On June 28, 2001, Nike held an analysts’ meeting to disclose its fiscal-year 2001 results. The information is presented in Exhibit 1 and 3.1

Anna Ford, an analyst from UBS Warburg, showed her forecast that Nike is overvalued at its current share price of $42.09 if the discount rate is 12 percent (see

Exhibit 2). She had, however, done a quick sensitivity analysis that revealed Nike was undervalued at discount rates below 11.2 percent.

You are required to write a memo that estimates Nike’s cost of capital to assist Anna’s investment valuation. You can assume the effective tax rate is 38% for Nike (adding state tax of 3 percent to the US statutory tax rate). Nike debts financing includes long term debt, notes payable and current portion of long term debt. The book values of

Nike debts fairly approximate market values.
Question 1 What is your estimate of WACC? Show detailed calculation of cost of debt, cost of equity and debt/equity weights. State any necessary assumption and provide your reasoning.
Question 2 what do you recommend regarding an investment in Nike?
[image: image1.png]EXHIBIT 1
Consolidated Income Statements
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Year Ended May 31

(in millions except

per share data) 1995 1996 1997 1998 1999 2000 2001
Revenues 47608 64706 91865  955.1 8769 899SI 94888
Costof goods sold 28653 39067 SS030 60655 54935 54038 57849
Gross profit 18956 25639 36835 3486 32834 35913 37039
Selling and administrative 12098 15886 23037 26238 24266 26064 2689.7
Operating income 6858 9753 13798 8638 8568 9849 10142
Interest expense. 22 395 523 600 441 450 587
Other expense, net 17 367 23 209 215 22 341
Restructuring charge, net = = 1209 4s.1 ey —
Income before income taxes 649.9 12952 60 el 9192 9214
Income taxes 2502 3459 4994 2534 247 3400 3317
Net income 3997 5532 7958 3996 454 §79 5897
Diluted earnings per common share 136 188 268 135 157 207 216
Average shares outstanding (dilued) 2040 2936 2970 2960 285 2798 273
Growth (%)

Revenue 359 420 40 ®1 25 55
Opeating income 22 415 @14 ©8) 150 30
Netincome 384 39 (“0.8) 120 283 18
Margins (%)

Gross margin 296 0.1 365 374 399 300
Operating margin 151 150 90 98 109 107
Net margin 85 87 42 51 64 62
Effective tax rate (%)" 85 386 388 95 370 360

“The ULS. satutory tx rao was 35%. The stae ax varied yealy from 2.5% to 3.3%.
Source: Company’s 10-K SEC fiing, UBS Warburs.
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Discounted Cash Flow

Operstin income 12184 13516 15546 17170 19500 21359 24102 25548 27901 29575
Toxes 460 516 908 625 7410 1179155 9908 10602 L1219
NOPAT 7554 S0 9639 10645 12000 L3243 14943 T840 17299 18337
Capex,netof depreciation = = e e e
Change in NWC 88 (1749) (1863) (1984) (1950) (2067) (19.1) (232.3) (2462) (261.0)
Free cash flow 7641 6631 7776 8662 10140 L1176 12752 13517 14837 1,727
Terminal value 179987
Total flows TG 631 7776 8662 10W0 LIIT6 12552 13517 TABDT 19715
Prsent vale of fows 623 M6 S5 S05 5S4 62 ST68 559 5350 63005
Entrprse value 14157

s currnt outstanding deb__1.296.6

Squiy value 01191

Curten shares ustanding 2715

iy value pes share Curentshse eice: [§_4209)

Sensitvity of equity value 1o discount ra.
Discount rate Equity value
800% $7580
850 6785
900 6125
950 5568
100 5002
1050 681
100 a2
1w 20
1150 4007
1200 3121
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Consolidated Balance Sheets (in millions)

May 31,
200 2001

Assets
Current asets:
Cashand cquivalents
Accounis receivable:
Inventories
Deferred income taxes
Prepaid expenses
Total curren assets

Propersy, plant and equipment, net
Identifable intangible assets and goodwill, net
Deferred income taxs and ofher asets

Total assets

s and shareholders’eq
Current Liabiliis:

Current portion of long:-erm debt s so1 s osa
Notes payable 9242 8553
Accounts payable 5438 320
Accrued lsbiliies oLy i
Income taxes pryoble — 219

Totl curent libifties 71400 17867

Long-term debt 4703 a9

Deferred income taxes and other Habilties 1103 1022

Redeemable preferred stock 03 03

Sharcholders equi
‘Common stck, par 28
Capital inexcess of staed value. 3690
Unearned stock compensation L
Accumulated other comprehensiv income. i
Retained carnings 28870

Totl shareholders’ equity 31360

Total liabilities and sharcholders' equity 5859

Source: Company 10K SEC filng.
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Capital Market and Financial Information on or around July 5, 2001

Current yields on U.S. Treasuries Nike Historic Betas Historical Equity Risk Premiums (1926-1999)
3-month 3.59% 1996 098  Mean 5.90%
6-month 3.59% 1997 0.84
1-year 3.59% 1998 0.84  Nike Publicly Traded Debt
5-year 4.88% 1999 063  Coupon 6.75% paid annually
10-year 5.39% 2000 083 Issued 07/15/1996
20-year 5.74% YTD 06/30/00 069  Maturity 07/15/2021
Current price $95.60

Nike share price performance relative to S&P500. Current price on 5 July 2001 is $42.09

HHBIBIRB I
SE222237345028322<23°7











