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CAUTIONARY STATEMENT CONCERNING FORWARD-LOOKING INFORMATION

Parts I and II of this report contain statements that may be deemed
"forward-looking statements" within the meaning of the federal securities laws,
including the Private Securities Litigation Reform Act of 1995 (Section 27A of
the Securities Act of 1933 and Section 27A of the Securities and Exchange Act of
1934). Such statements are inherently subject to risks and uncertainties.
Further, forward-looking statements are intended to speak only as of the date on
which they are made. Forward-looking statements are statements that include
projections, expectations or beliefs about future events or results or otherwise
are not statements of historical fact. Such statements are often but not always
characterized by qualifying words such as "expect," "believe," "estimate,"
"plan" and "project" and their derivatives, and include but are not limited to
statements about expectations for the company's future operations or success,
sales, gross profit margins, operating income, SG&A or other expenses, and
earnings, as well as any statements regarding future economic or industry trends
or future developments. Factors that could influence the matters discussed in
such statements include the level of housing starts and sales of existing homes,
consumer confidence, trends in disposable income, and general economic
conditions. Decreases in these economic indicators could have a negative effect
on the company's business and prospects. Likewise, increases in interest rates,
particularly home mortgage rates, and increases in consumer debt or the general
rate of inflation, could affect the company adversely. In addition, changes in
consumer preferences for various categories of furniture coverings, as well as
changes in costs to produce such products (including import duties and quotas or
other import costs) can have significant effect on demand for the company's
products. Changes in the value of the U.S. dollar versus other currencies can
affect the company's financial results Dbecause a significant portion of the
company's operations are located outside the United States. Strengthening of the
U.S. dollar against other currencies could make the company's products less
competitive on the basis of price in markets outside the United States, and
strengthening of currencies in Canada and China can have a negative impact on
the company's sales of products produced in those countries. Further, economic
and political instability in international areas could affect the company's
operations or sources of goods in those areas, as well as demand for the
company's products in international markets. Finally, unanticipated delays or
costs in executing restructuring actions could cause the cumulative effect of
restructuring actions to fail to meet the objectives set forth by management.
Further information about these factors, as well as other factors that could
affect the company's future operations or financial results and the matters
discussed in forward-looking statements are included in the "Risk Factors"
section of this report in Item 1A.

PART I

ITEM 1. BUSINESS

Overview
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Culp, Inc., manufactures, sources, and markets mattress fabrics (also known as
mattress ticking) used for covering mattresses and box springs, and upholstery
fabrics primarily for use in production of upholstered furniture (residential

and commercial).

Management believes that Culp is the largest producer of mattress fabrics in
North America, as measured by total sales, and one of the largest marketers of
upholstery fabrics for furniture in North America, again measured by total
sales. Our mattress fabrics are used primarily in the production of bedding
products, 1including mattresses, box springs, and mattress sets. Our upholstery
fabrics are used in the production of residential and commercial upholstered
furniture, sofas, recliners, chairs, 1loveseats, sectionals, sofa-beds, and
office seating. Culp primarily markets fabrics that have broad appeal in the
"good" and "better" priced categories of furniture and bedding.

The company has two operating segments - mattress fabrics and upholstery
fabrics. The mattress fabric business markets woven and knitted fabrics used by
bedding manufacturers. The wupholstery fabrics segment markets a variety of

products in most categories of fabric used as coverings for furniture.

Total net sales in fiscal 2008 were $254 million. The mattress fabrics segment

had net sales of $138 million (54% of total net sales), while the wupholstery
fabrics segment had net sales of $116 million (46% of total net sales). Mattress
fabric sales grew during fiscal 2008, while wupholstery sales have declined

during a time of continuing rapid changes in the upholstery fabrics industry. In
the fourth quarter of fiscal 2007, our total sales of mattress fabrics exceeded
sales of upholstery fabrics for the first time, and this trend continued during
fiscal 2008. Fiscal 2008 represents the first year that mattress fabric sales
exceeded upholstery fabric sales for a full year. This was due in part to the
acquisition from International Textile Group completed by our mattress fabrics
segment late in fiscal 2007 (see further discussion below).

Culp markets a variety of fabrics in different categories, including fabrics
produced at our manufacturing facilities and fabrics produced by other
suppliers. The company had nine active manufacturing plants as of the end of
fiscal 2008, which are located in North and South Carolina, Quebec, Canada, and
Shanghai, China. We also source fabrics from other manufacturers, located
primarily in China, Turkey and in the U.S., with almost all of those fabrics
being produced specifically for the company and created by Culp designers. We
operate distribution centers in North Carolina and Shanghai, China to facilitate
distribution of our products. In recent vyears, the portion of total company
sales represented Dby fabrics produced outside of our U.S. and Canadian
facilities has increased significantly, while sales of goods produced in our
U.S. manufacturing plants have decreased. This trend is especially strong in the
upholstery fabrics segment, where more than half of our sales now consist of
fabrics produced 1in Asia and where we have recently closed a number of U.S.
manufacturing plants.

Fiscal 2008 reflected a continuation of many of the trends we identified at the
end of fiscal 2007. We have experienced dramatic changes in both our operating
segments since 2000. Significant demand has arisen for certain fabrics not
produced in our U.S. plants, and we have moved rapidly to develop sources for
the products being demanded by our customers. Seven years ago, we were a much
more vertically integrated manufacturer of fabrics, especially in upholstery
fabrics, with large amounts of capital committed to U.S.-based manufacturing
fixed assets. Today, the company 1is a more flexible fabric producer and
marketer, with a smaller fixed asset base, but also with significantly lower
overall sales. With the changes that have been made over the past seven years,
however, we Dbelieve we now have a platform upon which we can build to take
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advantage of the opportunities in the bedding and furniture industries.

During fiscal 2008, we integrated the Dbusiness and assets acquired by our
mattress fabrics segment in late fiscal 2007 from International Textile Group
(ITG), as ITG exited the mattress fabrics business. This acquisition has allowed
us to take advantage of recent capital investments at mattress fabrics
facilities that have improved our efficiency and production costs, and to add
significantly to the sales and profits of the mattress fabrics segment.

In the upholstery fabrics segment, a significant and growing portion of our
fabrics are now produced by other manufacturers, Dbut in most cases the company
continues to control important components of the production process, such as
design, finishing, quality control and distribution. Microdenier suedes and a
variety of other fabrics are now sourced in China through our sourcing,
finishing and distribution operation located near Shanghai.

In mattress fabrics, knitted fabrics represent a growing portion of our sales,
as consumer demand for this type of mattress panel covering has risen
significantly. These fabrics, along with a portion of our damask product line,

are sourced from outside providers. We will continue to look to a variety of
sources for mattress fabric to remain flexible and preserve our ability to meet
our customers' needs by maintaining a proper balance between internally produced
and sourced items.

As these shifts in our business have continued, we have dramatically reduced the
size and scope of our U.S. upholstery fabrics manufacturing operations over the
past several vyears, with a substantial majority of our products now being
sourced in China. In the mattress fabrics business, there have been product
shifts to knitted fabrics for top panels of mattresses and woven fabrics for
common borders, which is the fabric on the side of the mattress and box spring.
These shifts are affecting demand for certain categories of our products. We
have made significant changes in our operating assets, product mix and business
model to address the challenges and opportunities facing the company. Additional
information about trends and developments in each of our business segments is
provided in the "Segments" discussion below.

General Information

The company was organized as a North Carolina corporation in 1972 and made its
initial public offering in 1983. Since 1997, the company has been listed on the
New York Stock Exchange and traded wunder the symbol "CFI." Our fiscal year is
the 52 or 53 week period ending on the Sunday closest to April 30. Our executive
offices are located in High Point, North Carolina.

Culp maintains an Internet website at www.culpinc.com. We will make this annual
report and our other annual reports on Form 10-K, quarterly reports on Form
10-Q, current reports on Form 8-K and amendments to these reports, available
free of charge on our Internet site as soon as reasonably practicable after such
material is electronically filed with, or furnished to, the Securities and
Exchange Commission. Information included on our website is not incorporated by
reference into this annual report.

Segments

Our two operating segments are mattress fabrics and upholstery fabrics. The
following table sets forth certain information for each of our segments.
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Sales by Fiscal Year ($ in Millions) and
Percentage of Total Company Sales

SEGMENT Fiscal 2008 Fiscal 2007 Fiscal 2006

Mattress Fabrics S 138.1 (54%) S 107.8 (43%) S 93.7 (36%)

Upholstery Fabrics

Non-U.S.-Produced $ 75.9 (30%) $ 82.4 (33%) $ 59.2 (23%)
U.S.-Produced S 40.0 (16%) $ 60.3 (24%) $ 108.2 (41%)
Total Upholstery S 115.9 (46%) S 142.7 (57%) S 167.4 (64%)
Total company S 254.0 (100%) $ 250.5 (100%) $ 261.1 (100%)

Additional financial information about the company's operating segments can be
found in footnote 18 to the Consolidated Financial Statements included in Item 8
of this report.

Mattress Fabrics. The mattress fabrics segment manufactures and markets mattress
fabric to bedding manufacturers. These fabrics encompass woven jacquard fabric,
knitted fabric and printed fabric to a lesser extent. Culp Home Fashions, as
this business is known in the trade, has manufacturing facilities 1located in
Stokesdale, North Carolina, and St. Jerome, Quebec, Canada. Both of these plants
manufacture and finish jacquard (damask) fabric, and the Stokesdale plant also
produces printed fabric. The Stokesdale plant houses the division offices and
finished goods distribution capabilities. Knitted fabric is primarily sourced
from two manufacturers who works closely with the company to produce fabrics
according to our proprietary design specifications and quality standards. All
woven Jjacquard and knitted fabrics are able to be produced in multiple
facilities, (internal or external to the company) providing us with mirrored,
reactive capacity.

In recent vyears, we have taken significant steps to further enhance our
competitive position 1in this segment Dby consolidating all of our mattress
fabrics manufacturing into the Stokesdale and St. Jerome facilities. The company
had capital expenditures during the period fiscal 2005 through 2007 totaling
approximately $11.0 million, of which $8.0 million was related to a capital
project 1involving the relocation of ticking looms from an upholstery fabric
plant to the existing facilities in the U.S. and Canada, along with the purchase
of new weaving machines that are faster and more efficient than the equipment
they replaced. Additionally, we had a $1.3 million capital project that
significantly enhanced our finishing capabilities in this segment. More
recently, we initiated a $5.0 million capital project to enhance our weaving and

finishing capabilities and further increase our capacity and service
performance. This project is expected to be substantially complete by the end of
the first quarter of fiscal 2009. These capital investments have enhanced our

capacity and capabilities in the mattress fabrics segment and played a
significant role in making feasible the ITG acquisition and its integration into
our operations, as described below.

In January 2007, we completed an acquisition in our mattress fabrics business,
purchasing certain assets from International Textile Group, Inc. (ITG) related
to the mattress fabrics product line of ITG's Burlington House division. ITG had
made a decision to exit the mattress fabric Dbusiness, and we purchased ITG's
finished goods inventory, certain proprietary rights, and other assets related
to the product line. This acquisition has enhanced our competitive position in
the mattress fabrics industry and was a primary factor in the increases in our



Edgar Filing: CULP INC - Form 10-K

mattress fabric sales during fiscal 2008.

Upholstery Fabrics. The upholstery fabrics segment markets fabrics

for residential and commercial furniture, including jacquard woven fabrics,
velvets, microdenier suedes, woven dobbies, knitted fabrics, and piece-dyed
woven products. Historically, all of our upholstery fabrics had been produced in
our U.S. manufacturing plants. In fiscal year 2007, however, sales of upholstery
fabrics made in non-U.S. locations, including our facilities in China, exceeded
U.S.-produced sales for the first time. This trend continued in fiscal 2008,
with non-U.S. produced upholstery accounting for almost 66% of our upholstery
sales for the year (68% in the fourth quarter).

The upholstery segment operates fabric manufacturing facilities in Anderson,
South Carolina, and Shanghai, China. We market fabrics produced in these two
locations, as well as a variety of upholstery fabrics sourced from third party
producers, mostly in China.

As demand for U.S.-produced upholstery significantly declined, we took
aggressive steps to reduce our U.S. manufacturing costs, capacity, and selling,
general and administrative expenses. Our restructuring actions over the past
several vyears have reduced our U.S. upholstery operations to the one
manufacturing plant in South Carolina and one upholstery distribution facility
in Burlington, North Carolina. The result of our restructuring actions over the
past several years has been a large reduction in capacity and related costs for
U.S. production of wupholstery fabrics, accompanied by a reduction of 73% in
sales of U.S.-produced fabrics since fiscal 2005 (33% from fiscal 2007 to fiscal
2008) .

The down-sizing of our U.S. upholstery operations represents the continuation of
a longer-term trend that has affected the company and the upholstery fabric
business for the past eight years. At the end of fiscal 2000, we had fourteen
manufacturing plants in the U.S. for upholstery fabrics, with total sales in the
segment of $382 million. The book value of these manufacturing assets in the
segment was $92 million at the end of fiscal 2000 and $52 million at the end of
fiscal 2004. By comparison, manufacturing assets currently operating in the
upholstery fabrics segment (in the U.S.) have a total book wvalue of $1.7
million. Total segment sales for fiscal 2008 were $115.9 million, and of that
amount only $40 million represents sales of fabrics produced in the U.S. For
additional discussion of restructuring activities in the wupholstery fabrics
segment, see "Management's Discussion and Analysis of Financial Condition and
Results of Operations."

During the same time that we have been reducing our U.S. upholstery operations
in response to declining demand for U.S.-produced fabrics, we have been
aggressively expanding our operations located in China in response to increasing
demand for wupholstery products produced in that country. In 2003, we began a
strategy to link our strong customer relationships, design expertise and
production technology with low cost fabric manufacturers in China in order to
deliver enhanced value to our customers throughout the world. The operations
near Shanghai Dbegan operations in 2004 with a finishing and inspection
operation, where goods woven in China by selected outside suppliers are treated
with finishing processes and subjected to U.S. quality control measures before
being distributed to customers. In subsequent years, a variety of finished goods
(with no further finishing needed) Dbegan to be sourced through our China

5

operations, and in fiscal 2006 the operation was expanded to include a facility
where upholstery fabrics are cut and sewn 1into "kits" that are made to the
specifications of furniture manufacturing customers in the U.S. Cut and sewn
"kit" operations have become an important method for furniture producers to
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reduce production costs by moving a larger percentage of the labor component of
furniture manufacturing to lower cost environments. Other recent developments in
our China operations include the introduction of velvet fabric production,
expansion of our product development and design capabilities in China, further
strengthening of key strategic partnerships with mills, and expanded
distribution facilities. In addition, we are now expanding our marketing efforts
to sell our China products in countries other than the U.S., including the
Chinese local market. Our operations in China now include six facilities devoted
to manufacturing and distribution activities.

As our activities and opportunities in China have expanded, our strategy has not
changed. The company entered China with the view that we would take advantage of
the variety of products and lower cost environment available in China, while
still maintaining control of the "value-added" ©processes such as design,
finishing, quality control, and logistics. This strategic approach has allowed
us to limit our investment of capital in fixed assets and to lower the costs of
our products significantly, while continuing to leverage our design and

finishing expertise, 1industry knowledge and important relationships. In this
way, we maintain our ability to provide furniture manufacturers with products
from every category of fabric used to cover upholstered furniture, and to meet

continually changing consumer preferences.
Overview of Industry and Markets

Culp markets products primarily to manufacturers that operate in three principal
markets. The mattress fabrics segment supplies the bedding industry, which
produces mattress sets (mattresses, box springs, and foundations). The
upholstery fabrics segment supplies the residential and commercial furniture
industries. The residential furniture market includes upholstered furniture sold
to consumers for household use, including sofas, sleep sofas, chairs, recliners
and sectionals. The commercial furniture and fabrics market includes upholstered
office seating and modular office systems sold primarily for use in offices and
other institutional settings, and commercial textile wall covering. The
principal industries into which the company sells products are described below.

Overview of Bedding Industry
The bedding industry has experienced growth in sales in recent years, primarily

due to a relatively strong market during these years, as well as higher average
selling prices of mattresses. According to the International Sleep Products

Association (ISPA), a trade association, the U.S. wholesale bedding industry
accounted for an estimated $6.9 billion in sales in 2007, a 1.4% increase over
revised numbers for 2006. The industry 1is comprised of several hundred

manufacturers, but the largest four manufacturers accounted for more than 58% of
the total wholesale shipments 1in 2007, while the top fifteen accounted for
almost 81%. The bedding industry has averaged approximately 6% annual growth
over the past twenty years, with only one year experiencing a decline in revenue
(by 0.3% in 2001). It has proven to be a stable and mature industry. This
stability is partly due to replacement purchases, which account for an estimated
70% of bedding industry sales. During the first half of 2008, the U.S. mattress
retail environment has slowed due to weakened economic conditions brought on by
housing declines and higher energy costs.

Unlike the residential furniture industry, which has faced intense competition
from imports, the bedding industry has faced limited competition from imports.
The primary reasons for this fact include: 1) the short lead times demanded by
mattress retailers, 2) the limited inventories carried by retailers, 3) the
customized nature of each retailer's product lines, 4) high shipping costs, 5)
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the relatively low direct labor content in mattresses, and 6) strong brand
recognition.

We believe that several important demographic factors are helping to support the
bedding industry. In particular, the growth of the aging and affluent segments
of the population has a significant impact on the Dbedding industry. The
increasing size of homes and growth in the number of vacation and second homes
has played a major role in the demand for bedding in the United States. These
trends have been a factor in the size and average selling prices of mattresses
being sold in the United States. According to ISPA, while wholesale sales of

bedding increased 1.4% in 2007, the number of units sold decreased by 2.1%.
Premium and luxury mattresses have been the fastest growing category of bedding
in recent vyears, although there are signs that this trend has begun to slow

during the current economic slowdown.

While a majority of bedding sales is traditional innerspring Dbedding, several
specialty bedding producers (primarily foam and air-adjustable mattresses) have
recorded significant sales gains 1in recent vyears. According to industry
statistics, specialty bedding producers, which produce mattresses that do not
use inner spring construction, grew their sales by 10.2% in 2007. The specialty
bedding segment has provided new growth opportunities for bedding producers and
those companies that supply components, including fabric, to them.

Other key trends in the bedding industry include:

o Consumers have become increasingly aware of and are concerned with the
health benefits of better sleep. This has caused an increased focus on
the quality of bedding products and an apparent willingness on the
part of consumers to pay more for bedding. The average selling price
of mattress sets has increased 1in recent vyears, and the fastest
growing category of bedding products is premium priced mattresses.

o Mattress manufacturers are using common SKU's and less expensive
fabric for borders, which is the ticking that goes around the side of
the mattresses and box springs. Virtually all of these border fabrics
are woven damask ticking of the type we manufacture, and this trend
has caused significant pricing pressures in this category of mattress
fabric.

o The production of flame-resistant materials for bedding 1is an
increasingly important issue for bedding manufacturers. A national
standard for flame resistance 1in bedding became effective July 1,

2007.
o There is increasing popularity of knitted mattress tickings, as
opposed to woven and printed tickings. Knitted ticking was initially

used primarily on premium mattresses, but these products are now being
placed 1increasingly on mattresses at mid-range retail price points.
Knitted fabric is typically used on the top panel of a mattress, while
woven ticking remains the predominant fabric on the borders or sides
of mattress sets.

o Increasing raw material costs, especially related to steel and foam
have pressured mattress fabric profitability in 2008.

7

Overview of Residential Furniture Industry

The residential furniture industry is a mature industry, with long-term growth
rates that have been generally at or below the overall growth rate of the U.S.

10
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economy. The American Home Furnishings Alliance (AHFA), a trade association,
recently released revised data regarding the size of the U.S. residential
furniture industry. This revised data shows a slight decline in the total value
of residential furniture shipments in the U.S. over the past five years, with
sales 1in the past four vyears remaining between $21.0 and $21.7 Dbillion.
Currently, the residential furniture industry has been significantly affected by
slow economic conditions, weak housing market, high energy prices, and more
substantially by a structural shift to offshore sourcing, primarily from China,
which has led to deflation in retail furniture prices.

Key trends and issues facing the residential furniture industry include:
o The sourcing of components and fully assembled furniture from overseas

continues to play a major role in the residential furniture industry,
with sales of imported furniture growing at a faster rate than the

overall industry, although at a slowing pace. According to
Furniture/Today, an industry trade publication, imports of residential
furniture into the U.S. grew 2% in 2007, following an increase of 7%

from 2005 to 2006. By far, the largest source for these imports
continues to be China, which now accounts for approximately 55% of

total U.S. furniture imports. 1In past vyears, a large majority of
furniture imports from China were wooden "casegoods," but there has
been significant recent growth in imports of upholstered furniture
components, including upholstery fabric and "cut and sewn kits" for
furniture covers. This trend has been especially strong for leather
furniture, and it now extends to other coverings, including
microdenier suedes and the more traditional types of fabrics

manufactured by the company.

o Imports of upholstery fabric, both in roll and in "kit" form, have
increased rapidly in recent years. Fabrics entering the U.S. from
China and other low labor cost countries are resulting in increased
price competition in the upholstery fabric and upholstered furniture

markets.
o Leather and suede upholstered furniture has been gaining market share
over the last ten years. This trend has increased over the last five

years in large part because selling prices of leather furniture have
been declining significantly over this time period. We Dbelieve,
however, that the rate of increase appears to be leveling off and this
trend may be weakening.

o The residential furniture industry has been consolidating at the
manufacturing level for several years. The result of this trend is
fewer, but larger, customers for marketers of upholstery fabrics.

o In recent years, several of the nation's larger furniture
manufacturers have opened retail outlets of their own. As top
retailers shift floor space to private label imports, manufacturers
are focused on distributing their own products. In addition, furniture
marketing by "lifestyle" retailers has increased, which has increased
the number of retail outlets for residential furniture but has also
increased the reliance on private brands or private labels.

o Increasing raw material costs due to significantly higher energy
costs.

Overview of Commercial Furniture Industry

11
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The market for commercial furniture - furniture wused in offices and other
institutional settings - grew approximately 5.5% from 2006 to 2007, following a
7.4% increase the previous year. Growth during the past four years represents a
reversal of a significant decline that had occurred over the three years prior
to those. The commercial furniture industry declined significantly from 2001
through 2003, reflecting economic trends affecting businesses, which are the
ultimate customers in this industry. According to the Business and Institutional
Furniture Manufacturer's Association (BIFMA) , a trade association, the
commercial furniture market in the U.S. totaled approximately $11.4 billion in
2007 in wholesale shipments by manufacturers. Although higher than 2006, this
total still represents a significant decrease from the industry's peak of $13.3
billion in 2000.

Products

As described above, our products 1include mattress fabrics and upholstery
fabrics, which are the company's identified operating segments.

Mattress Fabrics Segment

Mattress fabrics segment sales constituted 54% of sales in fiscal 2008, and 43%
in fiscal 2007. The company has emphasized fabrics that have broad appeal at
prices generally ranging from $1.35 to $7.50 per yard. The average per yard
selling prices for fiscal 2008, 2007, and 2006 were $2.44, $2.35, and $2.26,
respectively.

Upholstery Fabrics Segment

Upholstery fabrics segment sales totaled 46% of sales for fiscal 2008, and 57%
in fiscal 2007. The company has emphasized fabrics that have broad appeal at
"good" and "better" prices, generally ranging from $2.75 to $8.00 per yard. The
average per yard selling prices for fiscal 2008, 2007, and 2006 were $4.22,
$4.18, and $4.22, respectively.

We market products in all categories of fabric that manufacturers currently use
for bedding and furniture. The following table indicates the product lines
within each segment, and a brief description of their characteristics.

Culp Fabric Categories by Segment

Mattress Fabrics

Woven Jjacquards Florals and other intricate designs. Woven on complex
looms using a variety of synthetic and natural yarns.

Prints Variety of designs produced economically by screen
printing onto a variety of base fabrics, including
jacquards, knits, poly/cotton sheeting and non-wovens.

Knitted Ticking Floral and other intricate designs produced on special-
width circular machines utilizing a variety of synthetic
and natural yarns. Knitted ticking has inherent
stretching properties and spongy softness, and conforms
well with layered foam packages.

12
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Upholstery Fabrics

Woven Jjacquards Elaborate, complex designs such as florals and
tapestries in traditional, transitional and contemporary
styles. Woven on intricate looms using a wide variety of
synthetic and natural yarns.

Woven dobbies Fabrics that use straight lines to produce geometric
designs such as plaids, stripes and solids in
traditional and country styles. Woven on less
complicated looms using a variety of weaving
constructions and primarily synthetic yarns.

Velvets Soft fabrics with a plush feel. Produced with synthetic
yarns, either by weaving or by "tufting" yarn into a
base fabric. Basic designs such as plaids in both
traditional and contemporary styles.

Suede fabrics Fabrics woven or knitted using microdenier polyester
yarns, which are piece dyed and finished, usually by
sanding. The fabrics are typically plain or small
jacquard designs, with some being printed. These are
sometimes referred to as microdenier suedes, and some
are "leather look" fabrics.

Manufacturing and Sourcing

Mattress Fabrics Segment

Our mattress fabrics segment operates two manufacturing plants, located in
Stokesdale, North Carolina and St. Jerome, Quebec, Canada. Over the past four
fiscal vyears, we made capital expenditures of approximately $16 million to
consolidate all of our production of woven Jjacquards, or damask ticking, to
these two plants and to modernize the equipment and expand capacity in these
facilities. The result has been an increase in manufacturing efficiency and a
substantial reduction in operating costs. With this new manufacturing
configuration, Jjacquard ticking is woven at both ticking plants, and printed
ticking is produced at the Stokesdale facility. Most finishing and inspection
processes for mattress fabrics are conducted at the Stokesdale plant.

In addition to the mattress fabrics we manufacture, the company has important
supply arrangements 1in place that allow us to source mattress fabric from
strategic suppliers. A sourcing arrangement with a supplier that has established
a manufacturing plant in North Carolina near our U.S. distribution facility
allows us to source knitted fabric based on designs created by Culp designers.
In addition, a portion of our woven Jjacquard fabric and knitted fabric is
obtained from a supplier located in Turkey, based on designs created by Culp
designers, and we are now sourcing certain specialty ticking products (such as
suedes and embroidered fabrics) through our China platform.

10

Upholstery Fabrics Segment

We currently operate one upholstery manufacturing facility in the U.S. and six
in China. The U.S. plant is located in Anderson, South Carolina, and mainly
produces velvet upholstery fabrics with some production of certain decorative
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fabrics.

Our upholstery manufacturing facilities in China are all located within the same
industrial area near Shanghai. At these plants, we apply strategic value-added
finishing processes to fabrics sourced from a limited number of strategic
suppliers in China, and we inspect sourced fabric there as well. In addition,
the Shanghai operations include facilities where sourced fabric is cut and sewn
to provide "kits" that are designed to be placed on specific furniture frames
designated by our customers, and we also produce velvet upholstery fabrics at
our China facilities.

A large portion of our upholstery fabric products, as well as certain elements
of our production processes, are now being sourced from outside suppliers. The
development of our facilities in China has provided a base from which to access
a variety of products, including some fabrics (such as microdenier suedes) that
are not produced anywhere within the U.S. We have found opportunities to develop
significant relationships with key overseas suppliers that allow us to source
products on a cost effective Dbasis while at the same time 1limiting our
investment of capital in manufacturing assets. The company sources unfinished
and finished fabrics from a limited number of strategic suppliers in China who
are willing to work with the company to commit significant capacity to our needs
while working with our product development team to meet the demands of our
customers. We also source a substantial portion of our yarns, both for U.S. and
China upholstery operations, through our China facilities. The remainder of our
yarn is obtained from other suppliers around the world, as we have eliminated
our internal yarn production capabilities.

Over the past several years, we have outsourced in the U.S. our fabric finishing
operations, our yarn production, and certain weaving operations, allowing us to
obtain those services on a variable Dbasis at a lower unit cost from outside
suppliers. As these developments have proceeded, we have reduced the carrying
value of our fixed assets committed to U.S. upholstery fabric manufacturing from
$32.5 million at the end of fiscal 2005 to $1.7 million at the end of fiscal
2008.

Product Design and Styling

Consumer tastes and preferences related to bedding and upholstered furniture
change over time. The use of new fabrics and designs remains an important
consideration for manufacturers to distinguish their products at retail and to
capitalize on changes in preferred colors, patterns and textures. Culp's success
is largely dependent on our ability to market fabrics with appealing designs and
patterns.

The process of developing new designs involves maintaining an awareness of broad
fashion and color trends both in the United States and internationally. The
company has developed an upholstery design and product development team (with
staff located in the U.S. and in China) that searches continually for new ideas

and for the best sources of raw materials, vyarns and fabrics, both domestic and
international. The team then develops product offerings using these ideas and
materials, taking both fashion trends and cost considerations into account, to

offer products designed to meet the needs of furniture manufacturers and
ultimately the desires of consumers. Upholstery fabric designs are introduced at
major fabric trade conferences that occur twice a year in the United States
(June and December) .

11
Mattress fabric designs are not introduced on a scheduled season. More

frequently, designs are introduced wupon customer request as they plan
introduction to their retailers. Additionally, we work <closely with our

14



Edgar Filing: CULP INC - Form 10-K

customers on new design introductions around the major markets like High Point
and Las Vegas.

Distribution

Mattress Fabrics Segment

All of our shipments of mattress fabrics originate from our manufacturing

facility 1in Stokesdale. Through arrangements with major customers and in
accordance with industry practice, we maintain a significant inventory of
mattress fabrics at our distribution facility in Stokesdale ("make to stock"),

so that products may be shipped to customers with short lead times and on a
"Just in time" basis.

Upholstery Fabrics Segment

The majority of our upholstery fabrics are marketed on a "make to order" basis
and are shipped directly from our distribution facilities in Burlington and
Shanghai. In addition, an inventory comprising a limited number of sourced
fabric patterns is held at our distribution facilities 1in Burlington and
Shanghai from which our customers can obtain fabrics on a "purchase from stock"
basis through a program known as "Culp Express." We have developed a revised
marketing strategy for our U.S.-produced upholstery products, providing
customers with very quick delivery on target products at key price points. This
program, known as "Store House," is aimed at driving higher sales volume per
fabric pattern and thus should result in improved manufacturing performance and
lower unit costs for our U.S. upholstery operations, while employing a smaller
fixed asset base.

Sources and Availability of Raw Materials

Mattress Fabrics Segment

Raw materials account for approximately 70% of mattress ticking production
costs. The mattress fabrics segment purchases synthetic yarns (polypropylene,
polyester and rayon), rayon staple fiber, certain greige (unfinished) goods,
latex adhesives, laminates, dyes and other chemicals. Most of these materials
are available from several suppliers, and prices fluctuate based on supply and
demand, the general rate of inflation, and particularly on the price of
petrochemical products. The mattress fabrics segment has generally not had
significant difficulty in obtaining raw materials.

Upholstery Fabrics Segment

Raw materials account for approximately 50%-60% of upholstery fabric
manufacturing costs for products the company manufactures. This segment

purchases synthetic yarns (pol