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QUESTION 1

All of the following are inventory carrying costs, except: 

A. Insurance. 

B. Opportunity cost on inventory investment. 

C. Obsolescence and spoilage. 

D. Inspections. 

Correct Answer: D 

Choice "d" is correct. Inspections. Inspections are part of order costs, not carrying costs. Choices "a" and "c" are
incorrect. Inventory carrying costs include all costs associated with warehousing (storing) inventory (e.g., storage,
insurance, obsolescence, and spoilage associated with holding inventory). Choice "b" is incorrect. The economic cost of
holding inventory includes the implicit (opportunity) cost of foregoing a return on the money invested in inventory. 

 

QUESTION 2

Which of the following statements is correct regarding both debt and common shares of a corporation? 

A. Common shares represent an ownership interest in the corporation, but debt holders do not have an ownership
interest. 

B. Common shareholders and debt holders have an ownership interest in the corporation. 

C. Common shares typically have a fixed maturity date, but debt does not. 

D. Common shares have a higher priority on liquidation than debt. 

Correct Answer: A 

Choice "a" is correct. Common shares represent an investment in the corporation whereby the common 

shareholder becomes a part owner of the corporation. A debt holder is a creditor of the corporation. The 

corporation has borrowed money from the debt holder and promises to repay at a later date. A debt holder 

is not an owner of the corporation. 

Choice "b" is incorrect. Unlike a common shareholder, a debt holder does not have an ownership interest 

in the corporation. 

Choice "c" is incorrect. Common shares do not have a fixed maturity date, but debt securities do. This 

answer is backwards. 

Choice "d" is incorrect. Upon liquidation of a corporation, the creditors of the corporation are paid first. 

After the creditors are paid, the shareholders are paid on a pro rata basis. Thus, debt holders (creditors) 
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have a higher priority than stockholders. 

 

QUESTION 3

Harry, Betty, and Jim decide to form a hair salon business. Betty and Jim agree to equally manage the business and
have agreed to accept full personal liability for obligations of the business. Harry contributes money to help them get
started. Harry does not want any personal liability but does want access to the books and records and to share in the
profits. They have all agreed that unanimous consent is needed to transfer their ownership interests. Assume any
necessary filings have been made. What type of business entity best reflects the terms of their agreement? The three
have formed: 

A. A limited partnership. 

B. A limited liability company. 

C. A general partnership. 

D. A corporation. 

Correct Answer: A 

Choice "a" is correct. A limited partnership best reflects the terms of the parties\\' agreement. A limited partnership has
one or more general partners and one or more limited partners. The general partners are personally liable for
partnership obligations and run the business (such as Betty and Jim agreed). A limited partner does not have personal
liability for partnership obligations and does not take part in management; however, limited partners have a right to
inspect partnership books and records relevant to their interest. Thus, a limited partnership has the attributes that Harry
agreed to. Finally, all partners must unanimously consent to a transfer of an ownership interest in a limited partnership,
as the parties agreed here. Thus, a limited partnership best reflects the agreement of the parties. Choice "b" is incorrect.
Members of a limited liability company are not personally liable for the company\\'s debt. (They may agree otherwise,
but this is not a general attribute of a limited liability company.) Because the facts say Betty and Jim each agreed to
have full personal liability, a limited liability company does not best reflect the parties\\' agreement. Choice "c" is
incorrect. All partners are personally liable for all obligations of a general partnership. Because the facts say Harry did
not accept personal liability, the agreement does not reflect a general partnership. Choice "d" is incorrect. Corporate
shareholders generally are not liable for the corporation\\'s obligations. (They may agree otherwise, but this is not a
basic attribute of a corporation.) As the facts say Betty and Jim share full personal liability, the agreement does not
reflect a corporation. 

 

QUESTION 4

Which one of the following factors might cause a firm to increase the debt in its financial structure? 

A. An increase in the corporate income tax rate. 

B. Increased economic uncertainty. 

C. An increase in the price/earnings ratio. 

D. A decrease in the times interest earned ratio. 

Correct Answer: A 

Choice "a" is correct. An increase in the corporate income tax rate might cause a firm to increase the debt in its financial
structure because interest is tax deductible, while dividends are paid after-tax. Choice "b" is incorrect. Increased
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economic uncertainty would cause a firm to decrease debt (and interest cost). Choice "c" is incorrect. An increase in the
price/earnings ratio would encourage the issuance of equity rather than debt. Choice "d" is incorrect. A decrease in the
times interest earned ratio indicates that earnings have declined compared with interest, and that more debt would be
unwise (and more difficult to negotiate). 

 

QUESTION 5

Which of the following inputs would be most beneficial to consider when management is developing the capital budget? 

A. Supply/demand for the company\\'s products. 

B. Current product sales prices and costs. 

C. Wage trends. 

D. Profit center equipment requests. 

Correct Answer: D 

Choice "d" is correct. In developing its capital budget, management would find the employee input associated with
equipment requests from various profit centers most helpful. Departmental requests, appropriately justified, would
provide key insights into the capital requirements of the business that are not otherwise known. Choice "a" is incorrect.
Supply and demand for company products is a crucial strategic input in forecasting the future capital requirements.
Current year capital budgeting would not benefit as directly from this information, however, as profit center equipment
requests. Choice "b" is incorrect. Current product sales prices and costs represent operating data most relevant to
operating rather than capital budgeting. Choice "c" is incorrect. Wage trends represent operating data most relevant to
operating than capital budgeting. 

Comments: Some people have questioned why the answer is not choice "a." However, the answer to the question is
very clear. The question really is what are the best (most beneficial to consider) inputs to a capital budget. The "supply
and demand for the company\\'s products" is very indirect. The demand for the company\\'s products may or may not
result in the company spending any capital money because the demand may be able to be satisfied with the current
capital equipment. But, equipment requests, if approved, will most likely result in spending money (assuming that the
money in the budget is actually spent) and thus should go into the capital budget. The supply and demand might affect
future capital budgets if the demand is not able to be satisfied with the current capital equipment. But the question asks
for the best inputs for presumably the current capital budget. 

 

QUESTION 6

Net present value as used in investment decision-making is stated in terms of which of the following options? 

A. Net income. 

B. Earnings before interest, taxes, and depreciation. 

C. Earnings before interest and taxes. 

D. Cash flow. 

Correct Answer: D 

Choice "d" is correct. Net present value, like most capital budgeting techniques, focuses on cash flow. Cash flow is a
pure measure of financial performance that isolates relevant information for decision making. The amount of cash the
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firm takes in and pays out for an investment affects the amount of cash the firm has available for operations and other
activities. Choice "a" is incorrect. Net present value focuses on cash flows. Net income distorts financial results useful
for capital budgeting decisions with non-cash items, such as depreciation, as well as with sunk costs. Choice "b" is
incorrect. Net present value focuses on cash flows. Earnings before interest, taxes, and depreciation often approximates
cash flow but still distorts financial results with earnings rather than the cash flow data most useful for capital budgeting.
Choice "c" is incorrect. Net present value focuses on cash flows. Earnings before interest and taxes distort financial
results with non-cash data (depreciation) as well as earnings data rather than the cash flow data most useful for capital
budgeting. 

 

QUESTION 7

Youngsten Electric is contemplating new projects for the next year that will require $30,000,000 of new financing. In
keeping with its capital structure, Youngsten plans to use debt and equity financing as follows: 

*

 Issue $10,000,000 of 20-year bonds at a price of 101.5, with a coupon of 10%, and flotation costs of 2.5% of par value. 

*

 Use internal funds generated from earnings of $20,000,000. 

The equity market is expected to earn 15%. U.S. treasury bonds currently are yielding 9%. The beta coefficient for
Youngsten\\'s common stock is estimated to be .8. Youngsten is subject to a 40% corporate income tax rate. Youngsten
has a price/earnings ratio of 10, a constant dividend payout ratio of 40%, and an expected growth rate of 12%. An
analysis of Youngsten\\'s planned equity financing using Capital Asset Pricing Model (or Security Market Line) would
incorporate only the: 

A. Expected market earnings, the current U.S. Treasury bond yield, and the beta coefficient. 

B. Expected market earnings and the price\\' earnings ratio. 

C. Current U.S. Treasury bond yield, the price/earnings ratio, and the beta coefficient. 

D. Current U.S. Treasury bond yield and the dividend payout ratio. 

Correct Answer: A 

 

Choice "a" is correct. The capital asset pricing model formula is: 

R = RF + B (RM-RF) 

Where: 

R = Required return rate on equity 

RF = Risk free rate earned on U.S. treasury bonds. 

B = Beta coefficient 

RM = Expected market return (earnings). 

Choices "b", "c", and "d" are incorrect, per the above Explanation. 
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QUESTION 8

In 1992, Anchor, Chain, and Hook created ACH Associates, a general partnership. The partners orally agreed that they
would work full time for the partnership and would distribute profits based on their capital contributions. Anchor
contributed $5,000; Chain $10,000; and Hook $15,000. For the year ended December 31, 1993, ACH Associates had
profits of $60,000 that were distributed to the partners. During 1994, ACH Associates was operating at a loss. In
September 1994, the partnership dissolved. In October 1994, Hook contracted in writing with Ace Automobile Co. to
purchase a car for the partnership. Hook had previously purchased cars from Ace Automobile Co. for use by ACH
Associates partners. ACH Associates did not honor the contract with Ace Automobile Co. and Ace Automobile Co. sued
the partnership and the individual partners. 

A. Ace Automobile Co. would lose a suit brought against ACH Associates because Hook, as a general partner, has no
authority to bind the partnership. 

B. Ace Automobile Co. would win a suit brought against ACH Associates because Hook\\'s authority continues during
dissolution. 

Correct Answer: B 

Choice "b" is correct. A partner\\'s authority to bind the partnership continues after dissolution to persons who have
extended credit to the partnership previously and who are without notice of the dissolution. The facts state that Hook
had previously purchased cars for the partnership from Ace, and presumably the purchases were on credit. Since
nothing in the facts indicates that Ace was given notice of the dissolution, the partnership will be bound. 

 

QUESTION 9

In which type of business entity is the entire ownership interest most freely transferable? 

A. General partnership. 

B. Limited partnership. 

C. Corporation. 

D. Limited liability company. 

Correct Answer: C 

Choice "c" is correct. Among the business entities listed, entire ownership interests are most freely transferable in a
corporation. Unless transferability is restricted by contract (restricted shares or voting trusts or voting agreements), there
are no restrictions on the sale of corporate stock (the common stock represents the stockholders\\' ownership interest).
The right to transfer ownership interests freely is one of the advantages of the corporate form of business. Choice "a" is
incorrect. A general partner in a general partnership may assign his or her right to receive profits or surplus. A general
partner cannot assign his interest and confer partnership status on the assignee without unanimous consent of all other
partners. Choice "b" is incorrect. Both general partners and limited partners in a limited partnership may assign the right
to receive profits and surplus. Neither general nor limited partners can confer general or limited partnership status on
the assignee without the unanimous consent of all general and all limited partners. Choice "d" is incorrect. In most
states, limited liability company (LLC) members may not sell and confer ownership interest without the consent of all
LLC members. 

 

QUESTION 10
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Formation of which of the following types of business does not require the filing of documents with the state? 

A. Option A 

B. Option B 

C. Option C D. Option D 

Correct Answer: C 

Choice "c" is correct. A sole proprietorship can be formed without filing with the state. Formation of either a 

corporation or a limited partnership requires a filing. 

Choices "a", "b", and "d" are incorrect per the above. 

 

QUESTION 11

When the overall price level is rising, nominal interest rates tend to be: 

A. Unaffected by changes in the price level. 

B. Falling. 

C. Rising. 

D. None of the above. 

Correct Answer: C 

Choice "c" is correct. The relationship between nominal interest rates and inflation can be seen by rearranging the
equation for real interest rates as follows: Nominal Interest Rate = Real Interest Rate + Inflation Thus, if real interest
rates do not change, a 1% increase in the inflation rate will lead to a 1% increase in nominal interest rates. 

 

QUESTION 12
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Additional Data 

•

 The long-term debt was originally issued at par ($1,000/bond) and is currently trading at $1,250 per bond. 

•

 Martin Corporation can now issue debt at 150 basis points over U.S. treasury bonds. 

•

 The current risk-free rate (U.S. treasury bonds) is 7 percent. 

•

 Martin\\'s common stock is currently selling at $32 per share. 

•

 The expected market return is currently 15 percent. 

•

 The beta value for Martin is 1.25. 
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•

 Martin\\'s effective corporate income tax rate is 40 percent. 

Using the Capital Asset Pricing Model (CAPM), Corporation\\'s current cost of common equity is: 

A. 10.00 percent. 

B. 15.00 percent. 

C. 17.00 percent. 

D. 18.75 percent. 

Correct Answer: C 

Choice "c" is correct. 17.00 percent. Using the CAPM model, Martin\\'s current cost of common equity would 

be: 

Cost of equity = Capital risk free rate + Beta (market rate - risk free rate) 

Cost of equity = 7% + 1.25 (15% - 7%) 

Cost of equity = 7% + 1.25 (8%) 

Cost of equity = 7% + 10% 

Cost of equity = 17% 

 

QUESTION 13

Eugene Entrepreneur developed his waste collections and disposal business from one truck 20 years ago to a fleet of
2,000 trucks serving an entire region today. Gene is looking to retire and knows that he cannot find a suitable buyer for
the entire business. Gene has developed a series of short range plans with his senior management group that include
generous bonuses, funded in part by deferred repair and maintenance expenses and prior earnings, sales of business
segments where possible or transfers of assets to the counties and municipalities that had engaged the waste collection
and disposal service. Gene has frozen all new capital investment. The mission that Eugene Entrepreneur has mapped
out for his company can best be described as: 

A. Build. 

B. Hold. 

C. Harvest. 

D. Sunset. 

Correct Answer: C 

Choice "c" is correct. Eugene Entrepreneur has mapped out a harvest mission for his company. As Gene retires and
pulls assets and value from the company, he is clearly taking a short-term view toward reaping immediate benefit.
Choice "a" is incorrect. A "build" mission anticipates that the business is positioned to expand markets or market share
and is characterized by a long-term view that promotes investment. Choice "b" is incorrect. A "hold" mission
contemplates that the business is trying to hold on to current market share and is characterized by appropriate
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investment and competitive positioning. Choice "d" is incorrect. The term "sunset" mission is a distracter. 

 

QUESTION 14

Which of the following actions may be taken by a corporation\\'s board of directors without stockholder approval? 

A. Purchasing substantially all of the assets of another corporation. 

B. Selling substantially all of the corporation\\'s assets. 

C. Dissolving the corporation. 

D. Amending the articles of incorporation. 

Correct Answer: A 

Choice "a" is correct. Purchasing substantially all the assets of another corporation does not require approval of the
buyer\\'s stockholders. Such a transaction would be relatively insignificant if a large corporation purchased substantially
all the assets of a much smaller corporation. Choice "b" is incorrect. Selling substantially all of the corporation\\'s assets
is considered to be a fundamental change to the corporation\\'s structure that requires approval by a majority of the
shareholders following the board of directors\\' approval. Choice "c" is incorrect. Dissolving the corporation is considered
to be a fundamental change to the corporation\\'s structure that requires approval by a majority of the shareholders
following the board of directors\\' approval. Choice "d" is incorrect. Amending the articles of incorporation is considered
to be a fundamental change to the corporation\\'s structure that requires approval by a majority of the shareholders
following the board of directors\\' approval. 

 

QUESTION 15

White, Grey, and Fox formed a limited partnership. White is the general partner and Grey and Fox are the limited
partners. Each agreed to contribute $200,000. Grey and Fox each contributed $200,000 in cash while White contributed
$150,000 in cash and $50,000 worth of services already rendered. After two years, the partnership is insolvent. The fair
market value of the assets of the partnership is $150,000 and the liabilities total $275,000. The partners have made no
withdrawals. Unless otherwise provided in the certificate of limited partnership, which of the following is correct if Fox
assigns her interest in the partnership to Barr and only White consents to Barr\\'s admission as a limited partner? 

A. Barr will not become a substituted limited partner unless Grey also consents. 

B. Barr will have the right to inspect the partnership\\'s books. 

C. The partnership will be dissolved. 

D. Barr will become a substituted limited partner because White, as general partner, consented. 

Correct Answer: A 

Choice "a" is correct. In the absence of an agreement between all partners, the assignment of a partner\\'s interest does
not make the assignee a substitute partner; it merely transfers the assignor\\'s rights to distributions to the assignee.
Choice "b" is incorrect. Absent an agreement among the partners otherwise, an assignment of an interest in a
partnership is merely an assignment of the assignor\\'s rights to receive distributions from the partnership and does not
give the assignee any right to inspect the partnership\\'s books. Choice "c" is incorrect. Absent an agreement among the
partners otherwise, an assignment of an interest in a partnership is merely an assignment of the assignor\\'s rights to
receive distributions from the partnership; it does not make the assignee a new partner. Since there is no change in who
is a partner, there is no dissolution. Choice "d" is incorrect. All partners must agree to make someone a partner, not just
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the general partner. 
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