Jimma University
COllege of Business and Economics
Department of Accounting and Finance
Financial management I and II

Contact: ztariku212@agmail.com

Answer and brief explanation
1. Answer: c) To maximize shareholder wealth

Explanation: The goal of financial management is to maximize the return on investment
for shareholders.

2. Answer: a) Financial management focuses on managing funds, while accounting
focuses on tracking and reporting financial information

Explanation: Financial management is concerned with making financial decisions that
maximize shareholder wealth, while accounting is concerned with recording, classifying,
and reporting financial transactions.

3. Answer: b) Financing decision

Explanation: The financing decision involves determining the appropriate mix of debt
and equity to finance the firm's operations.

4. Answer: a) Increase the cost of borrowing

Explanation: Higher interest rates will make it more expensive for companies to borrow
money.

5. Answer: a) Investment decision

Explanation: The investment decision involves determining the best allocation of
resources to long-term assets that will generate the highest return over time, and is critical
to the long-term success of the company.

6. Answer: c. Financial decisions

Explanation: The financial decision involves determining the appropriate mix of
debt and equity financing for the firm.

7. Answer: c. It does not require repayment of principal or interest
Explanation: Equity financing does not require repayment of principal or interest and
does not involve the same risk as debt financing.

8. Answer: c. It helps them make better decisions regarding financing and investments
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Explanation: Financial management is important for businesses as it helps them
make better decisions regarding financing and investments, ultimately leading to
increased shareholder value.

Answer: d. Current ratio

Explanation: The current ratio measures a company's ability to pay its short-term
obligations

Answer: d. The company is profitable but relies heavily on debt

Explanation: A low ROA means that the company is not efficient in utilizing its
assets, while a high ROE means that the company is generating a high rate of return
on its equity, which could be due to heavy reliance on debt financing.

Answer: b. A marketplace where stocks and bonds are traded

Explanation: Financial markets refer to markets where financial instruments such as
stocks and bonds are traded.

Answer: a. Primary markets deal with new securities, while secondary markets deal
with already issued securities.

Explanation: The primary market involves the issuance of new securities, while the
secondary market involves trading already-issued securities.

. Answer: d. An increase in interest rates causes bond prices to fall.

Explanation: Bond prices move inversely to interest rates. When interest rates go up,
bond prices go down.

Answer: d. Manufacturing companies

Explanation: Manufacturers are not financial institutions.

Answer: c. Stock market

Explanation: The stock market is the most important financial market for the
allocation of capital as it allows companies to raise equity capital for growth and
investment.

Answer: c. Money market

Explanation: The money market is used for short-term borrowing and lending,
typically for periods of less than a year.

Answer: b. Selecting long-term investments that match corporate objectives
Explanation: Capital budgeting involves making long-term investment decisions that
align with a company's strategic objectives.

Answer: c. Debt financing involves interest payments, while equity financing does
not.

Explanation: Debt financing involves interest payments and repayment of the
principal, while equity financing does not require interest payments and does not need
to be repaid.

Answer: b. The company is highly leveraged.

Explanation: A high debt-to-equity ratio indicates that the company relies heavily on
debt for its financing.

Answer: c. Market trends

Explanation: Market trends are not typically considered in capital budgeting
decisions.

Answer: c. Managing a company's daily operations
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Explanation: Working capital management involves managing a company's short-
term assets and liabilities to ensure its daily operations run smoothly.

Answer: b. IRR is a measure of a project's profitability, while NPV takes into account
the time value of money.

Explanation: Net present value (NPV) takes into account the time value of money
and calculates a project's profitability in monetary terms, while internal rate of return
(IRR) is a measure of a project's profitability that takes into account the time value of
money.

Answer: c. Increases risk and decreases return

Explanation: Financial leverage, such as borrowing to finance investments, increases
a company's risk and decreases its return potential.

Answer: a. Shareholder wealth maximization focuses on long-term value creation,
while profit maximization is concerned with short-term profits.

Explanation: Shareholder wealth maximization is focused on creating long-term
value for shareholders, while profit maximization is concerned with maximizing
profits in the short-term.

Answer: c. Investing in a new technology that is expected to yield long-term benefits
Explanation: Investing in new technology that is expected to yield long-term benefits
is a decision that could increase shareholder value.

Answer: c. The goal of maximizing shareholder value aligns with the efficient
markets hypothesis because it assumes that stock prices reflect all available
information.

Explanation: The efficient markets hypothesis suggests that stock prices reflect all
available information, aligning with the goal of maximizing shareholder value which
assumes that maximizing shareholder value requires maximizing stock prices through
value-adding decisions.

Answer: c. A partnership offers limited liability protection for its owners, while an
LLC offers more extensive liability protection.

Explanation: Partnerships offer some liability protection to the owners, but LLCs
offer more extensive protection, which is similar to that of a corporation.

Answer: b. Sole proprietorship

Explanation: Sole proprietorships offer complete control to the owner, without the
need to share decision-making with others.

Answer: b. To understand the company's financial health and performance
Explanation: The primary purpose of financial analysis is to gain insight into the
company's financial performance and health.

Answer: b. Analyze a company's past financial statements to identify trends over time
Explanation: A trend analysis aims to identify trends in a company's financial
statements over time and use it to evaluate performance.

Answer: c. Current ratio

Explanation: The current ratio measures a company's ability to meet its short-term
obligations, making it useful for evaluating liquidity.

Answer: b. By analyzing the company's operating margin
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Explanation: The operating margin reflects the proportion of revenue that remains
available for operating expenses, making it a useful metric for evaluating profitability.
Answer: a. Ratio analysis

Explanation: Ratio analysis allows you to compare a company's financial
performance to industry averages and identify potential areas for improvement.
Answer: c. Liquidity ratios evaluate a company's ability to meet short-term
obligations, while profitability ratios evaluate a company's earnings and ability to
generate a profit.

Explanation: Liquidity ratios evaluate a company's ability to meet its short-term
obligations, while profitability ratios evaluate a company's earnings and ability to
generate a profit.

Answer: d. Comparative analysis

Explanation: Comparative analysis compares the financial performance of multiple
companies in the same industry or market, making it useful for identifying investment
opportunities.

Answer: c. To evaluate the company's historical financial performance

Explanation: Trend analysis evaluates a company's historical financial performance
and identifies trends over time, allowing for better evaluation of company
performance.

Answer: a. Ratio analysis

Explanation: Ratio analysis provides a quick overview of a company's financial
health and can be used to compare its performance to that of industry peers, making it
a useful tool for evaluating overall financial health.

Answer: b. To analyze a company's financial health and performance

Explanation: A financial ratio is used to analyze a company's financial health and
performance.

. Answer: b. To determine the liquidity of a company

Explanation: The current ratio is used to measure a company's liquidity, which is its
ability to pay its short-term debts.

Answer: b. The company is highly leveraged

Explanation: A debt-to-equity ratio of 2.5 indicates that the company has more debt
than equity, making it highly leveraged.

Answer: a. The profitability of a company

Explanation: The gross margin ratio measures a company's profitability by indicating
the percent of revenue that remains after subtracting the cost of goods sold.

Answer: b. Identification of weaknesses and strengths in the company's financial
health over time

Explanation: A trend analysis of a company's financial ratios can be used to identify
weaknesses and strengths in the company's financial health over time.

Answer: c. To assess a company's ability to meet its short-term obligations
Explanation: A liquidity ratio is used to assess a company's ability to meet its short-
term obligations.

Answer: a. The current ratio includes inventory in its calculation, while the quick
ratio does not.



45.

46.

47.

48.

49.

50

51.

52.

53.

54.

55.

56.

57.

Explanation: The current ratio includes inventory in its calculation, while the quick
ratio does not and only includes assets that can be quickly converted into cash.
Answer: b. By comparing its current assets to its current liabilities

Explanation: The current ratio is calculated by dividing a company's current assets
by its current liabilities, which provides a measurement of its short-term liquidity.
Answer: c. The company has the ability to pay its short-term debts

Explanation: A current ratio of 1.5 indicates that a company has the ability to pay its
short-term debts, as its current assets are 1.5 times its current liabilities.

Answer: a. By comparing it to the industry average

Explanation: To determine if a company's quick ratio is too low, you would compare
it to the industry average for quick ratios.

Answer: c. To measure a company's short-term liquidity

Explanation: The current ratio is used to measure a company's short-term liquidity,
which is its ability to meet its short-term obligations.

Answer: d. 2.0

Explanation: The current ratio is calculated by dividing current assets by current
liabilities. In this case, the ratio is 2.0:1.

. Answer: b. To measure a company's short-term liquidity

Explanation: The acid test ratio, also known as the quick ratio, is used to measure a
company's short-term liquidity, which is its ability to meet its short-term obligations.
Answer: c. 2.3

Explanation: The acid test ratio is calculated by dividing current assets minus
inventory by current liabilities. In this case, the ratio is (100,000 - 30,000) / 50,000 =
2.3:1.

Answer: b. The company is experiencing financial difficulties

Explanation: An acid test ratio of 0.8 indicates that a company may have difficulty
meeting its short-term obligations and may be experiencing financial difficulties.
Answer: b. The inventory turnover ratio measures how quickly inventory is sold,
while the receivables turnover ratio measures how quickly receivables are collected.
Explanation: The inventory turnover ratio measures how quickly inventory is sold,
while the receivables turnover ratio measures how quickly receivables are collected
from customers.

Answer: b. By dividing its revenue by its total assets

Explanation: The asset turnover ratio is calculated by dividing a company's revenue
by its total assets, which provides a measure of its efficiency in generating revenue
from its assets.

Answer: c. The company is experiencing financial difficulties

Explanation: A low receivables turnover ratio indicates that a company may be
experiencing financial difficulties, as it suggests that it is not efficiently collecting
receivables from customers.

Answer: a. By comparing it to the industry average

Explanation: To determine if a company's inventory turnover ratio is too low, you
would compare it to the industry average for inventory turnover ratios.

Answer: c. To measure a company's level of debt
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Explanation: Leverage ratios are used to measure a company's level of debt and its
ability to meet its long-term obligations.

Answer: b. The debt-to-assets ratio measures a company's level of debt, while the
debt-to-equity ratio measures its long-term solvency.

Explanation: The debt-to-assets ratio measures the proportion of a company's assets
that are financed with debt, while the debt-to-equity ratio measures the relative
contributions of debt and equity to a company's capital structure.

Answer: b. By dividing its earnings before interest and taxes by its interest expense
Explanation: The interest coverage ratio is calculated by dividing a company's
earnings before interest and taxes by its interest expense, which provides a measure of
its ability to service its interest payments on its debt.

Answer: d. The company has a high level of financial risk

Explanation: A high debt-to-equity ratio indicates that a company has a high level of
financial risk, as it suggests that it may be reliant on debt to finance its operations.
Answer: a. By comparing it to the industry average

Explanation: To determine if a company's debt-to-assets ratio is too high, you would
compare it to the industry average for debt-to-assets ratios.

Answer: c. To evaluate the profitability of a company

Explanation: Profitability ratios are used to evaluate a company's profitability and its
ability to generate profits from its operations.

Answer: b. ROA measures a company's profitability, while ROE measures its
efficiency.

Explanation: ROA measures how much profit a company generates relative to its
assets, while ROE measures how much profit a company generates relative to its
equity.

Answer: c. By dividing its gross profit by its revenue

Explanation: The gross profit margin is calculated by dividing a company's gross
profit by its revenue, which provides a measure of its profitability after accounting for
the cost of goods sold.

Answer: b. The company is inefficient in managing its costs

Explanation: A low net profit margin indicates that a company may be inefficient in
managing its costs and operating expenses, which can negatively impact its
profitability.

Answer: a. By comparing it to the industry average

Explanation: To determine if a company's ROI is too low, you would compare it to
the industry average for ROI.

Answer: b. Net profit margin

Explanation: The net profit margin is calculated by dividing net income by revenue
and measures how much profit a company generates per dollar of revenue.

Answer: b. Gross profit includes the cost of goods sold, while net profit includes all
expenses.

Explanation: Gross profit is revenue minus the cost of goods sold, while net profit is
revenue minus all expenses.

Answer: d. To assess a company's market value and investor confidence
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Explanation: Market value ratios are used to evaluate a company's market value and
investor confidence.

Answer: a. P/E ratio measures the price of a stock relative to its earnings, while EPS
measures the total earnings of a company.

Explanation: P/E ratio measures the price of a stock relative to its earnings per share,
while EPS measures the total earnings of a company.

Answer: a. By dividing its market capitalization by its book value

Explanation: The P/B ratio is calculated by dividing a company's market
capitalization by its book value and provides a measure of how the market values a
company relative to its book value.

Answer: b. The company is generating high profits

Explanation: A high P/S ratio indicates that investors are willing to pay a premium
for the company's sales, which can suggest that the company is generating high
profits.

Answer: a. By comparing it to the industry average

Explanation: To determine if a company's market capitalization is too high, you
would compare it to the industry average for market capitalizations.

Answer: a. The company is generating more profits with less equity

Explanation: ROE measures how much profit a company generates relative to its
equity, and a higher ROE indicates that the company is generating more profits with
less equity.

. Answer: b. By dividing its total liabilities by its total assets

Explanation: The debt-to-total assets ratio is calculated by dividing a company's total
liabilities by its total assets and provides a measure of the company's level of debt
relative to its assets.

Answer: c. The company is inefficient in managing its costs and expenses
Explanation: The gross profit margin measures a company's profitability after
accounting for the cost of goods sold, and a low gross profit margin suggests that the
company may be inefficient in managing its costs and expenses.

Answer: a. By comparing it to the industry average

Explanation: To determine whether a company's ROA is high or low compared to a
similar company, you would compare it to the industry average for ROA.

Answer: c. Different industries have different levels of profitability

Explanation: Financial ratios may not be directly comparable for companies in
different industries because different industries have different levels of profitability
and may use different accounting standards.

Answer: d. All of the above

Explanation: Financial statements may not reflect a company's true financial health if
the company manipulates its financial statements, uses different accounting methods,
or has hidden liabilities or assets that are not accurately reflected in the statements.
Answer: d. All of the above

Explanation: Financial ratios may lead to incorrect conclusions about a company's
financial health if they do not reflect long-term trends, focus on short-term metrics, or
fail to account for differences between companies.
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Answer: a. Investing allows money to grow over time due to compound interest
Explanation: Investing allows money to grow over time due to the effects of
compound interest, which takes advantage of the time value of money.

Answer: a. By multiplying the present value by the interest rate and the number of
periods

Explanation: The future value of a lump sum investment can be calculated by
multiplying the present value by the interest rate and the number of periods.

Answer: a. The time horizon, interest rate, and compounding frequency

Explanation: The present value of an investment is affected by the time horizon,
interest rate, and compounding frequency because these factors have an impact on the
potential future value of the investment.

Answer: c. By calculating the net present value of the investment

Explanation: The net present value takes into account both the potential earnings
from the investment and the time value of money, which allows for a more
comprehensive evaluation of the investment's potential value.

Answer: a. The amount of money you will have in the future if you invest a single
amount today

Explanation: The future value of a single amount is the amount of money you will
have in the future if you invest a single amount today and earn a specified rate of
return over a given period of time.

Answer: a. Higher interest rates lead to a higher future value

Explanation: Higher interest rates lead to a higher future value because a higher rate
of return will result in more earnings and a higher end balance.

Answer:b. FV=PVx (1 +1r)/Nt

Explanation: The future value of a single amount with annual compounding is
calculated by multiplying the present value by one plus the interest rate raised to the
number of periods.

Answer: a. An increase in the time to maturity would increase the future value
Explanation: Increasing the time to maturity would allow more time for interest to
compound, resulting in a higher future value.

. Answer: b. By comparing the future values of each investment

Explanation: To evaluate which investment is a better choice in the future, you
would compare the future values of each investment, which takes into account both
the timeframe and the rate of return for each investment.

Answer: a. The current value of a future amount of money

Explanation: The present value of a single amount is the current value of a future
amount of money, taking into account the time value of money and the rate of return.
Answer: b. A higher discount rate leads to a lower present value

Explanation: A higher discount rate results in a lower present value because the rate
of return required to justify an investment at a higher discount rate is larger.

Answer: c. PV =FV /(1 +1/n) A nt

Explanation: The present value of a single amount with monthly compounding is
calculated by dividing the future value by one plus the interest rate divided by the
number of compounding periods raised to the total number of compounding periods.



93. Answer: a. A decrease in the interest rate would increase the present value
Explanation: A decrease in the interest rate would result in a higher present value
because a lower discount rate would require a smaller return on investment to justify
the investment.

94. Answer: a. By comparing the net present value of each option
Explanation: To evaluate whether it is better to receive a lump sum payment today or
a series of payments in the future, you would compare the net present value of each
option, which takes into account the time value of money and the discount rate.

95. Answer: a. The amount of money you will have in the future if you invest a series of
equal payments today
Explanation: The future value of an annuity is the amount of money you will have in
the future if you make a series of equal payments and earn a specified rate of return
over a given period of time.

96. Answer: b. An annuity is invested for a longer period of time than a single amount
Explanation: An annuity is invested for a longer period of time than a single amount,
allowing for more time for interest to compound and resulting in a higher future
value.

97. Answer: a. FV=PMTx [(1+1r)An-1]/r
Explanation: The future value of an annuity with monthly payments is calculated by
multiplying the periodic payment by the value of the annuity factor, which is [(1 + 1) A
n-1]/r.

98. Answer: a. A longer annuity period would increase the future value
Explanation: A longer annuity period would increase the future value because there
is more time for interest to compound.

99. Answer: a By comparing the future values of each option

100. Answer: c. A series of equal payments made at regular intervals
Explanation: An annuity is a series of equal payments made at regular intervals over
a specified time period.

101. Answer: a. A simple annuity begins payments immediately, while a deferred
annuity begins payments at a later date
Explanation: A simple annuity begins payments immediately, while a deferred
annuity starts payments at a later date.

102. Answer: b. A higher interest rate would increase the present value
Explanation: A higher interest rate would increase the present value because a higher
rate of return can justify a larger present value due to compounded interest.

103. Answer: b. An annuity that pays equal payments for the rest of one's life
Explanation: A perpetuity annuity is an annuity that pays equal payments for the
remainder of one's life.

104. Answer: b. An annuity that delays payments until a future date
Explanation: A deferred annuity is an annuity that starts payments at a later date.

105. Answer: a. PV =PMT /r



Explanation: The present value of a perpetuity annuity is calculated by dividing the
periodic payment by the interest rate.

106. Answer: d. By evaluating the risk tolerance of the investor
Explanation: The choice between a variable annuity and a fixed annuity depends on
the investor's risk tolerance, as variable annuities are subject to market fluctuations
and fixed annuities offer a lower risk reward.

107. Answer: d. By evaluating the investor's life expectancy
Explanation: A term certain annuity offers payment for a specified period of time
while a life annuity offers payment for the remainder of one's life, thus

108. Answer: a. The annual interest rate quoted by a financial institution before
factoring in compounding
Explanation: The nominal rate is the annual interest rate quoted by a financial
institution before factoring in compounding.

109. Answer: a. The annual interest rate after factoring in compounding
Explanation: The effective annual rate is the annual interest rate after factoring in
compounding.

110. Answer: c. EAR=(1+1/4)N4
Explanation: The effective annual rate with quarterly compounding is calculated by
raising 1 plus the quoted nominal rate divided by the number of compounding periods
to the power of the number of compounding periods.

111. Answer: d. By comparing the effective annual rate of each investment
Explanation: The effective annual rate takes into account both the nominal rate and
compounding frequency, allowing for a more accurate comparison between
investments.

112. Answer: d. By comparing the effective annual rate of each loan
Explanation: The effective annual rate takes into account both the nominal rate and
compounding frequency, allowing for a more accurate comparison between loans.

113. Answer: a. Losses due to negative market movements
Explanation: Financial risk refers to the possibility of losing money due to negative
market movements.

114. Answer: a. A measure of market risk
Explanation: Beta is a measure of a stock's market risk, representing the stock's
volatility in relation to the overall market.

115. Answer: a. The higher the risk, the higher the potential return
Explanation: The risk-return tradeoff in finance states that higher risk investments
offer the potential for higher returns, while lower risk investments offer lower
potential returns.

116. Answer: a. By multiplying the investment's potential returns by its probability
of occurring
Explanation: The expected return is calculated by multiplying the potential returns of
an investment by the probability of each return occurring, and summing the results.

117. Answer: b. By dividing the sum of the squared differences between each
potential return and the expected return by the number of potential returns minus one



Explanation: The variance of an investment's returns is calculated by finding the
difference between each potential return and the expected return, squaring the
differences, and dividing the sum by the number of potential returns minus one.

118. Answer: a. By calculating the standard deviation of the portfolio's returns
Explanation: The standard deviation of a portfolio's returns is a measure of the
volatility of the portfolio, and can be used to evaluate the risk of the portfolio.

119. Answer: a. A collection of investments
Explanation: A portfolio in finance is a collection of investments held by an
individual or institution.

120. Answer: d. All of the above
Explanation: Diversification in portfolio management refers to spreading investments
across different asset classes, countries, and industries to reduce risk.

121. Answer: a. By multiplying the weights of each investment in the portfolio by
their expected returns and summing the results
Explanation: The expected return of a portfolio is calculated by multiplying the
weights of each investment in the portfolio by their expected returns, and summing
the results.

122. Answer: b. By calculating the standard deviation of the returns of each
investment in the portfolio
Explanation: The standard deviation of the returns of each investment in the portfolio
is a measure of the volatility of the portfolio, and can be used to evaluate the risk of
the portfolio.

123. Answer: b. By comparing the standard deviation of the returns of the portfolio
and the benchmark index
Explanation: The standard deviation of the returns of the portfolio and the
benchmark index can be used to compare their relative risk-adjusted performance.

124. Answer: b. The proportion of each investment in a portfolio
Explanation: Portfolio weight refers to the proportion of each investment in a
portfolio, typically measured as a percentage of the total value of the portfolio.

125. Answer: b. By dividing the value of each investment by the total value of the
portfolio
Explanation: Portfolio weight is calculated by dividing the value of each investment
in the portfolio by the total value of the portfolio.

126. Answer: b. 50%

Explanation: The weight of the stocks in the portfolio is calculated by dividing the
value of the stocks by the total value of the portfolio: $50,000/$100,000 = 0.5 or 50%.

127. Answer: c. By adjusting both the buying and selling of investments
Explanation: To rebalance a portfolio, both the buying and selling of investments
would need to be adjusted in order to bring the weights back into alignment with the
desired allocation.

128. Answer: a. By comparing the portfolio's returns to a benchmark index
Explanation: The effectiveness of a portfolio's weights can be evaluated by
comparing the portfolio's returns to a benchmark index, ensuring that it is performing
as well or better than a comparable index.



129. Answer: b. The average of the potential returns of each investment in the
portfolio
Explanation: Portfolio expected return is the average of the potential returns of each
investment in the portfolio, weighted by their portfolio weight.

130. Answer: d. By weighting the expected returns of each investment by their
portfolio weight and summing the results
Explanation: The expected return of a portfolio is calculated by weighting the
expected returns of each individual investment in the portfolio by their portfolio
weight, and summing the results.

131. Answer: b. 8%

Explanation: The expected return of the portfolio is calculated by weighting the
expected returns of the stock and bond investments by their portfolio weight and
summing the results: (0.75 x 0.10) + (0.25 x 0.05) = 0.08 or 8%.

132. Answer: c. It would increase
Explanation: If the expected return of one of the investments in a portfolio increases,
the overall expected return of the portfolio would also increase, assuming that the
portfolio weight of that investment remains constant.

133. Answer: d. By comparing the portfolio's actual returns to its expected returns
over the same time period
Explanation: The performance of a portfolio's expected returns over time can be
evaluated by comparing the portfolio's actual returns to its expected returns over the
same time period, to determine whether the portfolio is meeting or exceeding its
expected performance.

134. Answer: b. By the weighted average of the volatility of each investment in the
portfolio
Explanation: Portfolio risk is typically measured by the weighted average of the
volatility of each investment in the portfolio, taking into account their portfolio
weight.

135. Answer: b. Risk that affects the overall market or economy
Explanation: Systematic risk in portfolio management refers to risk that affects the
overall market or economy, as opposed to risk that is specific to an individual
investment.

136. Answer: c. By adjusting both the buying and selling of investments
Explanation: To manage risk in a portfolio, both the buying and selling of
investments would need to be adjusted in order to bring the weights back into
alignment with the desired risk profile.

137. Answer: c. By comparing their standard deviations
Explanation: The standard deviation of the returns of each portfolio can be used to
compare their relative risk levels.

138. Answer: d. All of the above
Explanation: Diversification in portfolio management refers to spreading investments
across different asset classes, countries, and industries to reduce risk.

139. Answer: c. By reducing the correlation between the returns of the investments
in the portfolio



Explanation: Diversification reduces portfolio risk by reducing the correlation
between the returns of the investments in the portfolio, so that if one investment
performs poorly, the others may perform better.

140. Answer: b. By removing the existing investments from that industry and
replacing them with investments from a different industry
Explanation: To diversify a portfolio that is heavily weighted towards a single
industry, existing investments from that industry would need to be removed and
replaced with investments from a different industry to spread the risk across different
sectors.

141. Answer: d. By analyzing the correlation between the returns of the
investments in the portfolio
Explanation: The correlation between the returns of the investments in a portfolio
can be analyzed to evaluate the diversification of the portfolio and determine if the
investments are spread across different sectors.

142. Answer: b. By comparing the portfolio's risk-adjusted returns to a benchmark
index
Explanation: The effectiveness of diversification in a portfolio can be evaluated by
comparing the portfolio's risk-adjusted returns to a benchmark index, to ensure that
the portfolio is achieving comparable returns with lower risk exposure.

143. Answer: b. Risk that is specific to an individual investment
Explanation: Unsystematic risk in portfolio management refers to risk that is specific
to an individual investment, as opposed to risk that affects the overall market or
economy.

144. Answer: d. By spreading the investments across different individual
investments
Explanation: Diversification helps reduce unsystematic risk by spreading the
investments across different individual investments, so that if one investment
performs poorly, the others may perform better.

145. Answer: d. By removing the existing shares and replacing them with shares of
a different stock in a different industry
Explanation: To diversify a portfolio that is heavily weighted towards a single stock,
the existing shares of that stock should be removed and replaced with shares of a
different stock in a different industry to spread the risk across different sectors.

146. Answer: d. By analyzing the volatility and correlation between the returns of
the individual investments in the portfolio
Explanation: The volatility and correlation between the returns of the individual
investments in a portfolio can be analyzed to evaluate the unsystematic risk of the
portfolio and determine if the investments are spread across different sectors.

147. Answer: b. By comparing the portfolio's risk-adjusted returns to a benchmark
index
Explanation: The effectiveness of diversification in reducing unsystematic risk can
be evaluated by comparing the portfolio's risk-adjusted returns to a benchmark index,



to ensure that the portfolio is achieving comparable returns with lower risk exposure
due to diversification.

148. Answer: a. Risk that affects the overall market or economy
Explanation: Systematic risk in portfolio management refers to risk that affects the
overall market or economy, as opposed to risk that is specific to an individual
investment.

149. Answer: c. The rate of return required by investors to invest in a company
Explanation: The cost of capital is the rate of return that investors require to invest in
a company or project.

150. Answer: a. By adding the risk-free rate to the equity risk premium
Explanation: The cost of equity is calculated by adding the risk-free rate to the equity
risk premium, which is a measure of the additional return investors require for
investing in the equity of a company compared to investing in a risk-free asset.

151. Answer: b. By estimating the average interest rate of the company's
outstanding debt
Explanation: The cost of debt for a company can be estimated by calculating the
average interest rate of the company's outstanding debt.

152. Answer: b. It would lead the company to decrease its investments in riskier
projects
Explanation: An increase in a company's cost of capital would increase the minimum
required rate of return for investment projects, making riskier projects less attractive
and leading the company to decrease its investments in such projects.

153. Answer: b. By comparing the company's cost of capital to the average cost of
capital for its industry
Explanation: The effectiveness of a company's cost of capital can be evaluated by
comparing it to the average cost of capital for its industry, to determine if the
company is achieving a competitive rate of return for its investors.

154. Answer: c. The interest rate paid by the company on its outstanding debt
Explanation: The cost of debt is the interest rate paid by the company on its
outstanding debt.

155. Answer: a. The cost of debt is typically lower than the cost of equity.
Explanation: The cost of debt is typically lower than the cost of equity because debt
financing is considered less risky than equity financing.

156. Answer: a. By multiplying the before-tax cost of debt by the company's tax
rate
Explanation: The after-tax cost of debt is calculated by multiplying the before-tax
cost of debt by the company's tax rate, reflecting the tax deduction for interest
payments.

157. Answer: b. It would decrease the company's net income
Explanation: An increase in a company's cost of debt would increase its interest
expense, which would decrease the company's net income.

158. Answer: b. By comparing the company's cost of debt to the cost of debt for its
industry



Explanation: The effectiveness of a company's cost of debt can be evaluated by
comparing it to the cost of debt for its industry, to determine if the company's interest
rate is competitive with similar companies.

159. Answer: b. The rate of return required by investors to invest in a company's
preferred stock
Explanation: The cost of preferred stock is the rate of return required by investors to
invest in a company's preferred stock.

160. Answer: b. By dividing the preferred stock's annual dividend by its net present
value
Explanation: The cost of preferred stock is calculated by dividing the preferred
stock's annual dividend by its net present value, taking into account the time value of
money.

161. Answer: a. It would decrease the company's net income
Explanation: An increase in a company's cost of preferred stock would increase its
preferred dividend payments, which would decrease the company's net income.

162. Answer: a. By comparing the dividend yield on preferred stock to the interest
rate on the company's debt
Explanation: The cost of preferred stock can be compared to the cost of debt by
comparing the dividend yield on preferred stock to the interest rate on the company's
debt.

163. Answer: a. By comparing the cost of preferred stock to the cost of debt

164. Answer: a. The rate of return required by stockholders to invest in a
company's common stock
Explanation: The cost of common equity capital is the rate of return required by
stockholders to invest in a company's common stock.

165. Answer: b. By multiplying the current dividend per share by the expected rate
of dividend growth
Explanation: The cost of common equity can be calculated using the dividend growth
model by multiplying the current dividend per share by the expected rate of dividend
growth.

166. Answer: a. By decreasing the expected rate of dividend growth
Explanation: The dividend growth model can be adjusted to account for an increase
in the risk associated with a company's common stock by decreasing the expected rate
of dividend growth to reflect a higher required rate of return for investors.

167. Answer: a. It would increase the weighted average cost of capital
Explanation: An increase in a company's cost of common equity would increase its
weighted average cost of capital as the required rate of return for equity holders would
be higher.

168. Answer: c. The opportunity cost of using retained earnings for new
investment projects
Explanation: The cost of retained earnings is the opportunity cost of using retained
earnings for new investment projects, rather than distributing them as dividends to
shareholders or using them to pay off debt.



169. Answer: a. By adding the risk-free rate to the company's beta multiplied by
the market risk premium
Explanation: The cost of retained earnings can be calculated using the CAPM model
by adding the risk-free rate to the company's beta multiplied by the market risk
premium.

170. Answer: c. By using a higher market risk premium
Explanation: The CAPM model can be adjusted to account for an increase in the risk
associated with a company's retained earnings by using a higher market risk premium
to reflect the additional risk associated with retaining earnings rather than distributing
them to shareholders.

171. Answer: b. It would lead the company to invest in less risky projects
Explanation: An increase in a company's cost of retained earnings would increase the
required rate of return for new investment projects and lead the company to invest in
less risky projects to meet that required rate of return.

172. Answer: a. The average rate of return required by all investors in a company's
equity and debt
Explanation: The WACC is the average rate of return required by all investors in a
company's equity and debt, weighted according to the proportion of each in the
company's capital structure.

173. Answer: c. By multiplying the cost of preferred stock by the weight of
preferred stock, the cost of debt by the weight of debt, and the cost of common equity
by the weight of common equity
Explanation: The WACC is calculated by adding the cost of each source of financing
(preferred stock, debt, and common equity) multiplied by its weight in the company's
capital structure.

174. Answer: b. By increasing the cost of capital for equity financing
Explanation: The WACC can be adjusted to account for an increase in the risk
associated with a new project by increasing the cost of capital for equity financing to
reflect the additional risk associated with the project.

175. Answer: a. It would increase the overall WACC
Explanation: An increase in a company's cost of debt would increase its weighted
cost of capital for debt financing, increasing the overall WACC.

176. Answer: b. The process of identifying and evaluating potential investment
opportunities
Explanation: Capital budgeting is the process of identifying and evaluating potential
investment opportunities to determine which projects are worth pursuing.

177. Answer: a. By comparing the present value of expected future cash inflows to
the present value of expected future cash outflows
Explanation: The net present value (NPV) method is used in capital budgeting by
comparing the present value of expected future cash inflows to the present value of
expected future cash outflows to determine if a project is financially viable.

178. Answer: a. By dividing the initial investment by the expected annual cash
inflow



Explanation: The payback period for a capital budgeting project is determined by
dividing the initial investment by the expected annual cash inflow until the initial
investment is recovered.

179. Answer: b. It would decrease the project's NPV
Explanation: An increase in the discount rate used in the NPV method would
increase the present value of future cash outflows, decreasing the project's NPV.

180. Answer: d. By comparing the net present value of the new project to the net
present value of existing projects

181. Answer: c. The amount of time it takes for a project to recover its initial
investment
Explanation: The payback period in capital budgeting is the amount of time it takes
for a project to recover its initial investment.

182. Answer: d. By calculating the discount rate that makes the net present value
equal to zero
Explanation: The internal rate of return (IRR) method is used in capital budgeting by
calculating the discount rate that makes the net present value equal to zero.

183. Answer: a. By dividing the present value of expected future cash inflows by
the initial investment
Explanation: The profitability index is calculated by dividing the present value of
expected future cash inflows by the initial investment.

184. Answer: a. By choosing the project with the highest net present value
Explanation: When choosing between two capital budgeting projects with different
investment amounts and net present values using the NPV method, the company
would choose the project with the highest net present value, as this provides the
maximum amount of value to the company.

185. Answer: d. NPV = Present value of cash inflows - Total cash outflows
Explanation: Net Present Value (NPV) is calculated by subtracting the present value
of future cash outflows from the present value of future cash inflows.

186. Answer: b. NPV decreases
Explanation: A higher discount rate increases the present value of future cash
outflows, therefore decreasing the NPV.

187. Answer: c. $30,000
Explanation: The formula for calculating NPV is NPV = Total Present Value of Cash
Inflows - Total Present Value of Cash Outflows. In this example: PV of cash inflows
= $40,000 x 3.791 = $151,640; PV of initial investment = $100,000. So, NPV =
$151,640 - $100,000 = $51,640.

188. Answer: c. Calculate the NPV of each proposal and compare them
Explanation: Companies evaluate potential investment proposals to determine which
projects will provide the best return on investment. One way to do this is to calculate
the NPV of each proposal and compare them.

189. Answer: c. Higher credit rating decreases cost of debt
Explanation: A higher credit rating indicates lower risk, which means that lenders are
more likely to offer lower interest rates, therefore decreasing the cost of debt.

190. Answer: b. 5.92%



Explanation: The formula to calculate the after-tax cost of debt is (interest rate * (1 -
tax rate)), where the interest rate is 7%, and the tax rate is 20%. So, the after-tax cost
of debt is 7% * (1 - 0.20) = 5.60%.

191. Answer: a. Longer maturity increases the cost of debt
Explanation: Generally, longer maturity results in higher interest rates to compensate
for inflation and potential changes in the financial condition of the debtor. Therefore,
longer maturity increases the cost of debt.

192. Answer: a. Cost of equity = risk-free rate + beta * (expected market return -
risk-free rate)
Explanation: The Capital Asset Pricing Model (CAPM) uses the formula: Cost of
equity = risk-free rate + beta * (expected market return - risk-free rate) to calculate the
cost of equity.

193. Answer: c. 12%
Explanation: The formula for CAPM is Cost of equity = risk-free rate + beta *
(expected market return - risk-free rate), where the risk-free rate is 2%, beta is 1.5,
and the expected market return is 8%. Therefore: Cost of equity = 2% + (1.5 * (8% -
2%)) = 12%.

194. Answer: a. Cost of equity increases
Explanation: An increase in the expected growth rate of dividends increases the cost
of equity using the Dividend Growth Model, which assumes that the dividend
payments will continue to grow at a constant rate forever.

195. Answer: d. All of the above
Explanation: The CAPM has limitations such as assuming that beta is a perfect
measure of risk, not accounting for unsystematic risk, and may not be accurate for
small companies or emerging markets. Other limitations may include difficulties in
estimating the required parameters and sensitivity to changes in assumptions.

196. Answer: a. $350,680
Explanation: The formula for calculating the NPV is the present value of expected
cash inflows minus the initial investment. The present value of expected cash inflows
is calculated as $150,000 * [(1 - (1 + 8%)"-5)/8%] = $607,360. So, the NPV is
$607,360 - $500,000 = $107,360.

197. Answer: b. $275,137
Explanation: The formula for the present value of an annuity is PV = PMT * (1 - (1 +
r)A-n) / r, where PMT = $20,000, r = 0.05, and n = 15. So, PV = $20,000 * (1 - (1 +
0.05)A-15) / 0.05 = $275,137.

198. Answer: d. 2.00
Explanation: The debt-to-equity ratio is calculated by dividing the total debt by the
total equity. Since the question only provides total assets and total liabilities, we can
calculate the total equity by subtracting the total liabilities from the total assets: Total
equity = $1,200,000 - $800,000 = $400,000. Therefore, the debt-to-equity ratio is
$800,000 / $400,000 = 2.00.

199. Answer: b. 0.50



Explanation: The debt ratio is calculated by dividing the total liabilities by the total assets.
Therefore, the debt ratio is $500,000 / $750,000 = 0.67.

200. Answer: b. 2.00
Explanation: The current ratio is calculated by dividing current assets by current
liabilities. Therefore, the current ratio is $200,000 / $100,000 = 2.00.

201. Answer: c. The risk associated with the company's operations
Explanation: Business risk is the risk associated with a company's operations and the
industry it operates in, such as changes in consumer demand, competition, and
technological advancements.

202. Answer: b. A company's exposure to changes in interest rates
Explanation: Financial risk is the risk associated with a company's financial structure
and financing decisions, such as changes in interest rates, exchange rates, and credit
ratings.

203. Answer: a. Diversifying the company's product line
Explanation: Diversifying the company's product line can help mitigate business risk
by reducing the company's dependence on a single product or market.

204. Answer: c. Reducing the company's debt-to-equity ratio
Explanation: Reducing the company's debt-to-equity ratio can help mitigate financial
risk by reducing the company's reliance on debt financing and increasing its financial
flexibility.

205. Answer: c. A change in government regulations that affect the company's
operations
Explanation: Systematic risk is the risk that affects the entire market or economy,
such as changes in government regulations, natural disasters, and political instability.

206. Answer: b. The degree to which a company's costs are fixed versus variable
Explanation: Operating leverage is the degree to which a company's costs are fixed
versus variable. Fixed costs are costs that do not vary with changes in output, while
variable costs do.

207. Answer: b. Increasing the company's fixed costs
Explanation: Increasing the company's fixed costs can help increase operating
leverage by increasing the proportion of fixed costs to total costs.

208. Answer: a. It increases a company's risk of bankruptcy
Explanation: High operating leverage increases a company's risk of bankruptcy
because a larger proportion of the company's costs are fixed, so a small decline in
sales can have a significant impact on profitability.

209. Answer: b. The risk associated with a company's financial structure and
financing decisions
Explanation: Financial risk is the risk associated with a company's financial structure
and financing decisions, such as the amount of debt it uses, interest rates, and credit
ratings.

210. Answer: a. The degree to which a company uses debt financing
Explanation: Financial leverage is the degree to which a company uses debt
financing to fund its operations and investments.



211. Answer: d. Reducing the company's liquidity
Explanation: Reducing the company's liquidity can help reduce financial risk by
decreasing the company's exposure to short-term financing needs and increasing its
financial flexibility.

212. Answer: a. Increasing the company's debt-to-equity ratio
Explanation: Increasing the company's debt-to-equity ratio can help increase
financial leverage by increasing the proportion of debt financing to total financing.

213. Answer: a. It increases a company's risk of bankruptcy
Explanation: High financial leverage increases a company's risk of bankruptcy
because it increases the company's interest payments and debt obligations, which can
become difficult to meet if the company's profitability declines.

214. Answer: c. The capital structure that balances the company's risk and
profitability
Explanation: The optimal capital structure is the mix of debt and equity financing
that balances a company's risk and profitability. It is the capital structure that helps the
company achieve its financial goals.

215. Answer: d. All of the above
Explanation: Many factors affect a company's optimal capital structure, including
market conditions, company size, industry risk, tax environment, and more.

216. Answer: d. All of the above
Explanation: Determining the optimal capital structure involves analyzing the
company's financial statements, conducting a cost of capital analysis, and comparing
the company's capital structure to industry peers.

217. Answer: c. Lower cost of capital
Explanation: Using more debt financing can lower a company's overall cost of
capital because debt is generally less expensive than equity financing.

218. Answer: a. Higher financial risk
Explanation: Using more debt financing can increase a company's financial risk
because the company is obligated to make interest and principal payments on its debt,
regardless of its profitability. If the company is unable to make these payments, it may
face bankruptcy.

219. Answer: d) The firm's earnings are constant
Explanation: Modigliani and Miller's capital structure irrelevance theory assumes
that investors have access to the same information, there are no taxes, and there are no
transaction costs. However, it does not assume that the firm's earnings are constant. In
fact, the theory applies to firms with any level of earnings variability.

220. Answer: b) It is unaffected by changes in the firm's capital structure
Explanation: According to Modigliani and Miller, the cost of equity is not affected
by changes in the firm's capital structure. This is because investors can adjust their
required rate of return on equity to compensate for changes in the level of risk
associated with the firm's capital structure.

221. Answer: c) 12%

Explanation: According to Modigliani and Miller's capital structure irrelevance
theory, the WACC is equal to the cost of equity when the firm's capital structure is



100% equity. Therefore, the WACC in this case is equal to the cost of equity, which is
12%.

222. Answer: a) The value of a firm is not affected by its capital structure
Explanation: Modigliani and Miller's capital structure irrelevance theory states that
the value of a firm is not affected by its capital structure. This is because changes in
the cost of capital associated with changes in the capital structure are offset by
changes in the expected rate of return on equity.

223. Answer: b) It does not take into account the impact of taxes
Explanation: One of the main criticisms of Modigliani and Miller's capital structure
irrelevance theory is that it does not take into account the impact of taxes. In reality,
taxes can have a significant impact on the cost of capital and the value of a firm. For
example, the tax deductibility of interest payments can make debt financing more
attractive than equity financing.

224, Answer: a. The total market value of a firm is independent of its capital
structure.

Explanation: M&M Proposition I with taxes states that the total market value of a
firm is independent of its capital structure. This means that the value of a firm is
determined by its assets and cash flows, and not by how it is financed.

225. Answer: b. The value of a firm increases as the firm's debt-to-equity ratio

increases.
Explanation: M&M Proposition II with taxes states that the value of a firm increases
as the firm's debt-to-equity ratio increases. This is because debt financing is cheaper
than equity financing due to the tax deductibility of interest payments, which leads to
a lower cost of capital for the firm.

226. Answer: a. 5.6%

Explanation: The after-tax cost of debt can be calculated as follows: After-tax cost of
debt = Before-tax cost of debt x (1 - Tax rate) = 8% x (1 - 0.3) = 5.6%.

227. Answer: b. Bankruptcy costs are high.

Explanation: M&M Proposition I with taxes assumes that bankruptcy costs are low
or non-existent. If bankruptcy costs are high, then the value of a levered firm may be
lower than the value of an unlevered firm, which would cause M&M Proposition I to
not hold true.

228. Answer: a. The 60% debt structure
Explanation: According to M&M Proposition I with taxes, a firm should choose the
capital structure that minimizes its weighted average cost of capital (WACC). Since
debt financing is cheaper than equity financing, a firm should use more debt to lower
its WACC. Therefore, the 60% debt structure would be preferred over the 40% debt
structure. However, this assumes that the cost of debt does not increase as the firm
takes on more debt, which may not always be the case.

229. Answer: a. Bird-in-hand theory
Explanation: The Bird-in-hand theory suggests that investors prefer higher dividends
over lower dividends because they prefer current income over future income. This
theory is based on the idea that investors view dividends as more certain than future
capital gains.



230. Answer: c. Residual theory
Explanation: The Residual theory suggests that companies should only pay dividends
when they have excess cash after they have financed all of their profitable investment
opportunities. This theory assumes that companies should prioritize profitable
investments over paying dividends.

231. Answer: c. Residual theory
Explanation: According to the Residual theory, companies should prioritize
profitable investments over paying dividends. Therefore, if a company has a large
amount of profitable investment opportunities, it should reinvest its earnings rather
than pay dividends.

232. Answer: b. The expected future dividend payments
Explanation: The dividend discount model calculates the value of a company's stock
based on the present value of its expected future dividend payments. Therefore, the
expected future dividend payments have the greatest impact on the value of a
company's stock.

233. Answer: a. High dividend payout ratio
Explanation: A company that has a stable earnings stream and a large number of
conservative investors is likely to prefer a high dividend payout ratio. This is because
these investors are more interested in current income than future capital gains. A high
dividend payout ratio would provide them with a reliable source of income.

234. Answer: d
Explanation: This question tests the student's knowledge of the different types of
dividend policy. The correct answer is d, as debt-to-equity ratio policy is not a type of
dividend policy.

235. Answer: a
Explanation: This question tests the student's comprehension of the differences
between two types of dividend policy. The correct answer is a, as a stable dividend
policy maintains a consistent dividend payout, while a residual dividend policy pays
out dividends only after all other expenses are covered.

236. Answer: b
Explanation: This question tests the student's ability to apply dividend policy
concepts to a specific scenario. The correct answer is b, as the company will pay out
40% of $2 (or $0.80) in dividends per share.

237. Answer: a
Explanation: This question tests the student's ability to analyze the pros and cons of a
high dividend payout ratio. The correct answer is a, as a high dividend payout ratio
can attract investors and signal confidence in the company, but can also limit
reinvestment opportunities and signal a lack of growth opportunities.

238. Answer: b
Explanation: This question tests the student's ability to evaluate the appropriateness
of dividend policy. The correct answer is b, as while dividends may be attractive to
some shareholders, reinvesting profits into the company can lead to higher growth and
returns in the long run.

239. Answer: c. Inventory



Explanation: Current assets are assets that can be easily converted into cash within a
year or less. Inventory is a type of current asset as it can be sold to generate cash
within a year.

240. Answer: a. Current assets - current liabilities
Explanation: Working capital is the difference between a company's current assets
and its current liabilities. The formula to calculate working capital is current assets
minus current liabilities.

241. Answer: c. To improve profitability
Explanation: Working capital management is important for a business as it helps to
ensure that there is enough cash available to meet short-term obligations and to fund
day-to-day operations. Effective working capital management can improve a
company's profitability by reducing costs and increasing efficiency.

242. Answer: a. Increasing inventory levels
Explanation: Increasing inventory levels is not a strategy to manage working capital.
In fact, it can lead to an increase in working capital requirements, as more cash is tied
up in inventory. The other options listed are all strategies to manage working capital.

243. Answer: b. Increased cash flow
Explanation: A decrease in working capital means that a company has more cash
available to fund its operations. This can lead to an increase in cash flow, as there is
more cash available for investment, debt repayment, or other uses. The other options
listed are not necessarily impacted by a decrease in working capital.

244. Answer: d) Capital budgeting.
Explanation: Capital budgeting is a long-term financial planning tool that focuses on
investing in fixed assets or capital projects. It is not a working capital strategy, which
deals with managing short-term assets and liabilities.

245. Answer: b) Increased liquidity risk.
Explanation: Aggressive working capital management involves minimizing the
amount of working capital in order to increase profitability. However, this strategy
also increases the risk of not having enough liquidity to cover short-term obligations.

246. Answer: d) Fixed assets.
Explanation: Fixed assets are long-term assets that are used in the production of
goods and services. Working capital refers to the short-term assets and liabilities that
are used in the day-to-day operations of a business.

247. Answer: a) Reduced liquidity risk.
Explanation: Conservative working capital management involves maintaining higher
levels of working capital in order to reduce the risk of not having enough liquidity to
cover short-term obligations.

248. Answer: b) Zero-based budgeting.
Explanation: Zero-based budgeting is a budgeting technique that requires managers
to justify every expense from scratch, regardless of whether the expense was incurred
in the past. It is not a cash management technique, which focuses on optimizing the
cash position of a business.

249. Answer: D) Customer feedback report.



Explanation: The three common financial statements used in financial forecasting are
the income statement, balance sheet, and cash flow statement. Customer feedback
reports are not financial statements and are not used in financial forecasting.

250. Answer: A To predict the future financial health of a company.
Explanation: The purpose of financial forecasting is to predict a company's future
financial health, which can help with decision-making and planning.

251. Answer: C $259,374.
Explanation: Trend analysis is a method of financial forecasting that uses historical
data to identify patterns and trends, which are then used to make predictions about
future performance. The formula for trend analysis is:
Forecast for Year n = (Last Year's Actual Value) x (1 + Growth Rate)
Using this formula, the forecast for sales in Year 5 would be:
$100,000 x (1 + 0.10)"4 = $259,374

252. Answer: D The accuracy of the historical data used in the forecast.
Explanation: The accuracy of the historical data used in the forecast is critical to the
accuracy of the financial forecasting. If the historical data is inaccurate or incomplete,
the forecast will be less accurate.

253. Answer: C Expert opinion.
Explanation: When a star tup company has little historical data, expert opinion can
be a useful financial forecasting method. Experts can provide insights into market
trends, customer behavior, and other factors that can affect the company's financial
performance. However, expert opinion is subjective and may not always be accurate,
so it should be used in conjunction with other forecasting methods.

254. Answer: c. To achieve a balance between inventory holding costs and
stockouts.
Explanation: The primary objective of inventory management is to maintain a
balance between inventory holding costs and stockouts. This means that a company
should have enough inventory to meet customer demand without incurring excessive
holding costs, while also avoiding stockouts that can result in lost sales and
dissatisfied customers.

255. Answer: d. Accounts receivable.
Explanation: Accounts receivable is not a type of inventory. Inventory refers to the
goods that a company holds for sale or that are in the process of being produced for
sale. Raw materials, work-in-progress, and finished goods are all types of inventory.

256. Answer: a. To calculate the optimal order quantity for a product.
Explanation: The economic order quantity (EOQ) formula is used to calculate the
optimal order quantity for a product. This formula takes into account the cost of
ordering and holding inventory, as well as the demand for the product.

257. Answer: a. To reduce the risk of stockouts.
Explanation: Safety stock is used to reduce the risk of stockouts. This is a buffer of
inventory that a company holds to ensure that it can meet unexpected increases in
demand or delays in the supply chain.

258. Answer: d. Advertising costs.



Explanation: Advertising costs are not a cost associated with inventory management.
The costs associated with inventory management include holding costs (such as
storage and insurance), ordering costs (such as the cost of placing and receiving
orders), and stockout costs (such as lost sales and dissatisfied customers).

259. Answer: a. To minimize the ordering cost and carrying cost
Explanation: The primary objective of EOQ is to minimize the total cost of
inventory, which includes both the ordering cost and the carrying cost. By calculating
the optimal order quantity, the EOQ model can help organizations reduce both types
of costs.

260. Answer: d. All of the above.

Explanation: The EOQ model makes several assumptions, including that the demand
rate is constant and known with certainty, the lead time is zero, and the ordering cost
is independent of the order quantity. All of these assumptions must be met for the
EOQ formula to be accurate.

261. Answer: d. All of the above.

Explanation: The EOQ model has several limitations, including that it assumes the
demand rate is constant, it does not consider the stockout cost, and it does not
consider the cost of capital. All of these factors can impact the total cost of inventory
and must be considered when making inventory management decisions.

262. Answer: C) The optimal amount of inventory that should be ordered
Explanation: EOQ is the optimal amount of inventory that a business should order at
any given time to minimize total inventory costs while ensuring that sufficient stock is
available to meet customer demand.

263. Answer: A) Ordering costs, carrying costs, and demand
Explanation: EOQ takes into account several factors such as ordering costs (the cost
of placing an order), carrying costs (the cost of holding inventory), and demand (the
quantity of goods demanded by customers).

264. Answer: A) It helps businesses to minimize inventory costs
Explanation: EOQ is significant for businesses as it helps them to minimize overall
inventory costs while ensuring that sufficient stock is available to meet customer
demand. By ordering the optimal quantity of goods, businesses can reduce ordering
costs and carrying costs, which can lead to significant cost savings over time.

265. Answer: b. 388 untis
Explanation: Economic order quantity (EOQ) is the optimal order quantity that
minimizes the total cost of ordering and carrying inventory. The formula for EOQ is:
EOQ = sqrt((2SD)/H)

Where S is the annual demand for the product, D is the cost of placing an order, and H
is the carrying cost per unit.

Using the given values, we can calculate the EOQ as follows:

S = 500 (since the demand is 500 units per month, we assume an annual demand of
500 x 12 = 6,000 units)

D = $50

H=$2



EOQ = sqrt((2 x 6,000 x 50)/2) = sqrt(150,000) = 387.3
Rounding up to the nearest whole number, the EOQ is 388 units.

266. Answer: c) to reduce the cost of holding cash
Explanation: The Miller-Orr model is designed to maintain a target cash balance that
minimizes the cost of holding excess cash while avoiding cash shortages.

267. Answer: b) the upper limit is higher than the lower limit
Explanation: The Miller-Orr model sets both an upper and a lower control limit.
When the cash balance hits the upper limit, excess cash is invested in marketable
securities. When the cash balance hits the lower limit, marketable securities are sold
to replenish the cash balance. The upper limit is set higher than the lower limit to
allow for more flexibility in investing excess cash.

268. Answer: a) cash is invested in marketable securities
Explanation: When the cash balance falls below the lower control limit, excess cash
is invested in marketable securities to bring the balance back up to the target level.

269. Answer: d) the company's credit rating
Explanation: The Miller-Orr model takes into account the cost of holding cash, the
cost of investing in marketable securities, and the variance of daily cash flows. The
company's credit rating is not a factor in the calculation of the target cash balance.

270. Answer: c) it reduces the cost of holding cash
Explanation: The Miller-Orr model is designed to minimize the cost of holding
excess cash while avoiding cash shortages. By maintaining a target cash balance and
investing excess cash in marketable securities, the model reduces the opportunity cost
of holding cash.

271. Answer: C) It is a cash management model that helps organizations maintain
their cash balances within a target range
Explanation: The Miller Orr model is a cash management model that helps
organizations maintain their cash balances within a target range. This target range is
determined by the organization's desired level of cash balances and the cost of holding
cash.

272. Answer: C) By maintaining cash balances within a target range
Explanation: The Miller Orr model helps organizations manage their cash balances
by maintaining them within a target range. This helps organizations avoid the costs of
holding too much cash or the risk of running out of cash.

273. Answer: D) $30,000
Explanation: The optimal transfer amount according to the Miller Orr model is
determined by the square root of 2 multiplied by the standard deviation of daily cash
flows multiplied by the square root of the opportunity cost of holding cash, divided by
the square root of the transaction cost. In this case, the optimal transfer amount is
($20,000 x sqrt(2) x sqrt(0.05)) / sqrt(10) = $30,000.

274. Answer: B) The Baumol model is more effective at maintaining cash balances
within a target range



Explanation: The Baumol model is more effective at maintaining cash balances
within a target range than the Miller Orr model. This is because the Baumol model
takes into account the cost of holding cash and the cost of making transactions,
whereas the Miller Orr model only takes into account the cost of holding cash and
assumes that transaction costs are constant.

275. Answer: A) Advantages: Efficient use of cash resources, reduced transaction
costs. Disadvantages: Complexity, requires accurate cash flow forecasting.
Explanation: The advantages of using the Miller Orr model for cash management in
large organizations include efficient use of cash resources and reduced transaction
costs. However, the disadvantages include complexity and the need for accurate cash
flow forecasting, which may be difficult for large organizations with multiple cash
flows.

276. Answer: a) High-risk, high-reward approach
Explanation: Aggressive financing strategies typically involve taking on high levels
of risk in order to achieve potentially high rewards. This may include using leverage
to amplify returns, pursuing growth opportunities aggressively, or taking on debt to
finance operations.

277. Answer: b) Maximizing short-term profits
Explanation: The primary goal of aggressive financing strategies is often to
maximize short-term profits, rather than focusing on long-term stability. This may
involve taking on more debt than is strictly necessary, pursuing growth at the expense
of profitability, or prioritizing short-term gains over long-term sustainability.

278. Answer: d) Using credit cards to finance business expenses
Explanation: Aggressive financing strategies may involve using credit cards, which
typically carry high interest rates, to finance business expenses. This can be a risky
approach, as it can lead to high levels of debt and interest payments.

279. Answer: d) All of the above
Explanation: Aggressive financing strategies can be risky, and may lead to increased
debt and interest payments, loss of control over the business, and negative impact on
credit rating. It is important to carefully consider the potential risks before pursuing
aggressive financing strategies.

280. Answer: a) Startups with high growth potential
Explanation: Startups with high growth potential may be more likely to pursue
aggressive financing strategies, as they may need to raise large amounts of capital
quickly in order to fund growth and stay competitive. Established companies with
stable revenue streams may be more likely to prioritize stability over growth, and may
be less willing to take on high levels of risk. Non-profit organizations and government
agencies may have different financing needs and constraints altogether.

281. Answer: b) Conservative and risk-averse approach
Explanation: Conservative financing policies typically involve a risk-averse
approach, with a focus on stability and long-term sustainability. This may involve
avoiding excessive debt or risk-taking, and prioritizing financial security over short-
term gains.

282. Answer: b) Building a sustainable business model



Explanation: The primary goal of conservative financing policies is often to build a
sustainable business model, rather than focusing on short-term profits. This may
involve prioritizing financial stability, minimizing debt and risk, and avoiding
aggressive growth strategies.

283. Answer: d) Using personal savings to finance business expenses
Explanation: Conservative financing strategies may involve using personal savings
or other sources of low-risk financing to fund business expenses, rather than taking on
high levels of debt or pursuing risky financing options.

284. Answer: d) All of the above
Explanation: Conservative financing policies can offer a range of potential benefits,
including lower levels of debt and interest payments, greater stability and financial
security, and improved credit rating. By prioritizing financial sustainability and
minimizing risk, businesses may be better positioned to weather economic downturns
and pursue long-term growth opportunities.

285. Answer: b) Established companies with stable revenue streams
Explanation: Established companies with stable revenue streams may be more likely
to prioritize financial stability over aggressive growth, and may be more risk-averse in
their financing strategies. Startups, on the other hand, may need to pursue more
aggressive financing options in order to raise capital quickly and fund growth. Non-
profit organizations and government agencies may have different financing needs and
constraints altogether.

286. Answer: d) Writing off bad debts
Explanation: Offering early payment discounts, factoring receivables, and extending
credit terms to customers are all common methods for managing accounts receivable.
Writing off bad debts is not a method for managing accounts receivable, but is rather
a way to account for uncollectible accounts.

287. Answer: c) To identify overdue accounts and prioritize collection efforts
Explanation: An aging schedule is a report that categorizes a company's accounts
receivable according to the length of time they have been outstanding. The purpose of
an aging schedule is to identify overdue accounts and prioritize collection efforts
based on the age of the accounts.

288. Answer: a) $60,975
Explanation: The formula for calculating the average accounts receivable balance is:
(Beginning accounts receivable + Ending accounts receivable) / 2. The beginning
accounts receivable balance is not given in the question, so we can assume it is equal
to the ending accounts receivable balance. The accounts receivable turnover ratio is
calculated as Credit Sales / Average Accounts Receivable. Rearranging this formula
gives us: Average Accounts Receivable = Credit Sales / Accounts Receivable
Turnover Ratio. Substituting the values given in the question, we get: Average
Accounts Receivable = $500,000 / 8.2 = $60,975.

289. Answer: a) Tighten credit policies and procedures
Explanation: If a company has a high percentage of past due accounts, it may
indicate that its credit policies and procedures are too lenient. Tightening credit



policies and procedures can help reduce the number of past due accounts and improve
accounts receivable management.

290. Answer: c) Offering a settlement or payment plan to the customer
Explanation: Offering a settlement or payment plan to the customer is often the most
effective method for collecting overdue accounts receivable. This approach allows the
customer to repay the debt in manageable installments, which can help avoid legal
action and maintain the customer relationship. Sending a friendly reminder email,
hiring a collection agency, and threatening legal action may be necessary in some
cases, but are generally less effective than offering a settlement or payment plan.

291. Answer: b) The amount of funds a company needs to finance a new project
Explanation: External Funds Required (EFR) refers to the amount of funds a
company needs to finance its growth plans or new projects, beyond what it can
generate from internal sources such as retained earnings.

292. Answer: c) An increase in fixed assets
Explanation: An increase in fixed assets, such as property, plant, and equipment, can
lead to an increase in External Funds Required (EFR), as the company may need to
borrow funds to finance these assets.

293. Answer: b) 10%

Explanation: External Funds Required (EFR) can be calculated as: EFR = Projected
Total Assets x (Projected Sales Growth Rate - Retention Ratio x Profit Margin).
Substituting the values given in the question, we get: EFR = 1.2 x (0.15-0.3x 0.1) =
0.1 or 10%.

294. Answer: d) 150%

Explanation: External Funds Required (EFR) can be calculated as: EFR = Projected
Total Assets x (Projected Sales Growth Rate - Retention Ratio x Profit Margin).
Rearranging this formula gives us: Projected Total Assets = EFR / (Projected Sales
Growth Rate - Retention Ratio x Profit Margin). Substituting the values given in the
question, we get: Projected Total Assets = $500,000 / (0.15 - 0.6 x 0.1) = $1,666,667.
The projected total asset growth rate can be calculated as: Projected Total Asset
Growth Rate = (Projected Total Assets - Beginning Total Assets) / Beginning Total
Assets. Substituting the values given in the question, we get: Projected Total Asset
Growth Rate = ($1,666,667 - Beginning Total Assets) / Beginning Total Assets. Since
the beginning total assets are not given, we cannot calculate the exact projected total
asset growth rate. However, we can see that the projected total assets are 1.67 times
the beginning total assets, which is equivalent to a 150% growth rate.

295. Answer: c) Decrease the dividend payout ratio
Explanation: Decreasing the dividend payout ratio can help reduce External Funds
Required (EFR), as more funds will be retained to finance growth plans or new
projects. Increasing the sales growth rate or profit margin may also help reduce EFR,
but these may not be within the company's control. Decreasing the asset growth rate
may reduce EFR, but it may also limit the company's growth potential.

296. Answer: C. A technique for estimating future financial statements based on a
percentage of sales revenue



Explanation: The percentage of sale method is a financial forecasting technique that
estimates future financial statements based on a percentage of a company's sales
revenue.

297. Answer: A. By estimating expenses and assets as a percentage of sales
revenue
Explanation: The percentage of sale method works by estimating expenses and assets
as a percentage of sales revenue. This method assumes that certain expenses and
assets will increase or decrease in proportion to sales revenue.

298. Answer: A. $600,000
Explanation: To calculate the estimated cost of goods sold for the coming year, we
multiply the expected sales revenue by the historical percentage of cost of goods sold:
$1,000,000 x 60% = $600,000.

299. Answer: D. All of the above
Explanation: The limitations of the percentage of sale method for financial
forecasting include that it assumes expenses and assets will always be proportional to
sales revenue, it does not account for changes in the company's business operations,
and it may be less accurate if historical data is limited.

300. Answer: C. Both techniques have their strengths and weaknesses and may be
appropriate depending on the specific circumstances of the company
Explanation: The percentage of sale method and the time-series method both have
their strengths and weaknesses. The percentage of sale method is useful for estimating
expenses and assets as a percentage of sales revenue, but it may not account for
changes in the company's business operations. The time-series method takes into
account trends and patterns over time, but it may not be appropriate if the company's
operations have changed significantly. The choice of method depends on the specific
circumstances of the company.

301. Answer: B) The time it takes for a company to convert inventory into cash.
Explanation: The cash conversion cycle is the time it takes for a company to convert
inventory into cash. This includes the time it takes to sell inventory, collect payments
from customers, and pay suppliers for inventory.

302. Answer: D) To minimize the time it takes to convert inventory into cash.
Explanation: The primary goal of managing the cash conversion cycle is to minimize
the time it takes to convert inventory into cash. By doing so, a company can improve
its cash flow and reduce the need for external financing.

303. Answer: B) Decrease the time it takes to collect payments from customers.
Explanation: One effective way to reduce the cash conversion cycle is to decrease
the time it takes to collect payments from customers. This can be done by offering
incentives for early payment or by implementing more efficient payment collection
processes.

304. Answer: B) Decrease the payment terms with suppliers.

Explanation: One effective way to improve a company's cash flow is to decrease the
payment terms with suppliers. This can allow a company to hold onto its cash for a
longer period of time before paying suppliers, which can improve its cash flow.

305. Answer: B) Decrease the time it takes to collect payments from customers.



Explanation: If a company has a high cash conversion cycle, one effective strategy to
improve cash flow would be to decrease the time it takes to collect payments from
customers. By doing so, the company can improve its cash flow and reduce its need
for external financing.

306. Answer: B) The operating cycle is longer than the cash conversion cycle.
Explanation: The operating cycle includes the time it takes to convert inventory into
cash, which is also included in the cash conversion cycle. However, the operating
cycle also includes the time it takes to produce goods or services, which makes it
longer than the cash conversion cycle.

307. Answer: D) 80 days.

Explanation: The operating cycle can be calculated as the sum of the inventory
turnover period (365/5 = 73 days) and the average collection period (30 days), minus
the average payment period (45 days). Therefore, the operating cycle is 73 + 30 - 45 =
80 days.

308. Answer: B) By decreasing the time it takes to collect payments from

customers.
Explanation: One effective way to improve the operating cycle is to decrease the
time it takes to collect payments from customers. This can be done by offering
incentives for early payment or by implementing more efficient payment collection
processes.

309. Answer: B) Decrease the payment terms with customers.

Explanation: If a company has a high operating cycle, one effective strategy to
improve cash flow would be to decrease the payment terms with customers. This can
allow the company to collect payments more quickly and improve its cash flow.



