BYU | MARRIOTT SCHOOL

Hedging with Financial Futures

A.  Alabama Chemical Company

In July 1995, Kirsten Huddle, treasurer of Alabama Chemical Company (ACC) was
reviewing interest rate data and plans for the completion of a large new fertilizer facility to be
completed in December of 1995. The board had approved the issuance of $60 million in bonds,
but Kirsten was hoping that the completion of the facility, together with another year of record
profits would improve ACC’ s credit rating from a noninvestment grade BB to an investment
grade BBB. Besides the hoped for improvement in credit rating, the least expensive way of
financing the building of the new facility was a standard, short term construction loan. That
way, money would only be borrowed and paid for as funds were needed. The problem camein
the fact that interest rates had dropped over 150 basis points in the last six months and were very
attractive in July. Kirsten was very nervous that rates would rise before the bond was issued.
She wondered if there were away she could use the low cost construction loan now, but
somehow lock in the rate she paid on the bond when it was issued next December.

ACC produced avariety of fertilizers used in growing corn, whesat, and other large
volume crops. The major products consisted of nitrogen fertilizers, potash, and diammonium
phosphate (DAP). The key ingredient was natural gas, which would be “cracked” to create the
key ingredients in fertilizers. This business resulted in a highly volatile earnings history.
According to the annual report for the fiscal year ending June 30 1995:

“The Company’ s results have historically been influenced a number of factors beyond the
Company’ s control which have, at times, had a significant effect on the Company’s
operating results. Fertilizer demand and prices are highly dependent upon conditionsin
the agricultural industry and can be affected by a variety of factors, including planted
acreage, United States government agricultural policies (including subsidy and acreage
set-aside programs), projected grain stocks, weather and changes in agricultural
production methods. The Company’s results can be affected by such factors asthe
relative value of the U.S. dollar, foreign agricultural policies (in particular the policies of
the governments of India and China regarding subsidies of fertilizer imports), and the
hard currency demands of the former Soviet Union.”

Fiscal 1995 had been a spectacular year. Strong demand for US grains by the Soviet
Union and China, resulting from poor crop years, had dramatically raised the price of grains and
reduced US inventories. Farmers had responded by planting large amounts of acreage and
buying record quantities of fertilizers. Nitrogen fertilizer prices had reached their highest levels
in 15 years. The huge demand had led ACC to expand their production capability substantially.
(See Exhibits 1A and 2A for historical financial statements.)

The difficulty with delaying the issuance of the debt were the worrisome reports about
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the rapidly expanding economy, hints of rising labor costs as the national unemployment rates
dropped to historical lows, and the inflation that might result from such robust economic news.
Currently, interest rates were very attractive and capital markets were very receptive to all types
of debt, but Kirsten was worried about what interest rates might be if she waited for the
improved credit rating. Asaresult, Kirsten had decided to hedge this risk with a position in the
December 1995 Treasury bond futures contract.

Currently, long term BB rates were 9.15% and BBB rates were 7.90%. The current quote
on the December 1995 30-year Treasury bond futures contract was at 113-03 (see Exhibit 3A).
The cheapest-to-deliver Treasury which met the restrictions for the futures contract had a coupon
rate of 7.625%, had a maturity date of January 2025, wastrading at 112:30 (which represented a
yield-to-maturity of 6.62%), and had a duration of 13.0". The ACC $60 million offering, if
issued at par with a coupon of the then current BBB rate would have a maturity of 20 yearsand a
duration of about 10.36. Historical data on spreads and the relationship between BBB rates and
Treasury rates are given in Exhibits 4A and 5A.

Questions:
1. How many December 1995 contracts and what position (long or short) should Kirsten
take to hedge her risk?

2. Will Kirsten “lock in” the rate ACC will pay on the bond? If so, what rate is locked in?
In not, what risks remain and what rate would Kirsten expect to pay?

'Duration numbers are MacCauley duration using the formula:
Duration=( PIP)/[ Y/(1+Y)]

where P isthe bond price, Y isthe bond yield, and “ ” ischange. Hence the duration isthe
percentage change in price divided by the percentage change in the gross [1+Y] interest rate.
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Exhibit 1A

Alabama Chemical Corporation
Consolidated Statements of Income

(Dollars in thousands, except per share data)
Net sales

Operating expenses:
Cost of products sold
Provision for closure of gypsum disposal area
Selling
General and administrative

Operating income

Other (expense) income
Interest, net
Restructuring
Other

Income from continuing operations before
income taxes and cumulative effect of
change in accounting principle

Income tax expense
Income from continuing operation before
cumulative effect of change in accounting principle

Discontinued operations:
Loss from discontinued operations(less applicable income
tax credits of $5,314 and $4,555 for fiscal 1994 and 1993)

Gain on disposal of discontinued operations( including
applicable income tax credits of $4,030)

Cumulative effect to Julyl, 1993 of change in accounting
for income taxes

Net income

Earning per share (see Note 1)

Year Ended

June 30

1995 1994
$388,154 $309,360

254,629 216,204
- 6,055

29,212 29,339
23,344 19,857
307,185 271,455

80,969 37,905
(52)  (3,991)

- (1,402)

491 421
81,408 32,933
29,178 6,021

52,230 26,912

(23,987)

- 39,747

- (6,149)
$ 52,230 $ 36,523
$ 2.34

1993
$289,125
212,452
28,940
18,553
250,946
29,180
(3,569)

767

26,378
3,697

22,681

(17,891)

$ 4,790



Exhibit 2A

Alabama Chemical Corporation
Consolidated Balance Sheet

Assets June 30 June 30
(Dollars in thousands) 1995 1994
Current assets
Cash and cash equivalents $ 29,617 $ 23,219
Accounts receivable (less allowances of $1,000 and $500) 30,424 28,659
Inventories 50,315 33,990
Prepaid expenses and other current assets 3,012 3,981
Deferred income taxes 1,929 9,682
Total current assets 115,297 99,531
Investments and other assets
Investments 4,087 7,441
Other 10,275 9,813
Total investments and other assets 14,362 17,254
Properties held for sale 52,919 66,928
Property, plant and equipment, at cost, less accumulated
depreciatiion, depletion and amortization 119,637 114,717
$ 302,215 $ 298,430
Liabilities and Shareholders' Equity
Current liabilities:
Long-term debt due within one year $ 775 $ 2,948
Notes payable - 7,030
Accounts payable 31,520 28,659
Accrued liabilities 8,799 8,325
Income taxes payable 3,413 2,972
Patronage refunds payable - 14,756
Total current liabilities 44,507 64,600
Long-term debt 2,478 57,217
Other long-term liabilities and deferred credits 15,167 24,704
Deferred income taxes 12,756 8,953
Shareholders' equity 227,307 142,956
$ 302,215 $ 298,430
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Exhibit 4

Interest Rates
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Exhibit 5A

Long Term Treasury vs BBB
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B. First Federal Savings Bank of New Mexico

Michael H. Collins, president of First Federal Savings Bank of New Mexico, sank in his
chair as he viewed the $4 million in margin calls that First Federal had paid out in the last few
weeks. As he viewed the hedging report, he was concerned that this strategy that had been
designed to reduce risk could have had such a devastating impact.

In February of 1995, Mr. Collins had been concerned about the rapidly rising interest
rates due to atightening monetary policy of Federal Reserve Chairman Alan Greenspan. Short
term rates had risen dramatically in a few short weeks and he had instituted a hedging strategy to
lock in the ratesthat First Federal paid on over abillion dollars of deposits-the major source of
funding for First Federal’s portfolio of mortgage loans.

Recent History. First Federal was one of the survivorsin the recent massive shakeout in
the United States savings and loan industry. Inthe early 1980 s, due to a shift in Federal Reserve
policy from targeting interest rates to targeting money supply, interest rates had skyrocketed.
(See exhibit 3B). Savings and loans, which financed fixed rate mortgages with short term
deposits, had been devastated as rates on deposits rose above the rates on mortgage loans.
Savings and loans, like commercial banks, generally had less than 10% equity and so small
changes in profitability quickly eroded capital positions. In 1988 President Bush had established
the Resolution Trust Corporation to oversee the liquidation of over 40% of all US savings and
loans.

First Federal had survived those years due to its small size which gave it some flexibility
to shift to alternative sources of funding and to make other types of loans such as variable rate
mortgages which provided some variable rate assets to offset the variable rate liabilities.
However during the 1990 s, First Federal’ s mortgage business had grown rapidly and consumer
preference had shifted strongly to fixed rate mortgages.

The low interest rate environment in 1993 had led to a large number of mortgage
refinancings. First Federal had been affected in avariety of ways. First, the competition had
intensified as other financial institutions, especially commercial banks had entered the mortgage
business in abig way in the late 1980s. Second, the new mortgages had a lower interest rate,
which brought interest revenue down. Fortunately, short term rates had dropped as well, which
together with fee income from refinancings, had actually produced record profits at First Federal.
(See Exhibits 1B and 2B.)

However, the economic environment was deteriorating in late 1994. Alan Greenspan,
chairman of the Federal Reserve Bank, had expressed concern about the rapidly growing
economy and the potential for inflation. Short term rates jumped dramatically as aresult of the
Fed’s increasing the discount rate for bank borrowings at the Federal Reserve (see Exhibit 3B).
With over abillion dollars in deposits, First Federal’ sinterest cost could rise over $10 million for
each percentage point rise in interest rates. With profits of only about $13 million, it would not
take much to destroy profitability.

Situation during 1995. After a presentation to the board of directorsin late January of
1995, Mr. Collins had instituted a large short position in 3-month Treasury bill financial futures
using 1000 September contracts, representing $1 billion in face value, to hedge the expected



rollover of deposits at higher rates. Although, the continued rise in interest rates had made the
contracts profitable for a couple of days, by May margin calls had cost First Federal over $3
million (see Exhibit 4B). Although Mr. Collins thought seriously about discontinuing the
hedging program, he decided to continue for a few more weeks. Interest rates continued to fall
(see Exhibit 5C). Now by early June, losses had accumulated to over $4 million.

Now Mr. Collins was faced with new questions about whether he should continue the
program. Worse, Mr. Collins was also faced with the prospect of having to make a presentation
to the board of directors in the next couple of weeks.

Questions:
1, Should First Federal have hedged the savings deposit rollover in January?
2. In early May, should Mr. Collins have continued the hedge?

3. How should Mr. Collins explain the losses to the board of directors?



Exhibit 1B

First Federal Savings Bank of New Mexico Income Statement ($0005)

1994 1993 1992
Mortgage Loan Interest $51,750 $48,531 $51,903
Mortgage Backed Interest 23,128 19,556 17,949
Interest on Investments 4,377 5,754 5,919
Interest Income 79,255 73,841 75,771
Interest on Deposits 36,872 34,116 38,086
Other Interest Expense 5,913 3,276 2,712
Interest Expense 42,785 37,392 40,798
Net Interest Income 36,470 36,449 34,973
Provisions for Loan Losses (412) 193 1,297
Fees and Service Charges 3,818 3,704 3,577
Other Income 1,393 1,334 1,587
Compensation 10,025 8,651 7,279
Other Expense 10,631 8,938 10,147
Net Earnings 21,436 23,705 21,414
Taxes 7,891 8,850 7,887
Net Income After Tax 13,545 14,855 13,527
Exhibit 2B
First Federal Savings Bank of New Mexico Balance Sheet ($0005)
1994 1993 1992
Cash & Cash Equivalents $30,239 $57,244  $41,800
Investment Securities 62,341 82,912 80,371
Mortgage-Backed Sec 403,694 433,870 266,842
Mortgage Loans 766,518 613,193 551,868
Net Property & Equipment 24,152 20,910 20,598
Other Assets 15,859 15,990 13,400
Total Assets 1,302,803 1,224,119 974,879
Deposits $1,018,687 $1,031,783 $837,468
Advances from FHLB 141,948 59,450 15,000
Bonds & Notes 6,929 10,688 15,183
Other Long Term Debt 8,132 7,410 7,019
Deferred Income Tax 1,429 1,609 2,462
Other Liabilities 17,664 14,489 13,031
Total Liabilities 1,194,789 1,125,429 890,163
Common Stock 6,332 6,270 6,270
Paid in Capital 17,447 8,967 6,086
Retained Earnings 84,235 83,453 72,360
Total Equity 108,014 98,690 84,716
Total Liabilities & Equity 1,302,803 1,224,119 974,879



Exhibit 3B
Three Month Treasury Bill Rates
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Exhibit 4B
Forward Contract Hedging Report (1995)

Sept Sept

Contract Cum Contract Cum
Forward Gain Margin Margin Forward Gain Margin Margin

Date Price /Loss Margin Call Call Date Price /Loss Margin Call Call
1-Feb 93.11 $0 $2,500 $0 $0 4-Apr 93.81 -100 2,875 0 2,125
2-Feb 92,99 300 2,800 0 0 5-Apr  93.84 -75 2,800 0 2,125
3-Feb 9293 150 2,950 0 0 6-Apr  93.82 50 2,850 0 2,125
6-Feb 93.25 -800 2,150 350 350 7-Apr  93.93 -275 2,575 0 2,125
7-Feb 93.17 200 2,700 0 350 10-Apr  93.93 0 2,575 0 2,125
8-Feb 93.16 25 2,725 0 350 11-Apr 93.93 0 2,575 0 2,125
9-Feb 93.21 -125 2,600 0 350 12-Apr  93.96 -75 2,500 0 2,125
10-Feb 93.18 75 2,675 0 350 13-Apr  93.99 -75 2,425 75 2,200
13-Feb 93.07 275 2,950 0 350 14-Apr 9412 -325 2,175 325 2,525
14-Feb 93.08 -25 2,925 0 350 18-Apr 94.12 0 2,500 0 2,525
15-Feb 93.18 -250 2,675 0 350 19-Apr 94.14 -50 2,450 50 2,575
16-Feb 93.32 -350 2,325 175 525 20-Apr  94.12 50 2,550 0 2,575
17-Feb 93.49 -425 2,075 425 950 21-Apr 94.18 -150 2,400 100 2,675
21-Feb 93.48 25 2,525 0 950 24-Apr  94.18 0 2,500 0 2,675
22-Feb 934 200 2,725 0 950 25-Apr  94.16 50 2,550 0 2,675
23-Feb 93.72 -800 1,925 575 1,525 26-Apr 94.14 50 2,600 0 2,675
24-Feb 93.68 100 2,600 0 1,525 27-Apr  94.14 0 2,600 0 2,675
27-Feb 93.67 25 2,625 0 1,525 28-Apr 94.09 125 2,725 0 2,675
28-Feb 93.78 -275 2,350 150 1,675 1-May 94.06 75 2,800 0 2,675
1-Mar 93.8 -50 2,450 50 1,725 2-May 94.02 100 2,900 0 2,675
2-Mar 93.74 150 2,650 0 1,725 3-May 94.08 -150 2,750 0 2,675
3-Mar 93.68 150 2,800 0 1,725 4-May 94.17 -225 2,525 0 2,675
6-Mar 93.63 125 2,925 0 1,725 5-May 94.21 -100 2,425 75 2,750
7-Mar 93.58 125 3,050 0 1,725 8-May 94.43 -550 1,950 550 3,300
8-Mar 93.54 100 3,150 0 1,725 9-May 94.42 25 2,525 0 3,300
9-Mar 93.64 -250 2,900 0 1,725 10-May 94.47 -125 2,400 100 3,400
10-Mar 93.8 -400 2,500 0 1,725 11-May 94.44 75 2,575 0 3,400
13-Mar 93.76 100 2,600 0 1,725 12-May 94.37 175 2,750 0 3,400
14-Mar 93.84 -200 2,400 100 1,825 15-May 94.35 50 2,800 0 3,400
15-Mar 93.87 -75 2,425 75 1,900 16-May 94.38 -75 2,725 0 3,400
16-Mar 93.83 100 2,600 0 1,900 17-May 94.43 -125 2,600 0 3,400
17-Mar 93.86 -75 2,525 0 1,900 18-May 94.44 -25 2,575 0 3,400
20-Mar 93.81 125 2,650 0 1,900 19-May 94.29 375 2,950 0 3,400
21-Mar 93.82 -25 2,625 0 1,900 22-May 94.29 0 2,950 0 3,400
22-Mar 93.81 25 2,650 0 1,900 23-May 94.27 50 3,000 0 3,400
23-Mar 93.82 -25 2,625 0 1,900 24-May 94.42 -375 2,625 0 3,400
24-Mar 93.84 -50 2,575 0 1,900 25-May 9453 -275 2,350 150 3,550
27-Mar 93.93 -225 2,350 150 2,050 26-May 94.55 -50 2,450 50 3,600
28-Mar 93.96 -75 2,425 75 2,125 30-May 94.55 0 2,500 0 3,600
29-Mar 93.86 250 2,750 0 2,125 31-May 94.61 -150 2,350 150 3,750
30-Mar 93.91 -125 2,625 0 2,125 1-Jun 94,61 0 2,500 0 3,750
31-Mar 93.86 125 2,750 0 2,125 2-Jun 9478 -425 2,075 425 4,175
3-Apr 93.77 225 2,975 0 2,125 5-Jun 9492 -350 2,150 350 4,525
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Exhibit 5B

September Contract Discount Rate
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C. Fruit of the Loom

In early July 1993, Susan Matthews, arelationship manager with a large international bank was
frustrated with the response that her team had received from Standand and Poor’s and Moody’ s rating
board on arequested upgrade in credit rating for one of her key clients, Fruit of the Loom (FTL).
Although FTL seemed to meet the most important cash flow ratios for a credit rating upgrade, both S&P
and Moody’s had refused to raise her client’s rating from the current B+ rating (see Exhibit 4C). Susan
was very surprised that the rating improvement was not granted since FTL had very strong recent
financials (see Exhibits 1C and 2C ). The response was worded somewhat vaguely but it did seem to
imply a promise to upgrade if FTL were able to show improvement for another year. Susan felt that their
unstated concern was with FTL’s chairman, William Farley, who had a history and propensity to do
highly leverage transactions. In any event, Mr. Farley was furious with the S&P ruling since he felt that
FTL was unguestionably investment grade.

FTL had gone through a number of strategic and financial changes since being acquired by
William Farley and Farley Incorporated in mid-1985 through a leveraged buyout of Northwest Industries,
the former parent company of FTL. The LBO saddled the company with roughly $1.4 billion in debt.
After restructuring the balance sheet primarily through divestitures, FTL went public again with an 1PO in
March 1987, less than 24 months after the buyout. The Company continued to pursue capital
restructuring activities by utilizing several avenues of financing to keep pace with its operating strategies.

Company Background

Shortly after the 1985 acquisition, FTL adopted a Srategy to apply its primary strengths in
manufacturing and marketing and its strong brand recognition to promote sales growth in related products
and markets. Thefirst step in this new direction was to divest all nonapparel businesses. In less than two
years the Company sold Universal Manufacturing Corporation, Velsicol Chemical Corporation, Pogo
Producing Company, NWT Natural Resources Co., General Battery Corporation and Acme Boot
Company. The new FTL was then able to focus on growing its core business through related higher
growth products. The result was the addition of fleecewear (sweat pants and sweatshirts), premium T-
shirts and retail productsto the activewear line, the accelerated growth of women s and girls daywear
sales, and entry into the family sock market. In addition, FTL entered the approximately $500 million
infants and toddlers apparel market. All of these new marketing efforts were designed to take advantage
of FTL sextensive distribution capabilities.

The focus on the higher growth products and markets required substantial investment in fixed
capital to develop the operating plant configuration necessary to support the product market, and to
maintain FTL s operating efficiency which was recognized as topsin the industry. Throughout this
change in strategic focus, the Company actively pursued capital restructuring activities to support the
operating strategies. In March 1987, the Company refinanced a substantial portion of its debt and
redeemed all of its preferred shares. FTL financed these repayments through an PO of common stock,
new debt securities and borrowings under bank agreements. In December of 1988, the Company
restructured its bank debt to the facilities currently in place and agented by Chemical Bank and Bankers
Trust . However, the financial constraints in the winter of 1991 forced the Company to consider further
drastic financial restructuring.
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Due to unexpected effects from the economic conditions in 1990, the Company had overproduced
inventory which caused an extreme cash flow crunch in December 1991. They were already in violation
of several covenants and were thus forced to accept unfavorable terms to arrange special purpose
financing from its banks. While the credit decision was difficult, Susan’s bank had agreed to step to the
plate bringing the total exposure to the client to $50 million. Asaresult of this experience, the FTL
financial management learned the value of financial flexibility.

In May 1991, FTL completed a primary equity offering of $101.5 million which was used to
prepay a special purpose term loan and a portion of the term loan facility. InJuly 1991, FTL effectively
forced conversion of its 6 3/4% convertible subordinated debentures totalling $59.9 million (issued in
conjunction with the original buyout) into approximately 5.3 million shares of its common stock at a
conversion price of $11.25 per share. The current price of the stock at the time was $15.25. The
Company was confident that the newly restructured balance sheet would give them the financial strength
they needed to better negotiate increased levels of bank debt to support their capital needs.

Business Description

FTL operated in four general categories. mens & boys underwear, womens & girls daywear,
activewear (including T-shirts and fleecewear), and family socks. Its primary strengths were its strong
brand recognition, vertical integration, national sales force, aggressive marketing programs and strong
relationships with mass merchandisers and discount chains. The Company controlled all aspects of its
manufacturing process, from the spinning of yarn to the packaging of the final product. FTL s nationally
recognized brands include FRUIT OF THE LOOM, BVD, SCREEN STARS, and MUNSINGWEAR.

Sales

1988 1989 1990 1991 1992 1993
Men s & boys underwear $455.3 $565.8 $467.1 $523.1 $565.3  $567.7
Women s & girls daywear 54.3 62.0 68.9 80.5 93.1 84.4

Activewear:
Domestic 363.9 584.1 694.4 791.9 892.5 889.8
International 63.4 85.0 135.1 174.5 238.3 249.8
Licensed sports 0.0 0.0 0.0 0.0 0.0 16.9
Family socks $ 67.9 $ 63.0 $ 613 $58.1 $ 65.9 $ 758
Total Sales $1,004.7 $1,3209 $1.426.8 $1628.1 $1,8551 $1884.4

FTL also enjoyed excellent brand recognition in Europe which was expected to be a high growth
areafor the Company in the 1990s. Sales from foreign operations accounted for approximately 18% of all
activewear sales or 10.7% of Fruit of the Looms net salesin 1991. Fruit of the Loom sold activewear
through its foreign operations, principally in Canada, the United Kingdom and Europe. Fruit of the
Loom s approach was to establish production in foreign markets by both acquiring existing manufacturing
facilities and building new plants in order to decrease the impact of foreign currency fluctuations on
international sales and to have better access to serve their markets. Fruit of the Loom had acquired
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manufacturing plants in Canada and constructed a manufacturing facility in Campsie, Northern Ireland
(United Kingdom) as a means of accomplishing these objectives. Management considered foreign
operations to be an avenue for significant further growth.

Manufacturing

Principal manufacturing operations consisted of spinning, knitting, bleaching and dyeing, cutting
and sewing, and packaging. Fruit of the Loom knitted yarn into fabric using a multiple-knitting technique
that produced long tubes of fabric corresponding in weight and diameter to various sizes and styles
required to make underwear and activewear. All of Fruit of the Loom s products were either bleached to
remove the ecru color of natural cotton or dyed for colored products. To achieve certain colors, the fabric
must be bleached and dyed.

The primary costs of goods sold were cotton (13%), polyester (10%), heating fuel (10%), and
labor (35%). Approximately one-half of the company s depreciation costs were included in cost-of-goods
sold. Cotton was purchased domestically for US production and on international markets for production
in the UK to reduce shipping costs. Heating fuel isthe primary source of energy for drying cotton. FTL’s
competitors used either electricity or natural gas for drying.

I nternational Operations

International operations primarily consist of production and sale of activewear productsin Canada,
the United Kingdom, and Europe. Management considers foreign operations to be an avenue for
significant further growth. Sales from foreign operations accounted for approximately 10.7% of Fruit of
the Looms net salesin 1991 (the last available year for which foreign sales data is available). Canadian
sales were manufactured in Canada, whereas all European sales were manufactured in Northern Ireland.
Foreign sales (in millions of US$ equivalent) in 1991 were:

us Can UK Germany France  Consolidated

Sales 1454 61 44 35 35 1,628
Cost of Goods Sold 984 41 30 24 24 1,102
Gross Profit 470 20 14 11 11 526
Operating Expenses 184 8 6 4 4 206
Pretax Operating Profit 286 12 8 7 7 320

Foreign sales were expected to grow to 25% of total sales by 1996, with the majority coming from
Europe. The Company expected to invest $100 million in the UK and $100 million in Germany to
support this growth.

The Financing Decision

Mr. Farley was particularly upset that the rating upgrade was not granted since FTL was ill
saddled with very high interest rate debt from the leveraged buyout (see Exhibit 3C) and 1993 presented
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the lowest interest rates that the United States had seen in years. Given the sharp upward sloping yield
curve, Mr. Farley was convinced interest rates would rise before the next year when S& P and Moody’ s
would grant the credit improvement. Mr. Farley refused to issue long term debt, despite the very hot
capital markets, and lock in a B+ rating for the next 10 years.

Susan was considering supplying FTL with alarge, long term syndicated bank facility to payoff the
callable notes maturing in 1995 at approximately LIBOR + 200 basis points. Although this would solve
the refinancing risk of the debt coming due in 1995, it still left the concern of having to pay afloating rate
of interest. If interest ratesrosein line with the forward rates (see Exhibit 5C), FTL could be left with
very high interest rates.

Questions.

1.  Based onthe spot 3 month LIBOR rate of 3.04% and the spot 6 month LIBOR rate of 3.20% what
rate should Susan quote Mr. Farley on a Forward Rate Agreement (FRA) to lock in the
September through December reset?

1. Based onthe Eurodollar futures contract yields quoted in the Wall Street Journal (Exhibit 5C), what
al-inrate would FTL pay for the September-December quarter (assuming the facility was at
LIBOR+200bp)?

2. If FTL also used aforward rate to lock in the December reset, what all-in rate would FTL pay for
the December-March 1994 quarter? Why are these rates so much higher than the spot LIBOR
rate?

3. Suggest a least one alternative strategy you would recommend to deal with FTL’s financing
concerns.  What would be the all-in cost of this strategy? What risks remain under the quarter-
by-quarter strategy suggested in questions 1 and 2 and your strategy? |sthere any way to
protect FTL fromrising rates but allow them to take advantage of arating improvement?

4.  What other exposures does FTL face and what is the approximate magnitude of the exposure (i.e.
how far from budget might the actual figures come in at with normal fluctuations)?
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Exhibit 1C

Fruit of the Loom, Inc.

Consolidated Statement of Earnings

(in thousands of dollars)

Net sales
Cost of sdles
GROSS EARNINGS

Sdling, general, and adminidtrative expenses
Goodwill amortization
OPERATING EARNINGS

Interest expense
Other income (expense), net
EARNINGS BEFORE INCOME TAX EXPENSE

Income tax expense
EARNINGS BEFORE EXTRAORDINARY
ITEMSAND CHANGE IN ACCOUNTING
PRINCIPLE

Extraordinary items (loss on early retirement of debt)
Cumulative effect of changein accounting principle

NET EARNINGS

17

June 30June 30
1993
$1,884,400 $1,855,100
(1,237,000) (1,194,800)
647,400 660,300
(240,100) (225,000)
25,800 25,400
381,500 409,900
(72,700) (82,100)
58,300 7,900
367,100 319,900
154,300 131,400
212,800 188,500
(8,700) (9,900)
3,400 --
207,500 178,600

1992



Fruit of the Loom, Inc.

Consolidated Balance Sheet
(in thousands of dollars)

ASSETS

CURRENT ASSETS

Exhibit 2C

Cash and cash equivalents (including restricted cash)

Notes and accounts (less allowance for possible losses
of $16,100,000 and $14,300,000, respectively)

Inventories
Finished goods
Work in process
Materials and supplies
Other

Total current assets

PROPERTY, PLANT AND EQUIPMENT
Land
Buildings, structures and improvements
Machinery and equipment
Construction in progress

Less accumulated depreciation
Net property, plant and equipment
OTHER ASSETS
Goodwill (less accumulated amortization of
$207,200,000 and $181,400,000, respectively)
Other

Total other assets
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June 30 June 30
1993
$ 74,200 $ 57,400
239,700 233,400
454,500 308,300
94,000 85,300
25,600 21,400
54,700 37,800
942,700 743,600
9,100 8,200
325,200 248,200
867,900 673,600
31,700 47,600
1,233,900 977,600
367,900 290,500
866,000 687,100
895,300 810,800
30,000 40,400
925,300 851,200
$2,734,000 $2,281,900

1992



Exhibit 2C (Continued)

Fruit of the Loom, Inc.
Consolidated Balance Sheet
(in thousands of dollars)

June 30 June 30
LIABILITIESAND STOCKHOLDERS EQUITY 1993 1992
CURRENT LIABILITIES
Short-term notes payable -- 65,100
Current maturities of long-term debt 34,000 123,100
Trade accounts payable 78,100 80,500
Accrued payroll and vacation pay 25,700 26,500
Accrued insurance obligations 15,500 18,600
Accrued advertising and promotion 15,400 12,500
Interest payable 14,300 24,300
Accrued penson 18,700 11,600
Other accounts payable and accrued expenses 48,800 71,400
Total current liabilities 250,500 433,600
NONCURRENT LIABILITIES
Long-term debt 1,194,000 756,300
Deferred and noncurrent income taxes 51,000 49,100
Other 191,500 187,900
Total noncurrent liabilities 1,436,500 993,300
COMMON STOCKHOLDERS EQUITY
Common stock and capital in excess of par vaue,
$.01 par value; authorized, Class A, 200,000,000 shares,
Class B, 30,000,000 shares; issued and outstanding:
Class A Common Stock, 69,032,919 and
68,843,592 shares, respectively 459,600 454,000
Class B Common Stock, 6,690,676 and
6,710,128 shares, respectively 4,400 4,400
Retained earnings 620,300 412,800
Currency trandation adjustments 37,300 (16,200)
Total common stockholders equity 1,047,000 855,000
$2,734,000 $2,281,9000
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Exhibit 3C

Fruit of the Loom, Inc.

Capitalization
Interest June 30
Rate 1993 1992
(In thousands of dollars)
Variable Rate Debt:
Revolving Credit Facilities(1)(2) 7.0%  $ 100,000
Term Loan Facility, maturing 1994-1995(1)(3) 8.1% -- 123,800
Capita Expenditure Facility, maturing 1994-1995(1)(3) 8.0% -- 44,100
Domestic Facility Loans, maturing 1994-1995(1)(2) 7.2% -- 41,900
Foreign Facility Loans, maturing 1994-1995(1)(3) 6.0% 22,100 53,600
Bank Credit Facility, maturing 1999(1)(4) 6.5% 129,900 --
European Bank Facility(1) 6.9% 24,200 --
Martin Mills Term Loan, maturing 1998(1)(5) 8.1% 240,000 --
392,000 363,400
Fixed Rate Debt:
Senior Fixed Rate Debt, maturing 2011 12.6% -- 70,300
Capitdization Lease Obligations, maturing 1994-2017(6) 5.1-11.1% 90,700 100,200
Canadian Notes, maturing 2008 8.97% 128,400 --
Senior Debentures, maturing 2011(7) 12.6% 71,100 --
Senior Callable Notes, maturing 1995(8) 10.97% 249,000 248,800
Senior Notes, maturing 2003(9) 8.61% --
Senior Notes, maturing 2023(10) 9.49% 148,000 --
Subordinated Debt, maturing 1994-2003(11) 12.6% -- 96,700
836,000 445,700
Total Debt 1,228,000 879,400
Stockholders Equity:
Common Stock (Class A and Class B) 464,000 458,400
Retained Earnings 620,300 412,800
Currency Trandation Adjustments (37,300) (16,200)
Total Stockholders Equity 1,047,000 855,000
Total Capitalization $2,275,000 1,734,400
(0] Interest rate on these variable rate debt represent a weighted average rate on borrowings outstanding as of June30 of the latest year the
facility was outstanding.
) These borrowings bore interest at either the prime rate or LIBOR plus 2 percentage point. Currently, Fruit of the Loom has most of its
borrowings under the LIBOR option.
3 These borrowings bore interest at either the prime rate plus 1 1/4 percentage point or LIBOR plus 2 and 1/4 percentage points. Currently,
Fruit of the Loom has most of its borrowings under the LIBOR option.
4) These borrowings bore interest at either the prime rate plus 1 1/4 percentage point or LIBOR plus 130 basis points. Currently, Fruit of the
Loom has most of its borrowings under the LIBOR option.
5) These borrowings bore interest at either the prime rate plus 1 1/8 percentage point or LIBOR plus 2 and 7/8 percentage points. Currently,
Fruit of the Loom has most of its borrowings under the LIBOR option.
(6) Represent the present value of future rentals on capitalized |eases.

@ Net of unamortized discount of $53,100 and $53,900 in 1993 and 1992, respectively .

8) Net of unamortized discount of approximately $450 (as of July) and $1,000 in 1993 and 1992, respectively.
9) Net of unamortized discount of $1,100 and $1,200 in 1993 and 1992, respectively .

(120) Net of unamortized discount of $2,000.

(11) Net of unamortized discount of $500 in 1992.
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S& P Senior Debt Rating Analysis
Company: Fruit of the Loom, Inc.
L ocation: Chicago, IL

Symbol: FTL

SIC Code: 2211

Industry: Broadwoven/Knits

Corpor ate Valuations($000)

Book Value of Equity
Tangible Book Value
Market Capitalization[ Today]

Senior Debt Rating Ratios

Pre-Tax Interest Coverage

EBITDA Interest Coverage

Funds From OperationgTotal Debt

Free Operating Cash Flow/Total Debt
Pre-Tax Return on Capital

Operating Income/Sales

Long Term Debt/Capitalization

Total Debt/Capitdization {ind. S.T.Debt}

Capitd Structure

Senior Secured Debt as % of Capitalization
Senior Unsecured Debt as a % of Capitalization
Book Value as % of Capitalization

TOTAL
Tangible Book Value as a % of Capitalization
Senior Debt asa % of Market Capitalization

Actual 93:

$1,047,000
$1,274,900
$3,550,319

Actual 93:

5.88

7.53
27.9%
(9.3%)
20.9%
26.5%
53.8%
54.5%

Exhibit 4C

S& P'sMEDIAN INDUSTRIAL

LT DEBT RATIOS{1990-1992}

A BBB
4.14 249
6.17 4.24

37.0% 26.3%
13.6% 6.1%
15.6% 10.9%
15.5% 12.6%
34.7% 43.8%
40.3% 48.8%
5.0%
49.0%
46.0%
100.0%
56.0%
34.6%

BB

1.50
2.60
15.5%
3.2%
10.9%
12.7%
59.3%
66.2%



Exhibit 5C
Wall Street Journal Interest Rate Future Quotes
July 3, 1993
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D. Portfolio Advisors|nc.

In early 1998, David Durdan was reviewing the Morningstar information pages (Exhibits
1D and 2D) from two mutual funds. He was trying to determine the appropriate futures position
to take to hedge a major downturn in the market. Mr. Durdan worked for afund advisory firm,
Portfolio AdvisorsInc. (PAl), specializing in the use of derivative overlaysto achieve certain
risk profiles and characteristics. Fund managers had been slow to use derivatives due to a
number of regulatory and reporting requirements that most felt uncomfortable about. However in
recent years, the use of derivatives to reduce transaction costs had become more acceptable.

Mr Durdan was thinking of approaching the Wasatch Aggressive Equity and Govett
Smaller Companies A funds, both mutual funds specializing in small capitalization equities. His
first approach was one he had used successfully on a number of other firms, which wasto open a
discussion about what their appropriate reaction should be if they felt a major market downturn
was imminent. Normally, if afund manager felt a downturn was imminent, the action would be
to sell the equities. Such an action would incur not only heavy commissions, but with a large
position inilliquid small capitalization companies, would also result in an unfavorable price
reaction. Most small capitalization mutual fund managers felt their core competence wasin
selecting undervalued companies and not in determining the general direction of the market. PAI
had been selling their services to such managers as a “noninvasive overlay” asset class manager.
That is, PAI did not try to determine which individual stocks would outperform the market, but
rather which asset class would do best in the near future. PAI would then take a position in the
futures market to move the risk profile to a different asset class.

Questions:

1. Based on the size of their funds and the other information in the Morningstar information
pages as well as the futures contract information in the Wall Street Journal (Exhibit 3D),
what futures position (long or short, how many contracts) in the S& P 500 contract should
Mr. Durdan recommend to the two mutual funds to hedge, as completely as possible, a
downturn in the overall equities market?

2. What overall expected return would result from the combined positions in equities and
your recommended futures position in the S& P 500 contract?

3. Based on the data in Exhibit 3D about various futures contracts with various maturities
determine two or three alternative strategies that might be suggested. The use of these
strategies would depend on whether the mutual fund managers feel the overall market is
over or undervalued, or whether they feel just the small-capitalization sector is over or
undervalued, or their horizon for when they feel the correction might occur. What are the
costs, advantages and disadvantages of each strategy?
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Exhibit 3D
Wall Street Journal Futures Contract Data (June 30, 1998)
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