overcome. As one of the world’s largest producers and processors of yarn, the current management of Unifi will be responsible for making some difficult decisions to guide the company into the 21st century as adverse industrial trade policies unfold. 
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Source: The Global Textile and Clothing Industry post the Agreement on Textiles and Clothing, World Trade Organization
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