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Executive Summary
Unifi Inc. is non-apparel textiles company that has grown into one of the largest international production manufacturers of fabricated textiles.  Today, the company is divided into three main divisions: nylon, polyester, and sourcing.  Unifi buys unfinished yarn and treats it to draw out various physical qualities, depending on the yarn's future use. This includes texturing, dyeing, and twisting polyester and nylon yarns together.  Over the last few years, the U.S. market has been challenged by foreign importers that have lower costs and better financing.

In fiscal year 2004, Unifi experienced a loss of $74.8 million, its fourth consecutive loss.  The market price of the company shares has fallen from $43 to $3.56 as of November 19, 2004.  Unifi has made several attempts to turn the company around.  Currently, Unifi has broken down their reconstruction into three phases.  Phase I includes a 20% wage reduction and lowering fringe benefits to conform to the industry standards.  This went into effect on October 1, 2004.  The company will also review the list of unprofitable products to reduce overhead cost and SG&A expense related to the business.  During Phase II, Unifi plans to rearrange the production lines in the newly acquired Kinston, North Carolina, facility.  The shutdown of two Kinston production lines will be completed by May 2005.  The motive behind this reduction is to rid the company of all non-profitable operations.  In Phase III, the firm will transfer all continued and profitable products to the lowest cost equipment.  Unifi will also continue to review and revise the list of unprofitable products and related pricing (Q1).

Current restructuring attempts at Unifi are dramatic changes for the company.  With the current financial position, we believe the company should take smaller internal steps to stabilizing the company’s balance sheet and net income.  These primary changes include selling inefficient plant, property, and equipment to increase liquidity, and paying dividends.  Secondary initiatives include joint ventures with Sinopec, Inc. and hedging opportunities.  The approach is to take small steps in growth so as not to shock the market into further downturns.  Correctly managing company assets to return income is Unifi’s main concern.  
With correct asset management, Unifi will be able to divest the company of unprofitable fixed assets.  These should be sold for cash to enhance the firms liquidity position, ultimately pleasing their unsecured bondholders and raising bond ratings.  In addition, Unifi has recently proven its ability to pay off short-term liabilities and decrease their interest expense.  This company is under the industry average for debt to equity, allowing the firm to distribute retained earnings in the form of dividends to their common stock holders in effort to raise stock prices.  
These two suggestions to bring the company internal stability and back to profitability will be the foundation for other goals.  Once positive profit margins are attained, more aggressive and risky ventures can be pursued, such as an off-shore joint venture.
Financial Analysis

Over the past five years, Unifi Inc. has experienced a significant change in the textiles non-apparel industry that has changed the way this company must operate.  With much of the industry competitors’ manufacturing and production moving off-shore, the current market has become more price-sensitive in recent years.  In order to be a profitable company, Unifi must compete financially with other textile companies that have followed the industry trends.  This means that Unifi needs a lower cost structure to appeal to the price-driven consumer (See Appendix: Overview).  
In 2004, Unifi suffered through their fourth consecutive annual loss, totaling $74.8 million in FY04 (See Appendices 1 – 4).  Share prices have fallen from over $43 per share to $3.56 as of November 19, 2004.  In addition to its weak shareholder interest, Unifi’s bond ratings are quite low.  Their most recent bond issuances in 1998 were unsecured bonds – limiting the number of potential investors because of the risk involved (Unifi 10-K).  The monetary distress of the company coupled with market downturns has put Unifi in financial crisis.  The following proposals detailed in this document will ensure a steady growth back to corporate prosperity.
Financial Recommendations
Primary: Capital Structure
Since June of 2000, sales have dramatically decreased from $1.3 billion to $708 million in 2004, and its gross profit margin has dropped from 12.8% in 2000 to 5.2% in 2004 (Appendix 2).  Certain economies of scale have been lost due to the decline in production because of demand and the high overhead costs of running the company’s retained inefficient plant and warehouse facilities.  This reflects negatively on the return of company assets.  Unifi’s ROA has dropped from -0.96% in 2000 to -11.87% in 2004.  The current cost structure is not providing the company with adequate revenues to cover the cost of sales, much less the rest of its expenses.  This is evident from the company’s even lower net profit margin that has dropped from 3.78% in 2000 to -20.67% in 2004 (Appendix 7). 
	Referenced Financials
	6/27/2004
	6/29/2003
	6/30/2002
	6/24/2001
	6/25/2000

	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

	Gross Profit Margin
	5.2%
	8.4%
	8.2%
	8.6%
	12.8%

	Net Profit Margin
	-20.67%
	-2.7%
	-4.08%
	-8.36%
	3.78%

	Return on Assets
	-11.87%
	-1.8%
	-3.3%
	-6.28%
	-.96%


Our first proposal is to sell plant, property, and equipment that are not contributing to the revenue of the company.  Unifi, Inc. has decided to sell their Ireland facilities and to eliminate two of the four production lines in Kinston, North Carolina to focus on specialty and differentiated yarns instead of commodity polyesters that are sold by Asian companies with lower cost structures (company press release).  Assuming that all 29 facilities equally contribute to Unifi’s cost of sales, the Gross Profit Margin would have increased from 5.2% to 26.4% if Unifi had not operated the inefficient facilities that contributed to their FY04 income and expenses (See Appendix 5).  Consequently, the company ROA would also dramatically increase, by definition of bottom line return over assets.  This is reason for the company to abandon these operations.  
We suggest that the proceeds from these operations should not be used to pay down debt.  Devaluing the company’s balance sheet is an alarming signal to market investors who are looking to profit.  Instead, proceeds should be kept as cash and cash equivalents on the company’s balance sheet to increase Unifi’s liquidity, and ultimately their potential bond ratings.  Unifi expects the proceeds of the Ireland facilities to be greater than $13.2 million (Unifi 10-Q).  At the very least, the quick ratio (as defined by current assets less inventories and income taxes deferred over current liabilities) for the company would increase from 1.47% to 1.57% (See Appendix 5).  
Strengthening the liquidity of the company would subsequently improve bond ratings.  Because Unifi’s bonds are currently unsecured, there is no prior claim on the company’s assets (Unifi 10-K).  Improving the level of cash on hand would enhance the value of an investment for a bond holder due to the ability of Unifi to pay its debts quickly and on time (Agency).  Had these bonds been secured, the choice of selling off assets that previous bondholders had claim on, would not have helped improve bond ratings because of firm devaluation.   Improving the liquidity ratios of the company through continued sales of inefficient productions will only augment the bondholder’s willingness to invest in Unifi.
The company’s interest coverage ratio of -5.09 in 2004 appears to show that Unifi is having financial difficulty in paying off their debt.  However, their current liabilities have decreased from $367,773 in 2000 to $130,374 in 2004. Likewise, the interest expense has decreased from $30,294 in 2000 to $18,705 in 2004 (Appendix 1 & 2).  The problem is not the debt the company is retaining, because they have proven their ability to pay off short term obligations.  The issue is the added expenses in operation costs and restructuring charges, which were close to $70 million in 2004 alone.  Had these charges not been incurred, the interest coverage ratio would have been 6.26 (Appendix 5).  For this reason, it is imperative that Unifi be financially stable internally so that indirect costs associated with restructuring will no longer cause the company to digress. 

To balance the agency problem previously discussed by favoring the bondholders in the asset structure, we suggest that Unifi also attempt to please stockholders through dividends.  Unifi’s D/E ratio of 0.66 is below the industry average of 0.76; therefore, it has a little room to balance leverage – without issuing new debt (Appendix 6 & 7).  Dividends are preferred by stockholders because it increases the value of their investment and shelters their taxable income (Capital Structure).  In theory, the D/E ratio will not change if Unifi were to issue dividends, because the decrease in retained earnings will be replaced by an increase in stock price.  This exchange of equity in the ratio denominator will not necessarily equal, but will not cause dramatic alterations in the company’s D/E ratio.  
To prove how much room the company has to make adjustments, if Unifi issued $1 dividends to their 50 million+ stockholders, the D/E ratio would only change ten basis points, keeping it under the industry average (all assumptions are made using FY04 data).  This would mean a phenomenal dividend yield for any investor of 35.46% with the industry average at 0% and the S&P 500 average at 1.6% (Morning Star).  We suggest making small quarterly dividends between 5 and 10 cents per share, as long as the D/E ratio remains under the industry average, because the distribution of equity is mostly held in retained earnings rather than in common stock.  
	Projections for $1 Dividends
	FY04
	
	Projected

	Retained earnings (accumulated deficit)
	$437,519
	
	$385,404

	
	
	
	

	Total Debt to Equity
	0.6563
	
	0.7541

	
	
	
	

	Stock Price (52,115 outstanding)
	$2.82
	
	$2.82

	
	
	
	

	Dividend Yield
	N/A
	
	35.46%


These two suggestions together will improve bond ratings and stock price, all the while avoiding firm devaluation and an increase in new debt.  With the increase in bottom line profits due to reduced operating costs, Unifi should be able to take advantage of the tax deductions available when retaining their current debt.  Issuing new debt will only cause Unifi to lose more money in indirect costs of financial distress (Capital Structure).  In 2004 alone, Unifi spent $66.5 million in restructuring costs and financial write-downs and $19 million in interest expense (Appendix 2).  Unifi currently cannot utilize the tax shelter for its debt because of the negative profits.  Therefore, issuing more debt is not a wise financial decision.  
The only potential downside to this proposal is the market assumptions.  However, all arguments are based on efficient markets and proven theories.  The given ideas’ objective is to grow the company to a stable financial standpoint, and then more aggressive financial investments can be made to pursue further growth.  
Secondary: Joint Venture
Once such idea of a more aggressive financial investment is a joint venture.  Two of the largest problems facing Unifi are the increasing imports from other countries in the non-apparel textile industry and the rising costs of raw materials.  The negotiations that were entered into with Sinopec Yizheng Chemical Company of China would be a great second step after the company has been stabilized by internal growth from recommendations above.  


Because of Sinopec’s access to large quantities of high quality raw materials, fully drawn yarn, and drawn textured yarn, making it the largest petrochemical producer and distributor in China, three new customer groups will be targeted: U.S. and European customers in China, Hong Kong based China producers, and Chinese customers (Q1).


Even though, market conditions in China require a long-term buildup of contracts and negotiations, it is the optimal place for Unifi to establish a joint venture because of the low cost of labor (Strategic).  China imports 50% of specialty yarn needs per year, and the domestic demand is growing 20% per year on average.  Premium value-added yarn happens to be one of Unifi’s main focus and specialties.  The value-added market in China alone is six tons less than the total United States market (Q1).  Thus, the market will be able to support the production of specialty yarn from these two companies. 


One of the main problems with joint ventures is the high cost during the implementation of combining the two entities (Strategic).  Unifi estimates the project’s investment cost to be $30 million, plus $4-5 million in future costs for the transfer of cost savings looms, other equipment and the expansion of facilities.  Unifi will be able to cover this cost with the company’s revolving credit line.  Currently, Unifi’s available credit is $93 million, but they cannot borrow more than $68 million due to the liquidity-based covenant on the credit line (Q1).  Therefore, Unifi should not use excess cash and cash equivalents to finance possible joint ventures with Sinopec.  Using cash would decrease the liquidity of the company, decrease the available credit line, and upset the current bondholders who hold the debt of the company.


Even though the planning, implementation, and cost recovery of a joint venture is a long process, the expected combined revenue will be $500 million over a five year period.  This is based on the 8% growth rate of premium value-added yarn consumption in China.  Although this is a positive NPV project, the initial costs will not be recovered within the first five years of expected revenue (Appendix 8).

Because of Sinopec’s size, its position within the market will be beneficial when contracting customer distribution and raw material suppliers (Q1).  This is an added benefit for reducing the cost of sales, which is one of the main prerogatives of the first proposals.  Once Unifi can internally manage its business efficiently and profitably, they will be able to incur the added risk of starting a joint venture.  The growth expectations from this partnership after starting from a stable financial standpoint are only exponential.  However, the profit timeline should extend out further than the expected 5 years to be a wise financially decision. 

In order to keep costs down as much as possible it is important to plan correctly.  The main downfall with a joint venture is that poor planning can turn into a very expensive mistake, due to weak relationships causing lost profits.  Therefore, it is highly important that Unifi consider the following when going into any sort of partnership: goals must be clear and set from the start, and there should be no confusion or conflicts of interests.  

Additional Future Options
We believe that the rewards from the joint venture could be even more astounding if techniques such as hedging are used for raw materials and finished goods inventory.  Unifi could do this in few different ways, such as buying and selling commodity futures contracts, or entering into purchase agreements with key suppliers.  Unifi could “long hedge” their raw materials by negotiating a fixed price for materials that they would need at a later date, or they could “short hedge” their inventory by negotiating a price for inventory they would sell in the future. With the current trends of increased material costs that Unifi has faced, this is a preferred method of stabilizing profits and cutting down variable costs of production.  
With the price of raw materials rising steadily, Unifi can “stop the bleeding” by negotiating a purchase price with suppliers for their raw materials that will hopefully be less than the market price at the maturity date.  Similarly, hedging their inventory against price fluctuations in the market would safeguard a higher purchase price, when prices are expected to fall in a consumer driven market.

Futures contracts are complicated and difficult to predict, but they still can be very effective if used wisely.  Although the benefits of futures contracts are great, there are some risks that might make Unifi hesitant to use them.  With futures contracts, the parties are obligated to fulfill them.  This means the largest risk with using futures contracts is the chance that the market might move in a direction opposite than expected, costing the company millions of dollars.  Unifi, Inc. has defaulted on purchase agreements in the past, but this should not discourage them away from doing it again.  We propose that once Unifi gets the company up and running, and production and profits stabilized, a purchase agreement is something that they should definitely consider again. 
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Appendix: Company Overview and Environmental Analysis

In June of 1971, G. Allen Mebane and James L. McCormick sold their interests in Universal Textured Yarns to Dow Badische and acquired controlling interest in a public company called Automated Environmental Systems.  From that date they were known as Unifi, Inc.  Over the years, Unifi grew into one of the largest international production manufacturers of fabricated textiles.  Today, the company is divided into three main divisions: nylon, polyester, and sourcing.  Unifi buys unfinished yarn and treats it to draw out various physical qualities, depending on the yarn's future use. Including are texturing, dyeing, and twisting polyester and nylon yarns together (Company Website).  

Unifi, Inc. employs over 3,600 full-time employees worldwide and operates 29 facilities in the United States, Ireland, Brazil, and Columbia.  Eighteen of its plants and warehouses still reside in the state of North Carolina.  Ireland has 6 facilities, and 3 are located in Brazil and Columbia (UNIFI 10-K).

[image: image3.png]Locations

Kk Menufacturing

® sales Offices

@ Agents

@ Unimatrix” Sourcing




Unifi sells polyester bulk yarns to manufacturers that weave and knit fabrics for apparel, industrial material, home furnishings, and auto upholstery.  Nylon yarns are consistently used to make apparel, hosiery, and socks.  Unifi purchases most of their raw materials from DuPont and the rest from various Asian suppliers.

The non-apparel textiles industry in and of itself is more of a broad range of products and services.  Polymer Group, Inc. and Burke Mills, Inc. are the most similar companies to Unifi in that they are primarily engaged in the processing of synthetic yarns into business segments of polyester and nylon.  Others include Crown Crafts, Inc, Lear Corporation, Lydall, Inc, Mohawk Industries, Inc, the Dixie Group, Inc, and the Hallwood Group, Inc.

The complete industry of textiles manufacturing is a mature industry.  Beginning in the mid 1980s, U.S. manufacturers have had to make up for domestic losses by growing internationally through mergers, acquisitions, and foreign markets; they have reduced their costs by sourcing low-cost labor to foreign countries to increase their bottom line profits.  U.S. manufacturers have been challenged in the market by an increase in imported textiles by Asian producers, the devaluation of foreign currency, and a strong U.S. dollar that has been declining since 1996.  Asian apparel prices have dropped by 25%, with broadwoven fabrics specifically falling 27%.  Additionally, imports of yarn and fabrics from countries with devalued currency increased by 20% in 2002 alone.  Other effects on the profitability of the fabricated textiles non-apparel industry is the success and product demand by the automotive, apparel, and furniture industries and the nature of the agriculture industry.
Over the last four years, Unifi has invested in several mergers, acquisitions, and joint ventures to have a more strategic positioning in the market.  Including some of the following:

· March 2000- Purchase Intex Yarns of Manchester, England 

· April 2000- Manufacturing Alliance with DuPont to produce POY (partially oriented yarn)

· February 2001- Joint Venture with SINTERAMA Brazil (Italy)

· May 2001- Unifi assumes control of Glen Ravens air jet texturing operations.

· February 2002- Unifi forms Sales and Marketing division based in Hong Kong. 

· February 2002- Exclusive partnership with American Fibers and Yarns Company
· July 2002- Manufacturing and Sales agreement with Tuntex Public Co. (Thailand)

· October 2003- Strategic alliance with Unimatrix

· September 2004- Acquired the INVISTA polyester filament manufacturing assets
All these actions have all helped Unifi to adjust to the new emerging markets and revolutionize their manufacturing processes.  Unifi must continue to change with the market if they want to stay profitable, including new cost structures and other ways of reducing their company risk through correct asset management.  
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