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Chapter 1    
 
1.1   The Four Types of Firms 
 
1) A sole proprietorship is owned by: 
A) one person. 
B) two of more persons. 
C) shareholders. 
D) bankers. 
Answer:  A 
 
2) Which of the following organization forms for a business does NOT avoid double taxation? 
A) Limited partnership 
B) "C" corporation 
C) "S" corporation 
D) Limited liability company 
Answer:  B 
 
3) Which of the following organization forms accounts for the most revenue? 
A) "S" corporation 
B) Limited partnership 
C) "C" corporation 
D) Limited liability company 
Answer:  C 
 
4) Which of the following organization forms accounts for the greatest number of firms? 
A) "S" corporation 
B) Limited partnership 
C) Sole proprietorship 
D) "C" corporation 
Answer:  C 
 
5) Which of the following is NOT an advantage of a sole proprietorship? 
A) Single taxation 
B) Ease of setup 
C) Limited liability 
D) No separation of ownership and control 
Answer:  C 
 
6) Which of the following statements regarding limited partnerships is TRUE? 
A) There is no limit on a limited partner's liability. 
B) A limited partner's liability is limited by the amount of their investment. 
C) A limited partner is not liable until all the assets of the general partners have been exhausted. 
D) A general partner's liability is limited by the amount of their investment. 
Answer:  B 
 
7) Which of the following is/are an advantage of incorporation? 
A) Access to capital markets 
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Answer:  D 
 
6) Which of the following statements is FALSE? 
A) In bankruptcy, management is given the opportunity to reorganize the firm and renegotiate 
with debt holders. 
B) Because a corporation is a separate legal entity, when it fails to repay its debts, the people 
who lent to the firm, the debt holders are entitled to seize the assets of the corporation in 
compensation for the default. 
C) As long as the corporation can satisfy the claims of the debt holders, ownership remains in the 
hands of the equity holders. 
D) If the corporation fails to satisfy debt holders' claims, debt holders may lose control of the 
firm. 
Answer:  D 
Explanation:  D) If the corporation fails to satisfy debt holders' claims, debt holders may take 
control of the firm. 
 
7) The most senior financial manager in a corporation is usually called: 
A) the chief executive officer. 
B) the chief financial officer. 
C) the chief operating officer. 
D) the chairman of the board. 
Answer:  B 
 
8) You overhear your manager saying that she plans to book an Ocean-view room on her 
upcoming trip to Miami for a meeting.  You know that the interior rooms are much less 
expensive, but that your manager is traveling at the Company's expense.  This use of additional 
funds comes about as a result of:   
A) an agency problem. 
B) an adverse selection problem. 
C) a moral hazard. 
D) a publicity problem. 
Answer:  A 
 
9) An agency problem can be alleviated by: 
A) requiring all firms to be sole proprietorships. 
B) compensating managers in such a way that acting in the best interest of shareholders is also in 
the best interest of managers. 
C) asking managers to take on more risk than they are comfortable taking. 
D) A and B. 
Answer:  D 
 
10) Do corporate decisions that increase the value of the firm's equity benefit society as a whole? 
A) Yes, as long as the value of the firm's equity increases, society is better off. 
B) Yes, as long as the increase in the value of the firm's equity does not come at the expense of 
others. 
C) No, any gain in the value of the firm's equity is always less than the cost to society. 
D) No, any gains in the value of the firm's equity are perfectly offset by societal costs. 
Answer:  B 
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C) Customer relationships 
D) All of the above are intangible assets. 
Answer:  D 
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shares outstanding, a market-to-book ratio of 3.76.  In addition, PRGO had $845.01 million in 
outstanding debt, $163.82 million in net income, and cash of $257.09 million. 
 
1) Perrigo's market debt to equity ratio is closest to: 
A) 0.24 
B) 0.50 
C) 0.75 
D) 0.89 
Answer:  A 
Explanation:  A) Market Debt to Equity Ratio = Debt/(MV Equity) = $845.01/($39.2 × 91.33) = 
0.236 
 
2) Perrigo's debt to equity ratio is closest to: 
A) 0.24 
B) 0.50 
C) 0.75 
D) 0.89 
Answer:  D 
Explanation:  D) Debt to Equity Ratio = Debt/(BV Equity) = $845.01/(($39.2 × 91.33)/3.76) = 
0.887 
 
Use the table for the question(s) below. 
 
Consider the following balance sheet: 
 

Luther Corporation 
Consolidated Balance Sheet 

December 31, 2009 and 2008 (in $ millions) 
 

Assets 2009 2008  
Liabilities and 
Stockholders' Equity 2009 2008 

Current Assets    Current Liabilities   
Cash 63.6 58.5  Accounts payable 87.6 73.5 

Accounts receivable 55.5 39.6  
Notes payable/ 
short-term debt 10.5 9.6 

Inventories 45.9 42.9  
Current maturities of 
long-term debt 39.9 36.9 

Other current assets 6.0 3.0  Other current liabilities 6.0 12.0 
     Total current assets 171.0 144.0       Total current liabilities 144.0 132.0 

       
Long-Term Assets    Long-Term Liabilities   
  Land 66.6 62.1    Long-term debt 239.7 168.9 
  Buildings 109.5 91.5    Capital lease obligations --- --- 
  Equipment 119.1 99.6  Total Debt 239.7 168.9 
  Less accumulated 
  depreciation (56.1) (52.5)  Deferred taxes 22.8 22.2 
Net property, plant, and 239.1 200.7  Other long-term liabilities --- --- 
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Diff: 2 
Section:  2.6 Financial Statement Analysis 
Skill:  Definition 
 
35) If Moon Corporation's gross margin declined, which of the following is TRUE? 
A) Its cost of goods sold increased. 
B) Its cost of goods sold as a percent of sales increased. 
C) Its sales increased. 
D) Its net profit margin was unaffected by the decline. 
Answer:  B 
 
36) The inventory days ratio measures: 
A) the average length of time it takes a company to sell its inventory. 
B) the average length of time it takes the company's suppliers to deliver its inventory. 
C) the level of sales required to keep a company's average inventory on the books. 
D) the percentage change in inventory over the past year. 
Answer:  A 
 
37) If Moon Corporation has depreciation or amortization expense, which of the following is 
TRUE? 
A) Its EBITDA /Interest Coverage ratio will be greater than its EBIT/Interest Coverage ratio. 
B) Its EBITDA /Interest Coverage ratio will be less than its EBIT/Interest Coverage ratio. 
C) Its EBITDA /Interest Coverage ratio will be equal to its EBIT/Interest Coverage ratio. 
D) Not enough information to answer the question. 
Answer:  A 
 
Use the table for the question(s) below. 
 
Consider the following balance sheet: 
 

Luther Corporation 
Consolidated Balance Sheet 

December 31, 2009 and 2008 (in $ millions) 
 

Assets 2009 2008  
Liabilities and 
Stockholders' Equity 2009 2008 

Current Assets    Current Liabilities   
Cash 63.6 58.5  Accounts payable 87.6 73.5 

Accounts receivable 55.5 39.6  
Notes payable/ 
short-term debt 10.5 9.6 

Inventories 45.9 42.9  
Current maturities of 
long-term debt 39.9 36.9 

Other current assets 6.0 3.0  Other current liabilities 6.0 12.0 
     Total current assets 171.0 144.0       Total current liabilities 144.0 132.0 

       
Long-Term Assets    Long-Term Liabilities   
  Land 66.6 62.1    Long-term debt 239.7 168.9 
  Buildings 109.5 91.5    Capital lease obligations --- --- 
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Answer:  B 
Explanation:  B) EPS = (Net Income)/(Shares Outstanding) = $163.82/91.33 = 1.7937 
 
5) The firm's revenues and expenses over a period of time are reported on the firm's: 
A) income statement or statement of financial performance. 
B) income statement or statement of financial position. 
C) balance sheet or statement of financial performance. 
D) balance sheet or statement of financial position. 
Answer:  A 
 
6) The statement of financial performance is also known as the: 
A) balance sheet. 
B) income statement. 
C) statement of cash flows. 
D) statement of stockholder's equity. 
Answer:  B 
 
Use the table for the question(s) below. 
 
Consider the following income statement and other information: 
 

Luther Corporation 
Consolidated Income Statement 

Year ended December 31 (in $ millions) 
 2009 2008 
Total sales 610.1 578.3 
Cost of sales (500.2) (481.9) 
Gross profit 109.9 96.4 
Selling, general, and  
administrative expenses (40.5) (39.0) 
Research and development (24.6) (22.8) 
Depreciation and amortization (3.6) (3.3) 
Operating income 41.2 31.3 
Other income --- --- 
Earnings before interest and taxes 
(EBIT) 41.2 31.3 
Interest income (expense) (25.1) (15.8) 
Pre-tax income 16.1 15.5 
Taxes (5.5) (5.3) 
Net income 10.6 10.2 
   
Price per share $16 $15 
Shares outstanding (millions) 10.2 8.0 
Stock options outstanding (millions) 0.3 0.2 
   
Stockholders' Equity 126.6 63.6 
Total Liabilities and Stockholders' 533.1 386.7 


