


Chapter: Chapter 02: Finance in a Nutshell




Multiple Choice



1. Which of the following statements concerning value creation are true?
I. Companies create value when they earn a return on invested capital greater than their cost of capital.
II. The value of a company’s shares in the stock market equals the intrinsic value based on the company’s expectations of future performance.
III. Growth always creates value.
IV. The more a company can invest at returns above its cost of capital, the more value that it creates.
a) I and III only.
b) I and II only.
c) I, II and IV only.
d) I and IV only.

Ans: [d]
Response: [Statements II and III are false. The value of a company’s shares in the stock market equals the intrinsic value based on market’s expectations of future performance.  Growth creates value as long as the return on invested capital exceeds the cost of capital.]



2. Which of the following aspects explain Lily’s Dresses higher return on invested capital (ROIC)?
I. Price premium thanks to unique products.
II. Higher sales per square foot.
III. Lower levels of debt.
a) I and III only.
b) I, II, and III.
c) I and II only.
d) II and III only.

Ans: [c]
Response: [Lily’s Dresses had advantages in both pricing and capital efficiency. Capital structure differences do not affect a company’s ROIC.]



3. If the return on invested capital (ROIC) of a company is 15 percent, the cost of capital is 10 percent and the invested capital is $100 million, what is the company’s economic profit?
a) $15 million.
b) $5 million.
c) $10 million.
d) $25 million.

Ans: [b]
Response: [Economic profit = (ROIC-WACC)*invested capital = (15%-10%)*100=5 


True/False



4. Managers should make strategic decisions that focus on maximizing return on invested capital (ROIC) only.

Ans: [False]
Response: [While ROIC is a key metric to assess value creation (in relative terms), managers should also consider the amount of capital invested in the business in order to assess absolute value creation.]


5. If implemented properly, both discounted cash flow (DCF) and economic profit (EP) valuations should yield the same results.

[bookmark: _GoBack]Ans: [True]
Response: []






Short Answer



6. Explain why the discounted cash flow (DCF) methodology is a valuable tool to analyze the tradeoffs in short-term performance and long-term cash flow generation.

Ans: [The DCF methodology condolidates the future performance of a company into a single number, thus facilitating the comparison of different scenarios. In the case of Lily’s Dresses, the expansion case delivered a higher DCF than the base case despite having lower cash flows in the short-term.]



Multiple Choice



7. Which of the following statements are true regarding the capital markets performance?
I. The return investors earn is driven by company performance.
II. The return investors earn is driven by company performance relative to expectations.
III. It is advisable to have as high market expectations as possible.
IV. It is advisable to manage market expectations so as they are not too high or too low.
a) I and II only.
b) I, IV only.
c) II and III only.
d) II and IV only.

Ans: [d]
Response: [The return that investors earn is driven not by the performance of a company, but by its performance relative to expectations. If expectations are too high, investors will have to pay a high price for the company’s stock. Even if the company performs well, it might not be well enough for investors to earn positive returns.]





8. If an investor buys a share for $5 today, how much would it be worth in 5 years if the company performs as expected, assuming a discount rate of 10 percent?
a) $8.
b) $5.
c) $10.
d) $3.

Ans: [a]
Response: [The annualized return would equal the discount rate of the company. Value=$5*(1+0.10)^5=$8.05]



True/False



9. Retail companies that have stores that have returns on invested capital (ROICs) higher than the cost of capital should close these stores if they have lower ROICs than their other stores.

Ans: [False]
Response: [Retail companies should keep these lower-performing stores open because even though they have lower ROICs than the other stores, these lower-performing stores still have ROICs higher than the cost of capital. Thus, these stores still create additional economic profit by staying open.]



10. Investors would want to buy Lily’s Emporium stock when their intrinsic value estimate is greater than Lily’s current stock price.

Ans: [True]
Response: [The intrinsic value of Lily’s Emporium is based on the expected future cash flows of the firm, while the share price is based on what investors think the shares are worth. Investors would want to buy Lily’s stock when their intrinsic value estimate is greater than the current stock price.]



11. If Lily’s Emporium generated returns on invested capital (ROICs) above their cost of capital, this does not necessarily mean that the investor had returns above the cost of capital.

Ans: [True]
Response: [If Lily’s Emporium generated ROICs above their cost of capital, this does not necessarily mean that the investor had returns above the cost of capital, as the investor paid a price for Lily’s stock based on certain expectations about their ROIC going forward. If Lily’s did not meet these expectations, then the investor will be disappointed.]
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