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NIKE, INC.: COST OF CAPITAL

On July 5, 2001, Kimi Ford, a portfolio manager at NorthPoint Group, a\mutual fund

management firm, pored over analyst write-ups of Nike, Inc., the athleti™s

500 fell 10.1 percent. The fund’s year-to-date refufns a
percent versus the S&P 500’s minus 7.3 percent.
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On the cost side, Nike would exert more
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effort on expense control. Finally, company executives reiterated their long-term revenue
growth targets of 8-10 percent, and earnings growth targets of above 15 percent.

Analyst reactions were mixed. Some thought the financial targets to be too aggressive;
others saw significant growth opportunities in apparel and in Nike’s international businesses.

Kimi Ford read all the analyst reports that she could find about the June\28\meeting, but
while UBS Warburg and CSFB analysts expressed misgivings

recommended a ‘Hold’. Kimi decided instead to develop her own ( xforecast

current share price of $42.09 (see Exhibit 2).

analysis that revealed Nike was undervalued at discg
about to go into a meeting, she requested her ne
cost of capital.

Joanna immediately gathered
through 4) and set out to work on he§
capital estimate and a memo (Exhib



Year Ended May 31
(In millions except per share data)

Revenues

Cost of goods sold

Gross profit

Selling and administrative
Operating income
Interest expense

Other expense, net
Restructuring charge, net
Income before income taxes
Income taxes

Net income

Diluted earnings per common share
Average shares outstanding (diluted)

Growth (%)
Revenue
Operating income
Net income

Margins (%)
Gross margin
Operating margin
Net margin

Effective ¥ax ratg
*The U.S. statuQry ta

Source: Company's N)
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Exhibit 1
NIKE, INC.: COST OF CAPITAL

Consolidated Income Statements
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1995 1996 1997 1998 2000 2001
4760.8  6,470.6  9,186.5  9,553.1 \776. 95.1 9,488.8
28653 39067  5503.0  6865.5C \5,4%3. 8 57849
1,895.6  2,563.9  3,683.5 48%6 V32834 39 3,703.9
1,209.8 1,588.6  2303(7 26 24266 26064  2.689.7
685.8 975.3 1,379\8 863. 6.8 984.9  1,014.2
24.2 39.5 : 4 45.0 58.7
11.7 36.7 33 5 23.2 34.1

- - / 1299 45.1 (2.5) -
649.9 899.1 95.2 3.0 746.1 919.2 921.4
250.2 N45.9 499 4 T\253.4 294.7 340.1 331.7
3997 5532 \795.8—  B99.6 451.4 579.1 589.7
2.68 1.35 1.57 2.07 2.16
297.0 296.0 287.5 279.8 273.3
35.9 42.0 4.0 (8.1) 2.5 5.5
) 415 (37.4) (0.8) 15.0 3.0
38.4 43.9 (49.8) 13.0 28.3 1.8
39.6 40.1 36.5 37.4 39.9 39.0
15.1 15.0 9.0 9.8 10.9 10.7
8.5 8.7 42 5.1 6.4 6.2
38.5 38.6 38.8 39.5 37.0 36.0

ate was 35%. The state tax varied yearly from 2.5% to 3.5%.

-K SEC filing, UBS Warburg
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Exhibit 2
NIKE, INC.: COST OF CAPITAL

Discounted Cash Flow Analysis

2002 2003 2004 2005 2006 2007 2008 010 2011
Assumptions:

Revenue growth (%) 7.0 6.5 6.5 6.5 6.0 6.0
COGS/Sales (%) 60.0 60.0 59.5 59.5 59.0 58.0
S&A/Sales (%) 28.0 275 27.0 26.5 26.0 25.0
Tax rate (%) 38.0 38.0 38.0 38.0 38.0 38.0
Current assets/Sales (%) 38.0 38.0 38.0 38.0 38.0 38.0
Current liabilities/Sales (%) 11.5 11.5 11.5 11.5 11.5 11.5
Yearly depreciation and capex equal each other.

Cost of capital (%) 12.0

Terminal value growth rate (%) 3.0

Discounted Cash Flow
Operating income 1,218.4 1,351.6 1,554.6 1,717 1,950.0 ,554/48 2,790.1 2,957.5
Taxes 463.0 513.6 590.8 6525 970.8 1,060.2 1,123.9

NOPAT 755.4 838.0 9639  1,064) 2001, 3N 14943 ] 15840 17299 18337
Capex, net of depreciation - - - -
Change in NWC 88 (1749) 198\ D0 ﬂ o on3y a2 @60
Free cash flow 764.1 663.1 /77 6 > 866.2 \Q@O\)l 17. \ 12752 13517 14837 15727

Terminal value 17,998.7

Total flows 764.1 663 .¢ 866.2 1,012 1, 117 1,275.2 1,351.7 1,483.7  19,571.5
550.5 575.4 576.8 545.9 535.0 6,301.5

Present value of flows 682.3

Enterprise value 11,415.7
Less: current outstanding debt 1,296.6
Equity value 10,19.1
Current shares outstanding /’%\1.5
Equity value per share at 12% [s 37.2%]

Currel\ shard price:

Note=Aermingl value is estimated using the
constant growth model:

Sensitivity of equity value to
discount rate:

Discount rate quity value
TV =FCF, * (1 + Terminal value growth rate)

WACC - g

//g,

TV =$1.572.7 * (1.03)
12% - 3%
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Exhibit 3
NIKE, INC.: COST OF CAPITAL

Consolidated Balance Sheets

As of
(In millions)

Assets
Current Assets:
Cash and equivalents
Accounts receivable
Inventories
Deferred income taxes
Prepaid expenses
Total current assets

Property, plant and equipment, ne
Identifiable intangible assets apd good
Deferred income taxes and ofher assets
Total assets

1,618.8

3973
. 178.2
$ 5,856.9 $ 5,819.6

A1, net

Liabilities and gharehold
Current Liabiktiess
$ 50.1 $ 54

924.2 855.3

543.8 432.0

621.9 472.1

- 21.9

2,140.0 1,786.7

470.3 435.9

110.3 102.2

0.3 0.3

ders' equity:

bmmon stock, par 2.8 2.8

(Zapital in excess of stated value 369.0 459.4
Unearned stock compensation (11.7) 9.9
Accumulated other comprehensive income (111.1) (152.1)

Retained earnings 2,887.0 3,194.3

Total shareholders' equity 3,136.0 3,494.5

Total liabilities and shareholders' equity $ 5,856.9 $ 5,819.6

Source: Company 10-K SEC filing.



Current yields on U.S. Treasuries

3-month 3.59%
6-month 3.59%
1-year 3.59%
S-year 4.88%
10-year 5.39%
20-year 5.74%

Historical Equity Risk Premiums (1926-1999)
Geometric mean 5.90%
Arithmetic mean 7.50%

Current Yield on Publicly Traded Nike Debt*

Coupon 6.75% paid semi-annually
Issued 07/15/96

Maturity 07/15/21

Current Price $ 9560

Nike Historic Betas
1996
1997
1998
1999
2000
YTD 06/30/00

Average
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Exhibit 4

NIKE, INC.: COST OF CAPITAL

Capital Market and Financial Information
On or Around July 5, 2001

Nike Share Price Performance Relatife to S 002

January 2000 to July 5, 2001
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S

Nikle share price on July 5, 2001:

tvidend History and Forecasts

Paymt Dates
1997
1998
1999
2000
2001

$ 42.09
31-Mar 30-Jun 30-Sep 31-Dec
0.10 0.10 0.10 0.10
0.12 0.12 0.12 0.12
0.12 0.12 0.12 0.12
0.12 0.12 0.12 0.12
0.12 0.12

Value Line Forecast of Dividend Growth from '98-00 to '04-'06:

5.50%

Total
0.40
0.48
0.48
0.48
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Exhibit 5
NIKE, INC.: COST OF CAPITAL

Joanna’s Analysis

TO: Kimi Ford
FROM: Joanna Cohen
DATE: July 6, 2001

SUBJECT:  Nike’s Cost of Capital
Based on the following assumptions, my estimate o 1 is\8.4 percent:

I. Single or Multiple Costs of Capital?

The first question I considered was W
Nike has multiple business segp
snue) that complement its footwear products.

dwear, skates, bats, and other equipment
designed for sports activigs. :
Nike also sells somg'non<Nike brandedh\produdts such as Cole-Haan dress and casual footwear,

cost of capital £0r the whole company.
Methodology for Calculating the Cost of Capital: WACC
Since Nike is funded with both debt and equity, I used the Weighted Average Cost of Capital

(WACC) method. Based on the latest available balance sheet, debt as a proportion of total
capital makes up 27.0 percent and equity accounts for 73.0 percent:
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Exhibit 5 (continued)

Capital sources Book Values
Debt
Current portion of
long-term debt $ 5.4
Notes payable 855.3
Long-term debt 4359
$1,296.6 = 27.0% of tg pita
Equity $3,494.5 = 73.0% of total capital
Cost of Debt
My estimate of Nike’s cost of debt is 4.3 percenf. estijnate by taking total

rate is lower than Treasury yields but thagAs ecause\Nikg rais portion of its funding needs
through Japanese yen notes, which cargy rates N ; 4.3 percent.

After adjusting for tax, the cost of L to 2.7 percent I used a tax rate of 38 percent
which I obtained by addlng st
Nike’ {

Inputting all my assumptions into the WACC formula, my estimate of Nike’s cost of capital is
8.4 percent.

WACC =K, (1-t) * D/(D+E) + K. * E/(D+E)
=27% * 27.0% + 10.5% * 73.0%
= 8.4%

! Debt balances as of May 31, 2000 and 2001 were $1,444.6 and $1,296.6 respectively.



