CASE 15
Nike, Inc.: Cost of Capital

O July 5, 2001, Kimi Ford, a portfolio manager at NorthPoint Groop, a mutual-fund
management firm, pored over analysts” write-ups of Nike, Inc., the athletic-shoe man-
ufacturer. Nike's share price had declined significantly from the beginning of the year.
Ford was considering buying some shares for the fund she managed, the NorthPoint
Larze-Cap Fund, which invested mostly in Fortune 500 companies. with an emphasis
on value investing. Its top holdings included ExxonMobil, General Motors, McDonald’s,
3M, and other large-cap, senerally old-economy stocks. While the stock market had
declined over the last 18 months, the NorthPoint Large-Cap Fund had performed
extremely well. In 2000, the fund eamed a return of 20.7%, even as the S&P 300 fell
10.1%. At the end of June 2001, the fund’s year-to-date refurns stood at 6.4% versus
~1.3% for the S&P 500.

Omnly a week earlier, on June 28, 20001, Nike had held an analysts” meeting to dis-
close its fiscal-year 2001 results.” The meeting, however, had another purpose: Nike
manazement wanted to communicate a strategy for revitalizing the company. Since
1947, its revenues had plateawed at around 59 billion, while net income had fallen
from almost SB00 million to 35330 million (see Exhibit 1). Nike’s market share in
U.S. athletic shoes had fallen from 48%., in 1997, to 42% in 2000.” In addition, recent
supply-chain issues and the adverse effect of a strong dollar had negatively affected
revenue.

Al the meeting, management revealed plans to address both top-line growth and
operating performance. To boost revenue, the company would develop more athletic-
shoe products in the midpriced segment®—a seement that Nike had overlooked in recent
years. Mike also planned to push its apparel line, which, under the recent leadership of

"Mike's fizcal year ended in May.

*Douglis Bobson, “Iust Do . .. Something: Nike's insularity and Foot-Dirageing Have It Running in Place,”
BusinessWeek, (2 July 2001,

*Sneakers in this sepment sold for $7T0-3090 3 paic.

This case was prepared from pablicly available information by Jessica Chan, under the supervision of
Roben F. Bruner and with the assistance of Sean [ Care. The financial seppont of the Babien Institute is
gratefully acknowledped. 1t was writien as a basis for class discussion ratber than to illastrate effective or
ineffective handling of an adménistrative simation. Copyright & 2001 by the University of Virginia Darden
School Foundation, Charlogiesville, WA, All rights reserved. To orer copies, sead an e-mail fo sales@
dardenbusinesspublishing.com. Mo part of this publicalion may be reproduced, stored in @ retrieval sysiem,
wred in g spreadshesd, or transmified in any form or by ooy mears—elecironic, mechanical, phatecopyving,
recarding, or othe nwise—withom' the permission of the Dandea School Foundation. Rev. 10005
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Part Three Estimating the Cost of Capital

industry veteran Mindy Grossman.* had performed extremely well. On the cost side,
Nike would exert more effort on expense control. Finally, company executives reiter-
ated their long-term revenue-growth tareets of 8% to 10% and eamings-growth tareets
of above 15%.

Analystz" reactions were mixed. Some thought the financial tareels were (00
aggressive; others saw significant growth opportunities in apparel and in Nike’s inter-
national businesses,

Kimi Ford read all the analvsts” reports that she could find about the June 28
meeting, but the reports gave her no clear guidance: a Lehman Brothers report rec-
ommended a strong buy, while UBS Warburg and CSFB analvsts expressed misgiv-
ings about the company and recommendad a hold. Ford decided instead to develop
her own discounted cash flow forecast to come to a clearer conclusion.

Her forecast showed that, at a discount rate of 12%, Mike was overvalued at its
current share price of 54200 (Exhibit 2). However, she had done a quick sensitivity
analysis that revealed Nike was undervalued at discount rates below 11.17%. Because
she was about o o into a mesting, she asked her new assistant, Joanna Cohen, to
estimate MNike's cost of capital.

Cohen immediately cathered all the data she thought she might nead (Exhibits 1
through 47 and began to work on her analysis. At the end of the day, Cohen submit-
ted her cost-of-capital estimate and a memo (Exhibit 5) explaining her assumptions
o Ford.

*Mindy Grossman joined Nike in September 2008, She was the former president and chief executive of
Jones Apparel Group’s Polo Jeans division
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EXHIBIT 1 | Consolidated Income Statemeants

Year Ended May 31
(in millions of dodlars except
per-share data) 1005 1006 1047 gheih] 1049 2000 2044
Rewvenues $4760B S54706 %9165 995534 S8F769 S800G4 S94ARB
Ciost of goods sold 2A653 30067 55030 60655 54035 5.403.8 5.7B4.9
Gross profit 18956 25830 36835 346876 3,2834 35043 37039
Selling and administra e 12098 {15886 23017 26238 24366 2.606.4 26807
Operating income 685.8 a7e.3 1,379.8 8638 BL6.8 og4.9 1,014.2
Interest expenes 242 g5 523 600 dd 1 4510 BR.T
Oither expense, net 1.7 6.7 323 208 215 232 4.1
Restructuring change, net — — — 1208 45.1 (2.5} —
Income before income taxes 649.9 gga.d1 14,2052 G530 Ta6A o192 0214
Income taxss 2502 34549 409.4 263.4 204.7 401 3.7
Met income 5 3997 § 5532 § 7Vo5B § 3006 § 4514 0§ ETD4 5 BEOT
Diluted eamings per

common share 51.36 5188 52 6B §1.35 8157 s2.07 52 18
fAvarage shares

outstanding (diluted) 204.0 2936 207.0 20810 28T 5 2ros 2733
Growth (%)
Rewanue 3549 4210 4.0 (8.1} 25 b5
Ciperating incoms 423 415 (ar.4) (0.8} 150 3.0
Met income 8.4 435 (49.8) 130 283 18
Margins (%)
Giross margin 398 40.1 365 ar4 309 390
Ciperating margin 151 150 oo DB 109 107
M=t margin 8.5 a7 42 | 6.4 6.2
Effective tax rate (9%)° a5 386 368 305 aro 3610

“The LS. statutory tax rale was 35%. The stale tax varied yearty from 2.6% o 3.5%.
Sources of data: Company fling with the Securities and Exchange Commisskon (SEC), UBS Warburg.
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EXHIBIT 2 | Discounted Cash Flow Analysis

2002 2003 204 2005 2006 2007 2008 2009 210 Foul |

Bssumptions:
Revenua growih (%) 7.0 65 65 65 6.0 6.0 6.0 60 6.0 6.0
COGS'sales (%) E0.0 600 BB BB Ea.0 Ea.0 BBS 585 58.0 B0
BGEAMAles (%) 4.0 275 270 265 28.0 256 260 250 260 260
Tax rate %) 28.0 2890 8.0 8.0 4.0 a0 380 380 a0 8.0
Current assaiesales (%) 2.0 3e0 3a.0 |80 2.0 3o apa aeo a0 ¢ =i
Curmeni llabillies'sakas [%) 1.6 115 116 116 .6 16 11.5 115 1156 116
Yeary sapreciation and

capey equal aach other.
Cost of capital (%) 12.00
Terminal vake growtn

rate (%) 2.00
Discounted Cash Flow in millons of dolars except per-shars datz)
Opearating Income % 1.2184 %3516 $1.554.6 $1.717.0 $1,980.0 $213589 £24102 $25548 2701 E205TS
Taxes 463.0 5136 500.8 6625 7410 Bi1.7 69 groa 10802 11,1239
NOPAT ThS.4 a3.0 9618 106845 1,780 13243 14843 158840 17289 18337
Capex, net of depreciation — — — — — — — — — —
Changs In NWE 6.8 (1749) (1863) (196.4) (195.0) (P067) (PIOM) ([PI2D) (RMEF (261.0)
Frae cash fiow TE4A B863.1 TiT.6 #8882 1,40 141786 12762 13617 14837 156727
Terminal value 17,9983
Total iows: TE4A 8631 776 #8882 140 111786 12762 13517 144837 1856710
Fresant value of ows ¥ 6823 § 5246 § G636 § SB06 § 6754 ¥ GGEZ2 ¥ BTEE ¥ B4BS § B3RD M2
Enierprise valus E11.415.4
Less: cument outstandng

mabt £ 12086
Equity valus £10,118.8
Curmant sharss

cutstanding ]
Equity value persnare  [§ 37.37 CLITEN Share price:

Ddscount rate
BD0%
B.BO%
B0
BLBO%.

10L00%
10L60%
11.00%
11.47%
11.50%
12.00%

Senaltivity of equity valus to discount Fte:

Equity valus

5

7580
6785
68126
55.68
092
4681
4322
4209
4007
aaT

‘Source: Case wiilers analysis.
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EXHIBIT 3 | Consclidated Balance Sheets

As of May 31,
(in millions of dallars) 2000 2004
Asssts
Current assets:
Cash and equivalents § 2543 % 3040
Accounts receivable 1,560.4 16214
Inventories 1.446.0 14241
Defermed income taxes 1115 1133
Prepaid expenses 215.2 1625
Total current asssts 3.506.4 35253
Property, plant and equipment, net 15834 16188
|dentifiable intangible assets and goodwill, net 4409 3073
Dieferred income taxes and other azsets 266.2 i7B.2
Tatal assets §5.856.0 $5.8106
Liabilities and shareholders’ eguity
Curment liabilities:
Current portion of long-term debt § 501 ] 5.4
Notes payabls g24.2 8553
Accounts payabls L4338 432.0
Accrued liabilities 621.9 4721
Income taxes payable — 219
Total current liabiliies 2,140.0 1.7BE.T
Long-term debi 4703 4359
Defered income taxes and other liabilities 1103 022
Redeemable prefemsed stock 0.3 0.3
Sharsholdars’ equity:
Common stock, par 28 28
Capital in excess of stated valus 3690 4504
Unearned siock compensation (11.7) (9.9)
Accumulated other comprehensive incoms (111.1) {152.1)
Retained samings 2BET.O 31843
Tofal shareholders” aquity 3,436.0 3484 5
Total liabilities and shareholders’ equity §5,856.0 §5.810.6

Source of data: Compeny Ting with the Securitias and Exchanpe Commission (SEC).
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Case 15 Nike, Inc.: Cost of Capital il |

EXHIBIT 5 | Joanna Cohen's Analysis

T K.imi Ford

FROM: Joanna Cohen
DATE: July &, 2001
SUBJECT: Miks's cost of capital

Based on the following assumptions, my estimate of Mike's cost of capital is 8.4%:

I. Single or Multiple Costs of Capital?

The first question that | considered was whether to use single or mulliple costs of capital, given that MNike has
mulfiple business segments. Aside from footwear, which makss up 62% of its revenue, Nike also sells apparsl
(30% of revenue) #hat complemenis its foohwear products. In addiion, Mike sells sport balls, imepieces, eye-
wear, skates, bate, and other equipment designed for sports activities. Equipment products account for 3.8% of
ite revenue. Finally, Miks also salls some non-Mike-branded products such as Cole Haan dress and casual
foobwear, and ice ekates, skate blades, hockey sficks, hockey jerseys, and other producis under the Bauer
trademark. Mon-Mike brands accountad for 4 5% of revenue.

| asked my=slf whether Nike's business segments had difisrent enowgh riska from each other fo warrant
different costs of capital. Were their profiles really difierent? | concluded that it was only the Cole Haan line that
was somewhat differant; the rest were all sports-related businesses. Since Cole Haan makeas up only a tiny
fraction of revenuss, howswver, | did mot think that it was necessary to compute a separate cost of capital. As for
the apparel and footwear lines, they are sold through the same marketing and distribution channels and are
often marksted in other collections of similar designs. Since | belisve they face the same rigk factors, | decided
o compute only one cost of capital for the whole company.

Il. Methodology for Calculating the Cost of Capital: WACC
Since Nike is funded with both debt and equity, | usad the WACC method (weighted-average cost of capital).
Basad on the latest available balance shest, debt as a proportion of fotal capitzsl makes up 27 .0% and eguity
accounts for T3.0%:

Capital Sourcas Book Values (in millions)
Diebd

Current portion of long-termdebt & 54

Muotes payable B55.3

Lomg-term debt 4359

51,2066 = 27.0% of total capital
Equity §3.4045 = T3.0% of tofal capital
Il Cost of Debt

My estimaie of Miks's cost of debtis 4.3%_ | amived at this estimate by taking tofal interest exgpense for the year
2004 and dividing it by the compamy's averages debt balance.! The rate is lower than Treasury yields, but that is
because Miks raised a portion of ite funding needs through Japaness yen notes, which camy rates between
2.0% and 4.3%.

After adjusting for tax, the cost of debt comes out 1o 2.7%. | used a tax rafe of 38% which | obizined
by adding state taxes of 3% to the L5, statutory tax rate. Historically, Mike's state taxss hewve ranged from
2.5% to 3.5%.

Debt balances as of May 31, 2000 and 2001, ware $1,444 8 milllon and 1.208.6 milllon, respacively.
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EXHIBIT 5 | (continued)

IV. Cosat of Equity
| estimafed the cost of equity using the capital-asset-pricing model (CAPM). Other mefhods, such a5 the
dividend-discount model (DDM) and the sarnings-capitalization ratio, can be used to estimaie e cost of equity.
In my opinion, however, the CAPM is the supsrior method.

My estimate of Mike's cost of equity is 10.5%. | used the cument yisld on 20-year Treasury bonds as my
risk-free rate, and the compound averags premium of the market over Treasury bonds (5.9%) as my risk pre-

mium. For beda, | took the average of Nike's betas from 1996 to the present.
Putting it All Together
Imputting 2l my assumptions into the WACC formula, my estimate of Nike's cost of capital is B.4%.
WACC = Kyl —1) = OfiD + E) + K, = EAD + E)
= 2.T% x 27.0% + 10.5% = T3.0%
= B4%




