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1. Identfs which financizl statements are appropriate to use for each event histed below.
Event 1: Can the finm meet all 1ts short-term obhigations?
Event 2: How much of the firm's earnings are put back into the company for reinvestment, and how muoch 15 paid out 2= dividend?

a. Balance Sheet, Income Statement b. Balance Shest, Statement of Cash Flow
c. Balance Sheet, Statement of Stockholders” Equuty d Income Statement, Statement of Cash Flows
e. Income Statement, Statement of Stockholder’'s Equuty
Answer: ¢
Event 1: can be checked using B'S, Event 2: can be checked using Statement of Stockholders” Equty (or Statement of Retzined Earmings)

2. If the ROAs are the same, but the ROE= are different between the two firms, what 15 causing this disparity?

a. Profit=  b. Revermes c. Debt d Dmadends e Taxes

Answer: ¢

EOE =PM * TAT * m = ROA * m (m 15 equity mulbipher; TATE). Equuty mmltipher shows leverage effect on return.

3. I checked the Microsoft stock price at 9:12am this moming. It was 524.88. The last 12 month trailing (ttm) net eamnings is $14.58 billion with 9
ballion shares. What 15 the 12 month trathng P/'E ratio?

ald3 b1331 c 1788 d 1221 e 2033

Answer: a

P'E = Price per share / Earminps per share = 524 88 / {31458 balhon / 8 balhon) = 15.36

4 Whech of the following statements 15 CORRECT?

a. Dradends paid reduce the net income that 15 reported on 2 company’s Income statement.

b. If a company uses some of 1ts bank depaosits to buy short-term, hiphly hiquid marketable secunties, this will cause a decline 1n its current
zssets as shown on the balance sheet.

c. If a company 1ssues new long-term bonds to purchase fixed assets dunng the current vear, thas wall increase both its reported current assets
and current liabalihes at the end of the year.

d  Accounts receivable are reported as a current habihty on the balance sheet.

e. If a company pavs more in dividends than 1t generates in nst mcome, its retained earmngs as reported on the balance sheet wall decline from
the previous vear's balance.

Answer: e

a. Incorrect as net income (=net earmings) 15 already grven when drndends are pand.

b. Incorrect as current assets have both marketable securities and bank deposits (as cash). Therefore, the total current aszsts would not change.

c. Long-term bonds and fixed assets are not current habilibes and current assets.

AR are current asset.

5. On 12/31/08, Hite Industries reported retained earnmgs of $525,000 on its balance sheet, and it reported that it had $135,000 of net income
during the year. On its previoos balance sheet, at 12/31/07, the company had reported $445, 000 of retained earmings. Mo shares were
repurchased durmg 2008. How much in dividends did the firm pay dunng 20037

a 349638 b §52250 c $55,000 4 557,750 e 560,638

Answer: ¢
12/31/08 RE 3225,000
12/31/07 RE 445 000
Change in RE $ 80,000
MNet income for 2008 $1.35,000
Dividends = Net income — Changs & 23,000

g. C. F. Lee Inc. has the following income statement. How much after-tax operating income does the firm have?

Sales 32,850.00
Costs 1.850.00
Depreciation 15200
EEIT 3 503.00
Interest expense 285,00
EET 3 223.00
Taxes (35%) 183.05
MNet income & 23095
2342778 b 545025 547399 4 49894 e $525.20
Answer: e
Sales $2,650.00
Caosts 1,650.00
Depreciation 152.00

EEIT 3 G028.00



Interest expense 280,00

EBT $ 523.00
Taxmes: rate = 35% 183.05
MNet income 3 53505
EBIT $808.00
Tax rate 5%
EBIT(1-T)= $525.20

7. Hartzell Inc. had the following data for 2007, in millions: after-tax operating inceme [EBIT (1-T)] = $400; and curmilative depreciation =
5200. Information for 2008 is as follows: after-tax operating income [EBIT (1-T)] = $466; and cuomulative depreciation = $210. How much
free cash flow did the firm penerate duning 2008 if there 15 no change in capital expenditure and net worktang capital?
a $383 b8425 5476 45514 e 5676
Answer: b
FCE = EBIT * (1 — Tax Rate) + Depreciabon —Capital Expenditures — Changes 1o Net Worlang Capatal
= 3466 + (3210 -200) -0 -0

= 3125
8. Moose Industres faces the following tax schedule: Percentage on
o TamableIpcome _Tax Base of Brackst, Excess above Bazs
Up to $50,000 30 15%
$50,000-$75,000 7.500 25
§75,000-$100,000 13,750 34
$100,000-$335,000 22250 39

Last year the company realized $500,000 in operating income {EBIT). Its anmal interest expense is $200,000. What was the company’s net
mcome for the year?
a 50874 b.563025 c 5199730 d 560,000 e $890.,500
Answer: ¢
Operating income 3200,000
Interest expense 3200.000

Taxable income = Operating income — Interest expenss
Taxable income = Operating income — Interest expense

Taxable income = 3300,000

Taxahle Tax on Base % om
Income of Brackoet Excess above Base

50 30 15%

520,000 7,500 25%

70,000 13,750 4%

5100.000 22,250 3550

Tax on base = 522 250
Tax on excess base = {330,000 — 5100,000) * 0.35 =78.000
Tax habahty = 522 250 + 578,000 = 5100,250

Met income = Taxable income — Taxes

Met income = 5 195,750

8. A firm wents to strengthen its financial posiion. Whach of the followmg achons would jpcrease it quick retio?

a.  Offer price reductions along with gensrous credit terms that would (1) enable the firm to sell some of 1ts excess mventory and (2) lead to an

mcrease 1n accounts recervable.

I=sue new common stock and use the proceeds to increase mventones.

opeed up the collection of recervables and use the cash generated to increase inventones.

Use some of 1ts cash to purchase additional inventores.

. Issue new commen stock and use the proceeds to acguire additional fixed assets.

Answer: a

a. You need to think about increasing either cash, marketable securities, or AR

b ~ d. Increasing new imventones will decrease quuck ratio

e. Acquiring additional fixed assets wall have no effect on quuck retio. That 15, the company can't increase 1ts quick ratio

P RN

10. Coock, Inc. has a corrent ratio of 1.8% on current Liabilities of $200,000. The firm has 536,000 of imventories. Cook, Inc is considering an

expansion which would requure a rapid increase 1n its imventonies. The firm wall 1ssue notes payable and use those funds to buy new imventones to

mest the imventory requirement for the expansion. Cook’s debt holders specifies that 1t must maintain a quuck retio at least 1. 20x or else it may
default. How much new imventory can Cook raise before 1t vaolates s bond contracts?
a. $70,000 b. 580,000 c. 500,000 d. 72,000 e. 530,000

Answer: a

[(CA + x) — (INV + )} (CL + x) = (CA - INV ) {CL + =) =120 = x = 370,000



11. Whach of the following staternents 15 COREECT?
a.  One disadvantape of orgamzing a business as a corporation rather than a partnership 1s that the equity investors 1n a corporation are exposed to
iited habilite

b.  Using restnctve covenants m debt agreements 15 an effectve way to reduce confhicts between stockholders and managers.

c. Manapers generally welcome hostile takeovers since the "rarder” generally offers a pnce for the stock that 15 lepher than the price before the
takeover action started.

d  The managers of established, stable compames sometimes attempt to pet their state legislatures to goposs miles that make 1t more defficult for
rarders to succeed with hostle takeovers.

e.  The managers of established, stable compames sometimes attempt to et their state legislatures to remove miles that make 1t more dafhenlt for
rarders to succeed with hoshle takeovers.

Answer: d

a. Incorrect as 1t should be hmuted habaldty

b. Creditors have notling to do with a confhet between cwners and managers.

c and e are Incorrect as manzapers do not Like raiders as they can lose their jobs once the company 1= taken over by them.

12 You obzerve that a firm’s ROE 15 above the industry average, but 1ts profit marsin and equity multipher are both below the industry average.
Which of the following statements 1s CORRECT?

a. iz total azsets tomover must be zbove the industry average.

b. It return on assets must equal the industry average.

c. Itz TIE ratio must be below the industry average.

d [Iis total assets tomover must be below the industry average.

e. s total assets tumover must equal the industry average.

Answer: a
Thinkang through the DuPont equation, we can see that if the firm's PM and equity multiplier are below the industry average,
the only way 1ts EOE can exceed the industry average 15 if its total assets turnover exceeds the industry averape. The
following data illustrate this point:

ROE=___ PM :x TATO «  Fg Mult ROA
Firm 3% o 20 167 16%
Industry 755 108 1 250 10%

The above demaonstrates that a 15 correct, and that makes d and e incorrect.
MNow consider the following:

WL Aszzets = NIL'5ales * Sales/Aszets

REDA= PM :-c TATO

If 1its ROA were equal to the industry average, then with 1ts low debt ratio (hence low equmty multiplier) its ROE would also be
below the industry average. So b 15 incorrect. With 1ts debt ratio below the industry average, its interest charges should also
be low, which would 1ncrease its TIE ratio, malang ¢ incorrect.

13. Helmuth Inc's latest net income was $1,250,000, and it had 225,000 shares outstanding. The company wants to pay out 45% of its income.
What drndend per share should it declare?
a 5214 bS226 85238 45250 5263

Ancwer: d
MNet income $1,250.000
Shares outstanding 225,000
Payout rabio 45%
EPS = Nl'shares cutstanding = 35.56
DPS =EPS = Payout % = 32.50

14. Fergie Inc, has a total asset turnover ratio of 4.0x and net annoal revenue of 3455 million. It also has 54.85 million of total debt. Find oot
the firm’s times-interest-eamed if the firm’s total operating costs including depreciation and amortization is $33.95 million and 1t pays 15%

annual mterest on its cutstanding debt.
a. 20.33x b. 16.67x c. 43.00= d. 10.33x e. 20.00=
Answer: e

TIE = EBIT/Interest Expense = (345.50 - $33.53) / (34.85%0.15) = 20.00=

15. Wie Corp's sales last year were $315,000, and its year-end total assets were $355,000. The average firm in the industry has a total assets
turnover ratio (TATL) of 2.4. The firm's new CFQ believes the firm has excess assets that can be sold so as to bring the TAT up to the mdustry
average without affechng sales. By how much must the assets be reduced to bnng the TAT to the industry average, holding sales constant?

a 5201934 b 5212563 ¢ §223750 4 $234938 e 5246684

Answer: ¢
Sales 3315,000
Actual total assets $355,000
Target TATD) = SalezTotal azsetz = 2.4
Tarpet assetz = SalesTarget TATO = $131 250
Asset reduction = Actuzl asssts — Targst assets = 223,750

16. If wour mark-up ratio 15 25%, what 1s the margin ratio?



