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Ethics - 18 Questions - 27 minutes



Question: 1 - 23379 

Based on AIMR's Standards of Professional Conduct, which of the following statements are a violation of Standard IV(B.6), Prohibition against Misrepresentation?
	A)
	A young trainee bond trader tells a prospective client that she can assist the client in all the client's investment needs: equity, fixed income, and derivatives and based on her years of experience as an analyst in the business that an investment looks like it has lots of potential.

	B)
	All of these.

	C)
	An investment manager recommends to a prospective client, an investment in mortgage IO strips because they are guaranteed by an agency of the federal government.

	D)
	A broker says XYZ stock is 100% guaranteed to double in value over the next six months.




Question: 2 - 28161 

According to AIMR's Standards of Professional Conduct Standard I(B), Fundamental Responsibilities, members shall not knowingly participate or assist in legal and ethical violations. An analyst: 

	A)
	must report all legal violations to the proper regulatory commission and is held responsible for participating in illegal acts when the law is evident to anyone knowing the law.

	B)
	is held responsible for violations by others when the analyst is unaware of the facts giving rise to the violation.

	C)
	is held responsible for participating in illegal acts when the law is evident to anyone knowing the law and can participate in a violation by having knowledge of the violation and taking no action to stop it or disassociate from it.

	D)
	is held responsible for participating in illegal acts when the law is evident to anyone knowing the law and is held responsible for violations by others when the analyst is unaware of the facts giving rise to the violation. 




Question: 3 - 28162 

Which of the following is a violation based on AIMR's Standard's of Professional Conduct?
	A)
	A portfolio manager accepts free trades from XYZ for her personal account for directing the portfolio's trades to XYZ. She does not inform her manager since there is no cash involved.

	B)
	After informing his manager, a portfolio manager accepts money for giving a broker information relating to a client's financial standing.

	C)
	A portfolio manager is offered a free vacation to increase performance. At the end of the year performance is up and the manager accepts the vacation after informing his manager of the fact.

	D)
	A portfolio manager is unexpectedly offered a vacation at year-end from a client who was pleased with their portfolio's performance. The manager accepts the vacation after informing her manager of the fact.




Question: 4 - 28165 

Based on AIMR's Standards of Professional Conduct, which of the following statements are a violation of Standard IV(B.6), Prohibition against Misrepresentation?
	A)
	A young trainee bond trader tells a prospective client that she can assist the client in all the client's investment needs: equity, fixed income, and derivatives and based on her years of experience as an analyst in the business that an investment looks like it has lots of potential.

	B)
	An investment manager recommends to a prospective client, an investment in mortgage IO strips because they are guaranteed by an agency of the federal government.

	C)
	A broker says XYZ stock is 100% guaranteed to double in value over the next six months.

	D)
	All of these.




Question: 5 - 28167 

Which one of the following is NOT consistent with AIMR's Performance Presentation Standards?
	A)
	Cash and cash equivalents must be included in composite returns.

	B)
	All actual, fee paying, discretionary portfolios should be included in at least one composite.

	C)
	Investment performance is the record of the manager not the firm, all changes in personnel should be accounted for by adjusting the composite's performance history.

	D)
	Presentation of performance may be either gross or net of investment management fees, as long as the method and the fee schedule are disclosed.




Question: 6 - 28168 

Under the Employee Retirement Income Security Act (ERISA), a person is a fiduciary if he or she:
	A)
	has discretionary authority in the administration of the pension plan; renders investment advice for a fee with respect to a pension plan's assets; exercises any discretionary authority with the management of the pension plan or its assets. 

	B)
	has an executive position in the firm sponsoring the pension plan.

	C)
	has an executive position in the firm sponsoring the pension plan; has discretionary authority in the administration of the pension plan.

	D)
	exercises any discretionary authority with the management of the pension plan or its assets.




Question: 7 - 29219 

There are four components of the AIMR?Code of Ethics. All of the following are part of the Code of Ethics EXCEPT: 

	A)
	Practice and encourage others to practice in a professional and ethical manner that will reflect credit on members and their profession.

	B)
	Strive to maintain and improve the competence of regulatory bodies such as the Securities and Exchange Commission (SEC).

	C)
	Strive to maintain and improve the competence of others in the profession.

	D)
	Use reasonable care and exercise independent professional judgment.




Question: 8 - 29220 

AIMR?believes: 

	A)
	that a maximum level of professional responsibility and conduct dictates that members be aware of and comply with laws, rules, and regulations governing their conduct.

	B)
	companies should set standards based on the ethics of upper management and the board of directors.

	C)
	that firms should comply with all domestic laws and regulations and that these laws also govern behavior in foreign markets, regardless of foreign laws and requirements.

	D)
	that a minimum level of professional responsibility and conduct dictates that members be aware of and comply with laws, rules, and regulations governing their conduct.




Question: 9 - 29221 

Which of the following statements about the AIMR?Code and Standards is TRUE? The Code and Standards: 

	A)
	require that members report legal violations to the appropriate governmental or regulatory organization.

	B)
	do not require that members report legal violations to the appropriate governmental or regulatory organization.

	C)
	expect members to resign from their jobs to disassociate themselves from clients engaging in illegal activities.

	D)
	expect members to persuade the perpetrator to cease illegal activities.




Question: 10 - 29222 

All of the following are appropriate uses of the CFA designation EXCEPT: 

	A)
	Jeremy Salyers, CFA.

	B)
	Joanne Silbourne is a CFA charterholder.

	C)
	I, as a CFA charterholder, expect to outperform the market because CFA charterholders have on average outperformed the S&P in 95 percent of the last 50 years.

	D)
	I have earned the CFA designation by passing three exams, having sufficient work experience and becoming a member of AIMR®.




Question: 11 - 29223 

Which of the following would NOT violate AIMR畳s rules regarding personal integrity and behavior? 

	A)
	A driving under the influence (DUI) conviction that results in the loss of one's driver's license for six months.

	B)
	Stealing a car and going to prison for 18 months.

	C)
	A misdemeanor conviction that results from lying about your income on your tax return.

	D)
	Cheating on an MBA preliminary exam and being expelled from the University.




Question: 12 - 29224 

When must an analyst give credit to the firm抯 own research staff for research analysis? 

	A)
	When sending printed materials to clients.

	B)
	When discussing research with a client.

	C)
	In a professional witness situation.

	D)
	In inter-office communications.




Question: 13 - 29225 

An AIMR member is NOT required to notify her supervisor in writing of the AIMR Code and Standards under which of the following circumstances? 

	A)
	The employer has indicated a willingness to adopt AIMR's Code and Standards, and the supervisor is an AIMR member.

	B)
	The employer has a high ethical standard, much of which is reflected in writing in the firm's Mission Statement.

	C)
	The supervisor is an AIMR member.

	D)
	The employer has publicly acknowledged in writing that they have adopted the AIMR Code and Standards.




Question: 14 - 29226 

When an AIMR?member who is presently employed by a firm undertakes any independent practice, he must do all of the following EXCEPT: 

	A)
	secure written permission from the employer.

	B)
	remand a percentage (to be determined by the employee and employer) of the income earned back to the employer.

	C)
	secure written permission from the outside firm.

	D)
	disclose the identity of their employer to clients and prospective clients and the fact that they are performing independently of the employer.




Question: 15 - 29227 

Which of the following statements regarding employee/employer relationships is FALSE? 

	A)
	A written contract may or may not exist between employer and employee.

	B)
	The employer has the power to control and direct the details of how work is to be performed.

	C)
	There must be monetary compensation for an employer/employee relationship to exist.

	D)
	An employee is someone in the service of another.




Question: 16 - 29228 

With respect to Standard III(E), Responsibilities of Supervisors, compliance supervisors and compliance officers should do all of the following EXCEPT: 

	A)
	disseminate the compliance procedures.

	B)
	incorporate a professional conduct evaluation into the employee's performance review.

	C)
	hold hearings with representatives from the firm to decide whether violations have occurred and the level of severity of the violations.

	D)
	review employee actions to ensure compliance and identify violators.




Question: 17 - 29229 

Brett Germaine is an AIMR?member who manages client portfolios. He has the power to buy and sell securities on behalf of his clients. His mother is a client and Brett manages her trust. With respect to his mother抯 account, he must: 

	A)
	treat her account with a bit more care and concern giving her advance notice of information like recommendation changes.

	B)
	treat her account with less care and concern than his other accounts so as to avoid the appearance of favoritism and comply with the Code and Standards.

	C)
	not take his mother's account because it is a violation of the Code and Standards to manage a family member's account or trust.

	D)
	treat her account like any other firm account and should not give her account special treatment or disadvantage.




Question: 18 - 29230 

In a tough decision to leave Greenberg and Associates, Jillian Cross, CFA, decides to seek employment with a competing firm. She decides that her current management team is essential to her ability to do her job and plans to convince the others to come with her when she leaves. She also plans to take her client list with her because she has to start somewhere in building a book of business. Jillian is: 

	A)
	out of compliance only in taking the client list.

	B)
	out of compliance only in trying to get her employees to come with her.

	C)
	out of compliance with Standard III(B), Duty to Employer, on both counts-attempting to take her management team with her and misappropriating the client list.

	D)
	in compliance.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18868 

There are 35 observations arrayed in a stem and leaf display. What is the mode and median of this data?

5 | 0113566689

6 | 00222235567889

7 | 00223456678 

	A)
	62 and 65.

	B)
	60 and 63.

	C)
	65 and 62.

	D)
	62.5 and 62.5.




Question: 20 - 18871 

Use the following data to evaluate an investment portfolio that holds one share of each of three firms (A, B, and C) that do not pay dividends.
	Stocks
	Beginning Year Price
	Ending Year Price

	A
	$10
	$20

	B
	$50
	$60

	C
	$100
	$110


What is the average rate return of the portfolio?
	A)
	6.25%.

	B)
	12.25%.

	C)
	18.75%.

	D)
	43.33%.




Question: 21 - 18872 

Which of the following statements is FALSE?
	A)
	The interquartile range contains half the data points in the data set.

	B)
	The interquartile range is set at half the distance between the largest and smallest number in the data set.

	C)
	If the median is on the left side of the interquartile range the data is skewed to the left.

	D)
	Downside outliers are those observations below the first quartile less 1.5 times the interquartile range.




Question: 22 - 18873 

Use the following data to calculate the standard deviation about the expected return:

· 50% chance of a 12% return 

· 30% chance of a 10% return 

· 20% chance of a 15% return 

	A)
	2.5%.

	B)
	3.0%.

	C)
	1.7%.

	D)
	3.3%.




Question: 23 - 18874 

Based on the following data, what is ABC Co.'s projected growth rate?
	  
	Bear
	Normal
	Bull

	Probability
	30%
	40%
	30%

	ROE
	10%
	15%
	30%

	b
	60%
	40%
	30%


	A)
	5.0.

	B)
	7.0.

	C)
	7.5.

	D)
	6.9.




Question: 24 - 29390 

Justin Banks just won the lottery and is trying to decide between the annual cash flow payment option or the lump sum option. Justin can earn 8% at the bank and the annual cash flow option is $100,000/year, beginning today for 15 years. What is the annual cash flow option worth to Justin today? 

	A)
	$855,947.87.

	B)
	$1,500,000.00.

	C)
	$1,080,000.00.

	D)
	$924,423.70.




Question: 25 - 29391 

Given the following sample data, find the standard deviation of the returns to stock A and stock B.  
	 
	Stock A 
	Stock B 

	Year 1
	16%
	20%

	Year 2
	20%
	24%

	Year 3
	12%
	10%


  
	A)
	Std. Dev. A = 3.3%; Std. Dev. B = 5.9%.

	B)
	Std. Dev. A = 4.0%; Std. Dev. B = 7.2%.

	C)
	Std. Dev. A = 5.7%; Std. Dev. B = 10.2%.

	D)
	Std. Dev. A = 6.3%; Std. Dev. B = 11.2%.




Question: 26 - 29394 

An investor is considering two investments. Stock A has a mean annual return of 16 percent and a standard deviation of 14 percent. Stock B has a mean annual return of 20 percent and a standard deviation of 30 percent. Calculate the coefficient of variation (CV) of each stock. Which of the following statements is TRUE? 

	A)
	Stock A (CV = 0.875) has more dispersion relative to the mean than stock B.

	B)
	Stock A (CV = 0.875) has less dispersion relative to the mean than stock B.

	C)
	Stock A (CV 1.14) has more dispersion relative to the mean than stock B.

	D)
	Stock A (CV 1.14) has less dispersion relative to the mean than stock B.




Question: 27 - 29395 

The probability of a boom economy is 40 percent. The probability of Yacht Co. having a 50 percent return given a boom economy is 80 percent. Find the joint probability of a boom economy and a 50 percent return for Yacht Co. 
	A)
	0.20.

	B)
	0.32.

	C)
	0.40.

	D)
	0.50.




Question: 28 - 29397 

Janet Jacobs intends to start saving for retirement today in an IRA. If she invests $3000/year each year, starting at the end of year 1, how much will she accumulated after 40 years if she expects to earn 12 percent over the period? 

	A)
	$2,301,274.26.

	B)
	$2,577,427.17.

	C)
	$279,152.91.

	D)
	$120,000.00.




Question: 29 - 29398 

Johnson Inc. manages a growth portfolio of equity securities that has a mean monthly return of 1.45% and a standard deviation of 10.8%. The S&P 500 has a mean monthly return of 1.2% and a standard deviation of 6.8%. The mean monthly return on T-bills is 0.30%. Calculate Sharpe抯 reward-to-variability ratio for the growth portfolio and for the S&P 500. Which of the following statements is TRUE? 

	A)
	Based on a reward-to-variability ratio the growth portfolio is preferable to the S&P 500.

	B)
	The growth portfolio has more excess return per unit of risk than the S&P 500.

	C)
	An investor would always prefer the S&P 500 to the growth portfolio.

	D)
	Based on a reward-to-variability ratio the S&P 500 is preferable to the growth portfolio.




Question: 30 - 29399 

Sarah Parker is buying a new $25,000 car. Her trade-in is worth $5,000 so she needs to borrow $20,000. The loan will be paid in 48 monthly installments and the annual interest rate on the loan is 7.5%. If the first payment is due at the end of the first month, what is Sarah抯 monthly car payment? 

	A)
	$480.57.

	B)
	$483.58.

	C)
	$416.67.

	D)
	$427.63.




Question: 31 - 18557 

Which of the following statements are TRUE?
I. The mean of a sample of five numbers (5 + 2 + 4 + 5 + 4) is ΣX / (n-1) = 5. 

II. The standard error of the sample means of the numbers above is s/ (n-1) = .75. 

III. The variance of a sample of five numbers (5 + 2 + 4 + 5 + 4) is Σ(X - X)2 / (n-1) = 1.5. 

IV. The sampling error is the difference between a sample statistic and its corresponding population parameter. 

	A)
	III and IV only.

	B)
	III only.

	C)
	I, II, and III only.

	D)
	I, II, III, and IV.




Question: 32 - 28156 

An analyst conducts a two-tailed z-test to determine if small cap returns are significantly different from 10 percent. The sample size was 200. The computed z-statistic is 2.3. Using a 5 percent confidence level, which statement is TRUE?
	A)
	You cannot determine what to do with the information given.

	B)
	A sample size of 200 indicates that the null should be accepted.

	C)
	Accept the null hypothesis and reject the alternative hypothesis. That is small cap returns are not significantly different from 10%.

	D)
	Reject the null hypothesis and accept the alternative hypothesis. That is small cap returns are significantly different from 10%.




Question: 33 - 28158 

Which of the following statements are TRUE?

I. A two-tailed test on a large sample with a significance level of .01 has confidence intervals of + 1.96 s/ n. 

II. A hypothesized mean of 3, a sample mean of 6, and a standard error of the sampling means of 2 give a sample Z-statistic of 1.5. 

III. A Type I error is rejecting the null hypothesis when it was true and a Type II error is accepting the alternative hypothesis when it is false. 

IV. When the sample Z-statistic is greater than the critical Z-statistic in a two-tailed test you should reject the null hypothesis and accept the alternative hypothesis. 

	A)
	I and III only.

	B)
	II and IV only.

	C)
	II, III, and IV only.

	D)
	I, II, III, and IV.




Question: 34 - 29392 

All of the following are properties of the student抯 t-distribution EXCEPT it: 

	A)
	is symmetrical.

	B)
	has "fatter tails" than a normal distribution.

	C)
	is defined by a single parameter, the degrees of freedom (df).

	D)
	is a normal distribution.




Question: 35 - 29393 

The mean return of Bartlett Co. is 3 percent and the standard deviation is 6 percent based on 20 monthly returns. What is the standard error of the sample? 

	A)
	2.00%.

	B)
	0.67%.

	C)
	0.50%.

	D)
	1.34%.




Question: 36 - 29396 

Which of the following statements is FALSE regarding hypothesis testing? 

	A)
	An analyst can perform a one-tailed or a two-tailed test.

	B)
	A type I error is acceptance of a hypothesis that is actually false.

	C)
	A type II error is the acceptance of a hypothesis that is actually false.

	D)
	The significance level is the risk of making a type I error.




Economics - 14 Questions - 21 minutes



Question: 37 - 28109 

Under rational expectations, a shift to a more expansionary economic policy would:
	A)
	fail to reduce the unemployment rate in either the short or long term.

	B)
	reduce the short run unemployment rate, but not the long term rate.

	C)
	reduce the long and short term unemployment rate.

	D)
	reduce the long run unemployment rate, but not the short term rate.




Question: 38 - 29047 

Which of the following statements about the basic functions of money is TRUE? 

	A)
	When money is defined as a medium of exchange, it means that money enables value to be stored and transported.

	B)
	Money's value is directly related to the level of prices.

	C)
	Paper money allows consumers to defer consumption, encourages division of labor, and is the best store of value.

	D)
	Money's function as a unit of account allows individuals to account for debts.




Question: 39 - 29283 

You are expecting an additional payment of $2,000 of income this year. You intend to save $500 of the $2000. According to the multiplier effect, total spending will increase by a total amount of: 

	A)
	$1,500.

	B)
	$4,000.

	C)
	$6,000.

	D)
	$2,500.




Question: 40 - 29284 

Changes in the budget deficit due to government actions are called: 

	A)
	mandatory fiscal policy.

	B)
	Keynesian policy.

	C)
	monetary policy. 

	D)
	discretionary fiscal policy.




Question: 41 - 29286 

Which of the following statements is FALSE regarding the process by which fiscal policy affects aggregate demand and aggregate supply? The results of restrictive fiscal policy are: 

	A)
	lower prices and reduced output.

	B)
	impossible to predict with respect to prices and output.

	C)
	a shift downward and to the right in the aggregate demand curve.

	D)
	higher prices and higher output.




Question: 42 - 29287 

Which of the following statements regarding budget deficits, inflation, and interest rates is FALSE? 

	A)
	The crowding out model implies budget deficits will decrease the demand for loanable funds and put downward pressure on the real rate of interest.

	B)
	The crowding out model implies budget deficits will increase demand for loanable funds and put upward pressure on the real rate of interest.

	C)
	Empirical studies show a weak relationship between deficits and real interest rates.

	D)
	The new classical model implies that higher expected future taxes will stimulate additional savings and thereby permit the government to expand borrowing at an unchanged interest rate.




Question: 43 - 29288 

Bank required reserves are the: 

	A)
	maximum reserves required by law, earn interest and may not be loaned to customers.

	B)
	minimum reserves required by law, earn interest and may be loaned to customers.

	C)
	minimum reserves required by law, do not earn interest and may not be loaned to customers.

	D)
	maximum reserves required by law, do earn interest and may be loaned to customers.




Question: 44 - 29289 

The potential deposit expansion multiplier is: 

	A)
	the reciprocal of the required reserve ratio.

	B)
	equal to the required reserve ratio.

	C)
	always equal to the actual expansion in the economy.

	D)
	is increased by a higher reserve requirement.




Question: 45 - 29057 

Assume that Notasled, a producer of cafeteria trays, operates in a purely competitive market. In addition, assume that the market price is $3.25. Notasled will produce so long as: 

	A)
	marginal revenue is positive.

	B)
	marginal revenue is greater than $3.25.

	C)
	marginal cost is less than or equal to $3.25.

	D)
	total revenue is increasing.




Question: 46 - 12815 

The primary benefits derived from tariffs usually accrue to: 

	A)
	domestic suppliers of goods protected by tariffs.

	B)
	domestic producers of export goods.

	C)
	foreign producers of goods protected by tariffs.

	D)
	domestic consumers of goods protected by tariffs.




Question: 47 - 28112 

If the dollar appreciates it becomes:
	A)
	cheaper for foreigners to buy U.S. goods.

	B)
	more expensive for foreigners to buy U.S. goods.

	C)
	cheaper for foreigners to buy foreign goods.

	D)
	more expensive for foreigners to buy foreign goods.




Question: 48 - 28114 

Given the following information:

· The U.S. interest rate is 6%. 

· The DEM/USD spot rate is 2.2. 

· The DEM forward rate is 2 DEM/USD 

· The domestic German interest rate is 8%. 

Which of the following statements are TRUE?

I. Capital will flow into Germany. 

II. If you start by borrowing $1000, your arbitrage profits will be $128. 

III. If you start by borrowing 1000 DEM, your arbitrage profits will be 116 DEM. 

IV. To arbitrage borrow Dollars at 6%, convert them to DEMs and lend the DEMs out at 8%. 

	A)
	III only.

	B)
	I and IV only.

	C)
	I, II, and IV only.

	D)
	II and IV only.




Question: 49 - 28115 

If the exchange rate value of the English Pound goes from $1.75 to $1.50, then the Pound has: 

	A)
	depreciated and the English will find U.S. goods more expensive.

	B)
	appreciated and the English will find U.S. goods cheaper.

	C)
	depreciated and the English will find U.S. goods cheaper.

	D)
	appreciated and the English will find U.S. goods more expensive.




Question: 50 - 29062 

Six months ago, a country抯 currency was quoted at 1,128.0 units to the U.S. dollar. Today, the currency is trading at 1,234.0 units to the U.S. Dollar. Which of the following factors is the least likely cause of this currency movement? The country抯: 

	A)
	government recently undertook an unanticipated restrictive monetary policy action.

	B)
	inflation rate increased (relative to the United State's inflation rate).

	C)
	economy grew at a faster rate than the U.S. economy.

	D)
	real interest rate decreased (relative to the United State's real interest rate).




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 14501 

Which of the following statements is FALSE?
	A)
	Accounting income recognizes both current period actual cash flows and changes in asset value.

	B)
	Reported income under the accrual concept provides a measure of current operating performance based solely on actual current period cash flows.

	C)
	The accounting process only recognizes value changes arising from actual transactions.

	D)
	Accrual accounting may allocate transactions and cash flows to time periods other than those in which the cash flows occur.




Question: 52 - 14503 

Which of the following statements are TRUE?
	A)
	Neither of these are correct.

	B)
	With the installment sales method sales are recognized when cash is received but profits are only recognized after all costs have been recovered.

	C)
	Both of these are correct.

	D)
	With the cost recovery method sales and profits are recognized as cash is received.




Question: 53 - 28144 

Which of the following statements are TRUE?
	A)
	Reported earnings under the completed-contract method are more volatile than under the percent-of-completion method.

	B)
	Reported earnings under the completed-contract method are more volatile than under the percent-of-completion method; Analysis of cash flow from operations is more important when using the completed-contract method than when using the percent-of-completion method. 

	C)
	Reported earnings under the completed-contract method are more volatile than under the percent-of-completion method; When cash receipts are greater than revenues earned the completed-contract method will give lower net income, retained earnings, liabilities, and current assets than the percent-of-completion method.

	D)
	Analysis of cash flow from operations is more important when using the completed-contract method than when using the percent-of-completion method; When cash receipts are greater than revenues earned the completed-contract method will give lower net income, retained earnings, liabilities, and current assets than the percent-of-completion method.




Question: 54 - 28998 

Data Corp. manufactures and sells computer equipment.  The following information is available concerning a transaction between Data and Venture, Inc.:

· On November 30, 2001 Data Corp. received a signed purchase order from Venture Inc. for 100 model D computers at a price of $150,000.  Under the terms of the purchase order, Data arranges and pays for shipping, risk of ownership passes upon delivery, and the transaction is not subject to revocation. 

· On December 29, 2001 100 model D computers were shipped from Data Corp.抯 factory. 

· On December 31, 2001 Data Corp. received cash payment for the computers in the amount of $150,000. 

· On January 2, 2002 the computers were received at Venture, Inc.抯 headquarters. 

Data Corp. should recognize $150,000 of revenue as of:
	A)
	January 2, 2002.

	B)
	November 30, 2001.

	C)
	December 29, 2001.

	D)
	December 31, 2001.




Question: 55 - 28999 

White Corp.抯 financial statements for the year ended December 31, 2001 included the following:

	Income Statement

	 
	 

	Sales
	$8,000,000 

	Cost of Goods Sold
	(3,800,000)

	   Gross Profit
	4,200,000 

	Wages  
	(1,000,000)

	Depreciation
	(600,000)

	Interest
	(500,000)

	Taxes
	    (600,000)

	   Net Income
	$1,500,000 


	Selected Balance Sheet Accounts

	 
	 
	 

	 
	Dec. 31, 2000
	Dec. 31, 2001

	Accounts Receivable
	$1,200,000
	$1,500,000

	Inventory
	800,000
	1,000,000

	Accounts Payable
	600,000
	400,000

	Equipment
	  5,300,000
	5,500,000


White prepares its Statement of Cash Flow using the direct method.

The Cash Flow from Operations (CFO) section of the statement will show Cash Collections of: 
	A)
	$7,700,000.

	B)
	$7,100,000.

	C)
	$6,900,000.

	D)
	$6,700,000.




Question: 56 - 29000 

The following information is derived from the financial records of Brown Company for the year ended December 31, 2001:

	Sales 
	$3,400,000  

	Cost of Goods Sold 
	(2,100,000) 

	Depreciation 
	(300,000) 

	Interest Paid 
	(200,000) 

	Gain on Sale of Old Equipment 
	400,000  

	Income Taxes Paid 
	    (300,000) 

	  Net Income 
	$900,000  


· Brown issued bonds on June 30, 2001 and received proceeds of $4,000,000. 

· Old equipment with a book value of  $2,000,000 was sold on August 15, 2001 for $2,400,000 cash.                   

· Brown purchased land for a new factory on September 30, 2001 for $3,000,000, issuing a $2,000,000 note and paying the balance in cash. 

Using the definition of free cash flow as cash flow from operations less capital expenditures, Brown抯 free cash flow available to equity shareholders for 2001 is:

	A)
	$2,200,000.

	B)
	$200,000.

	C)
	$2,600,000.

	D)
	$6,200,000.




Question: 57 - 29001 

Under the U.S. FASB conceptual framework, audited financial statements must do all of the following EXCEPT: 

	A)
	be relevant.

	B)
	be reliable.

	C)
	consider the economic impact of the reported information.

	D)
	be useful.




Question: 58 - 29002 

In 1998, Copper, Inc. completed a $4,000,000 bond issue to finance the purchase of equipment used in its operations. The bonds were convertible into common stock at a conversion rate of 100 shares per $1,000 bond. In 2001 the market price of Copper, Inc.抯 common stock rose above $10 per share, and all of the outstanding bonds were converted into common stock when the common stock was selling for an average price of $15 per share.

Copper, Inc. prepares its Statement of Cash Flows using the indirect method.

Given the above information, Copper抯 Statement of Cash Flows for the year ended December 31, 2001 should include the following: 
	A)
	no reporting of the transaction in the Statement of Cash Flows, except for a footnote describing the conversion of the bonds into common stock.

	B)
	under Cash Flow from Financing, "Retirement of Bonds: $4,000,000" and "Issuance of Common Stock: $4,000,000." 

	C)
	under Cash Flow from Financing, "Retirement of Bonds: $4,000,000" and "Issuance of Common Stock: $6,000,000" and under Cash Flow from Investing "Loss on Retirement of Bonds: $2,000,000." 

	D)
	no reporting of the transaction.




Question: 59 - 29003 

Marcus Corp.抯 balance sheet as of December 31, 2001 is as follows (in $ millions):

	Cash
	30
	 
	Accounts Payable
	15

	Accounts Receivable
	15
	 
	Long-term Debt
	30

	Inventory
	15
	 
	Common Stock
	45

	Property, Plant & Equip.(net)
	60
	 
	Retained Earnings
	30

	 Total Assets  
	120
	 
	Total Liabilities & Equity  
	120


Marcus Corp.抯 current ratio is: 
	A)
	4.0.

	B)
	3.0.

	C)
	2.0.

	D)
	1.0.




Question: 60 - 29004 

Bingham Corp.抯 income statements for the years ended December 31, 2000 and December 31, 2001 are as follows: (in $ millions)

	 
	2000
	2001

	Sales
	100 
	150 

	Cost of Goods Sold
	(72)
	(100)

	  Gross Profit
	  28 
	50 

	Depreciation
	(10)
	(20)

	  Operating Profit (EBIT)
	18 
	30 

	Interest Expense
	  (5)
	(6)

	  Earnings Before Taxes   
	13 
	24 

	Income Taxes
	(5)
	(11)

	  Earnings After Taxes
	8 
	13 


Balance Sheets for these years showed that total assets were $100 million and total equity was $35 million on December 31, 2000, and total assets were $118 million and total equity was $40 million on December 31, 2001. Which component of the traditional Du Pont equation explains more of Bingham Corp抯 financial improvement than any other component of the equation? 

	A)
	Net Profit Margin.

	B)
	Equity Multiplier.

	C)
	Asset Turnover.

	D)
	Financial Leverage Multiplier.




Question: 61 - 29005 

Selected financial data from Flag, Inc抯 financial statements for the years ended December 31, 2000 and 2001 are as follows (in $ millions):

	 
	2000
	2001

	Cash
	20
	25

	Marketable Securities
	30
	35

	Receivables
	50
	60

	Inventory
	100
	80

	Property, Plant & Equipment (net)   
	150
	150

	 
	 
	 

	Accounts Payable
	50
	40

	Long-term Debt
	75
	100


Selected financial data from Flag, Inc抯 financial statements for the years ended December 31, 2000 and 2001 are as follows (in $ millions): 

	A)
	Cash Ratio 2000-Below average; Cash Ratio 2001-Below average.

	B)
	Cash Ratio 2000-Above average; Cash Ratio 2001-Below average.

	C)
	Cash Ratio 2000-Below average; Cash Ratio 2001-Above average.

	D)
	Cash Ratio 2000-Above average; Cash Ratio 2001-Above average.




Question: 62 - 29006 

Washington, Inc.抯 stock transactions during the year 2001 were as follows:
	January 1
	720,000 shares issued and outstanding

	May 1
	2 for 1 stock split occurred

	October 1
	Acquisition of Block Corp. in exchange for 240,000 shares in a 

	 
	transaction accounted for by the pooling of interests method.


What was Washington抯 weighted average number of shares outstanding during 2001, for earnings per share (EPS) computation purposes?
 
	A)
	1,680,000.

	B)
	1,500,000.

	C)
	1,740,000.

	D)
	1,666,667.




Question: 63 - 29007 

Carolina Company has options for 100,000 shares outstanding that may be exercised at the discretion of the option holder no earlier than June 30, 2003. The exercise price is $40 per share. The market price of Carolina shares was $30 on December 31, 2001 and was priced at an average of $32 during 2001.

Carolina抯 earnings per share disclosures for 2001 should: 
	A)
	not include the options because they are antidilutive.

	B)
	include the options because they could dilute earnings.

	C)
	not include the options because they cannot be exercised until June 30, 2003.

	D)
	include the options because the shares declined in price during 2001.




Question: 64 - 29008 

Selected information from Able Company抯 financial activities in the year 2001 is as follows:
· Net Income was $720,000. 

· 1,000,000 shares of common stock were outstanding on January 1. 
· 1,000 shares of eight percent, $1,000 par value preferred shares were outstanding on January 1 and dividends were paid in 2001. 
· The tax rate was 40 percent. 
· Dividends were paid in 2001. 
· The average market price per share was $20 in 2001. 
 6,000 shares of three percent $500 par value preferred shares, convertible into common shares at a rate of 30 common shares for each preferred share, were outstanding for the entire year.
Able抯 diluted earnings per share (Diluted EPS) for 2001 was closest to:

	A)
	$0.55.

	B)
	$0.65.

	C)
	$0.66.

	D)
	$0.54.




Question: 65 - 29009 

Quad Associates, Inc.抯 net income for 2001 was $892,000 with 400,000 shares outstanding. The tax rate was 40 percent. Quad had 2,000 six percent $1,000 par value convertible bonds that were issued in 2000. Each bond was convertible into 40 shares of common stock.

Quad, Inc.抯 diluted earnings per share (Diluted EPS) for 2001 was closest to: 
	A)
	$2.23.

	B)
	$2.41.

	C)
	$2.11.

	D)
	$2.01.




Question: 66 - 29010 

Kendall Company抯 Net Income for 2001 was $830,000 with 200,000 shares outstanding. In 2000, Kendall issued 1,000 six percent $1,000 convertible (into 20 common shares each) bonds that were outstanding since 2000. Kendall抯 tax rate was 40 percent.
What was Kendall Company抯 diluted earnings per share (Diluted EPS) for 2001? 
	A)
	$4.15.

	B)
	$3.77.

	C)
	$4.04.

	D)
	$3.93.




Question: 67 - 14803 

An analyst notes the following about a company:

· Beginning inventory was reported as $5,000. 

· Costs of goods sold were reported as $8,000. 

· Ending inventory is $7,000 (the analyst has physically verified this amount). 

Which of the following statements are TRUE? 

I. Purchases must have been $10,000. 

II. If the analyst discovered that beginning inventory was overstated by $1,000, then cost of goods sold must have been understated by $1,000. 

III. If the analyst discovered that beginning inventory was understated by $2,000, then earnings before taxes must have been overstated by $2,000. 

	A)
	I and II only.

	B)
	II and III only.

	C)
	I and III only.

	D)
	I, II, and III.




Question: 68 - 28145 

Which of the following statements about depreciation is TRUE? 

	A)
	The initial tax savings created by using accelerated depreciation rather than straight-line depreciation is a deferral because a greater tax payment will be required at the end of the asset's life.

	B)
	Straight line depreciation yields a decreasing rate of return over the life of the asset.

	C)
	The total depreciation expense calculated with the sum of the years digits method is greater than that given by using the straight-line method.

	D)
	All of these are correct.




Question: 69 - 29011 

Selected information from Hometown, Inc.抯 financial statements for the year ended December 31, 2001 included the following (in $):

	Cash
	370,000
	 
	Accounts Payable
	915,000

	Accounts Receivable
	820,000
	 
	L.T. Deferred Tax Liability
	640,000

	Inventory
	1,050,000
	 
	Long-term Debt
	2,220,000

	Property, Plant & Eq. (net)
	3,200,000
	 
	Common Stock
	1,000,000

	  Total Assets
	5,440,000
	 
	Retained Earnings
	665,000

	 
	 
	 
	  Total Liabilities and Equity
	5,440,000

	 
	 
	 
	 
	 

	LIFO Reserve at January 1
	325,000
	 
	 

	LIFO Reserve at December 31
	500,000
	 
	 

	Income Tax Rate (percent)
	40
	 
	 


Hometown used the last in, first out (LIFO) inventory cost flow assumption. If Hometown changed from LIFO to first in, first out (FIFO) in 2001, Hometown抯 current ratio would: 

	A)
	increase from 2.45 to 2.63.

	B)
	be unchanged.

	C)
	increase from 2.45 to 2.99.

	D)
	increase from 2.45 to 2.80.




Question: 70 - 29012 

Income statement information for Quick Corp. for the years ended December 31, 2000 and 2001 was as follows (in $ millions):

	 
	2000
	2001

	Sales
	30,000,000 
	32,000,000 

	Cost of Goods Sold
	(16,000,000)
	(17,000,000)

	  Gross Profit
	14,000,000 
	15,000,000 

	Amortization of Franchise       
	(1,500,000)
	(1,500,000)

	Other Expenses
	(7,000,000)
	(7,000,000)

	  Net Income
	5,500,000 
	6,500,000 


Quick acquired a franchise in 2000 for $15,000,000 that Quick elected to amortize over 10 years. Ignoring taxes, if Quick expensed the franchise cost in 2000 instead of amortizing it, net income for 2000 and 2001 would be, respectively: 

	A)
	-$8,000,000 and $8,000,000.

	B)
	-$9,500,000 and $8,000,000.

	C)
	-$8,000,000 and $6,500,000.

	D)
	-$9,500,000 and $6,500,000.




Question: 71 - 29013 

Ignoring income tax effects, the statement of cash flow for Firm A, which capitalizes construction interest, as compared to Firm B, which expenses interest, will show all of the following EXCEPT that: 

	A)
	overall cash flow of Firm A and Firm B will be the same.

	B)
	Firm B will have higher cash flow from operations (CFO).

	C)
	Firm A will have lower cash flow from investing (CFI).

	D)
	initially, there will be opposite effects in operating and investing cash flows, but they will reverse over time.




Question: 72 - 29014 

Granite, Inc. owns a factory machine with a carrying value of $3.0 million, a salvage value of $2 million, and a present value of future cash flows of $1.7 million. The asset is permanently impaired. Granite should: 

	A)
	immediately write the factory machine down to its salvage value.

	B)
	immediately write the factory machine down to its present value of future cash flows.

	C)
	write the machine down to its present value of future cash flows as soon as it is depreciated down to salvage value.

	D)
	not write the machine down until it is sold or removed from service.




Question: 73 - 14937 

Which of the following statements is FALSE? 

	A)
	Temporary differences are differences in taxable and pretax incomes that will reverse in future years.

	B)
	When a deferred tax liability reverses it means that the tax sheltering has ended and a cash outflow for taxes will occur.

	C)
	A deferred tax liability occurs when taxable income is less than pretax income in the early years of an assets life and is not expected to reverse in the later years.

	D)
	If there is a change in the tax rate under the liability method all deferred tax assets and liabilities must be revalued using the new tax rate.




Question: 74 - 28146 

Which of the following statements is FALSE? 

	A)
	When a firm retires debt prior to maturity the difference between the market value of the debt and its book value is treated as an extraordinary gain or loss on the income statement.

	B)
	The book value of a firm's debt will not necessarily equal its market value.

	C)
	Convertible debt must be treated as equity when computing the firm's debt to equity ratio.

	D)
	If a firm issues bonds with detachable warrants the proceeds must be divided between the two on the firm's balance sheet.




Question: 75 - 28147 

Which of the following statements about bonds is FALSE? 

	A)
	For bonds sold at a premium, the interest expense will decrease over time.

	B)
	The interest expense is the bond's carrying value (par - the unamortized discount, or + the unamortized premium) at the beginning of the period multiplied by the effective interest rate.

	C)
	The effective interest rate is the bond's coupon rate of interest.

	D)
	If a bond is reacquired prior to maturity the difference between the cash paid to reacquire the bond and the carrying value of the bond on the books is listed as an extraordinary gain or loss on the income statement.




Question: 76 - 28148 

If a lease is capitalized rather than expensed (an operating lease) the firm's net income will: 

	A)
	decrease over the life of the lease.

	B)
	remain constant over the life of the lease.

	C)
	decrease during the first half of the lease then increase in the later years.

	D)
	increase over the life of the lease.




Question: 77 - 29015 

Kemper Company purchased 100,000 shares of Able, Inc. on January 2, 2001 for $50 per share. The securities were classified as available for sale investments, and were Kemper抯 only investment security. On December 31, 2001 the securities were valued at $75 per share. Kemper抯 tax rate was 40 percent. On its 2001 financial statements Kemper did not list the unrealized gain on its income statement but reported an adjustment to shareholder抯 equity.
Kemper should report its potential tax liability relating to the Able, Inc. securities by: 
	A)
	recording deferred tax liability of $1,000,000.

	B)
	recording a deferred tax adjustment decrease of $1,000,000 in shareholders equity.

	C)
	recording taxes payable of $1,000,000.

	D)
	making no recording until a realization event occurs.




Question: 78 - 29016 

On December 31, 2001 Mango Corp. issued 5,000 four percent $1000 par value convertible bonds due December 31, 2006. All of the bonds were sold at par. Each bond could be exchanged for 20 shares of Mango Corp. common stock at the holder抯 option at any time until the bonds were due. The stock price at December 31, 2001 was $40 per share. Mango estimates that without the conversion feature, the bonds would have sold for 20 percent less.

As of December 31, 2001, Mango should record the issuance of the bonds by increasing the cash account on the asset side of the balance sheet by $5,000,000 and on the liabilities and equity side by: 
	A)
	increasing bonds payable by $5,000,000.

	B)
	increasing bonds payable by $4,000,000, and increasing estimated deferred equity by $1,000,000.

	C)
	increasing estimated deferred equity by $5,000,000.

	D)
	making no entry until actual payments are due.




Question: 79 - 29017 

On December 31, 2001 Sandy Company entered into an 8-year lease for a printing press. The economic life of the press was 10 years. The lease provided that lease payments of $1,000,000 annually were due on December 31, beginning one year after lease signing. The interest rate implicit in the lease was seven percent. Sandy Company抯 incremental borrowing rate was six percent. Before entering into this lease, the balance sheet for Sandy Company was as follows (in $):

	Cash
	100,000
	 
	Accounts Payable
	200,000

	Accounts Receivable
	300,000
	 
	Long-term Debt
	1,700,000

	Inventory
	1,500,000
	 
	Common Stock
	600,000

	Property, Plant & Equip.
	5,200,000
	 
	Retained Earnings
	4,600,000

	  Total Assets
	7,100,000
	 
	  Total Liab. & Equity
	7,100,000


Immediately after executing this lease, Sandy Company抯 long term debt-to-equity ratio will: 

	A)
	increase from 0.327 to 0.711.

	B)
	increase from 0.327 to 1.559.

	C)
	increase from 0.327 to 1.227.

	D)
	remain unchanged.




Question: 80 - 29018 

Opal Company manufactures sophisticated machines and then leases them to its customers. If the leases are structured in such a way that they are treated as capital leases for accounting purposes, the impact on Opal抯 financial statements and ratios will be that all of the following will be higher EXCEPT: 

	A)
	the total asset turnover ratio.

	B)
	return on equity (ROE).

	C)
	net cash flow.

	D)
	sales.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28152 

Which of the following statements is FALSE? 

	A)
	Opportunity costs are cash flows that a firm passes up by taking a project.

	B)
	Shipping and installation costs are part of the depreciable basis of a project.

	C)
	Externalities refer to the cannibalization of sales that occurs when a new project is initiated.

	D)
	Sunk costs are developmental costs that should be considered in the capital budgeting decision.




Question: 82 - 28153 

Which of the following statements is FALSE? 

	A)
	In the absence of capital rationing a firm should take all projects that offer a return greater than the firm's marginal cost of capital.

	B)
	The certainty equivalent approach of risk analysis adjusts projected future cash flows upward to account for the variability of these future cash flows.

	C)
	If a project is riskier for the firm than a normal project then the firm should adjust the project's discount rate upward to compensate for risk.

	D)
	The firm's marginal cost of capital occurs where the firm's investment opportunity schedule crosses the firm's marginal cost of capital schedule.




Question: 83 - 28154 

Which of the following statements about a stock repurchase plan is FALSE? 

	A)
	A large block of stock is removed from the market place.

	B)
	The firm's capital structure will be changed by a repurchase.

	C)
	Disgruntled stockholders are forced to sell their shares improving management's position.

	D)
	Management can distribute cash to shareholders without signaling about future earnings.




Question: 84 - 28132 

Which of the following statements about security markets are TRUE? 

	A)
	A call market is a market where trades occur at any time the market is open.

	B)
	The NYSE, AMEX, and the Tokyo Stock Exchange (TSE) are all price driven markets.

	C)
	An auction market is a price driven market.

	D)
	All of these are correct.




Question: 85 - 28134 

Security market indexes are used to:

I. Help calculate security betas. 

II. Help in the construction of index portfolios. 

III. Measure portfolio performance over various time periods. 

IV. Help examine the factors that influence aggregate security price movements. 

	A)
	I, II, III, and IV.

	B)
	I and III only.

	C)
	I and IV only.

	D)
	II, III and IV only.




Question: 86 - 29414 

An investor bought a stock on margin. The margin requirement was 60 percent; the current price of the stock is $75 and the investor paid $50 for it 1 year ago. The rate on the margin loan was 10 percent. Ignoring transactions costs, what is the investor抯 return on this transaction? 

	A)
	115.00%.

	B)
	143.33%.

	C)
	83.33%.

	D)
	76.67%.




Question: 87 - 29415 

Which of the following statements regarding price-weighted indexes is FALSE? 

	A)
	Adjusting for stock splits places a downward bias on the index.

	B)
	Successful stocks will lose weight within the index due to simply splitting their stocks.

	C)
	If you build your portfolio by buying an equal number of shares of each stock, you should measure your performance against a price-weighted index.

	D)
	Firms with greater market capitalization have a greater impact on the index than do firms with lower market capitalization.




Question: 88 - 29416 

The weak-form efficient market hypothesis (EMH) implies that: 

	A)
	technical analysts can make abnormal returns using past trading data.

	B)
	insiders such as specialists or corporate board members cannot make abnormal returns.

	C)
	an investor cannot make an abnormal return using technical analysis, after adjusting for transaction costs and taxes.

	D)
	no one can make an abnormal return, no matter what type of information they have.




Question: 89 - 16876 

Assuming all other variables remain unchanged, which of the following would increase a firm's price earnings (P/E) ratio? 

	A)
	The level of inflation is expected to decline.

	B)
	The yield on T-Bills increases.

	C)
	Investors become more risk averse.

	D)
	The dividend payout ratio decreases.




Question: 90 - 28149 

Under economic value added (EVA) corporate investments are analyzed using: 

	A)
	net present value techniques, discounting future expected cash flow.

	B)
	measures of social responsibility.

	C)
	measures of management performance compared to the industry.

	D)
	external performance measures such as how the market has evaluated the firm.




Question: 91 - 28150 

All of the following indicate that the three-step valuation process works EXCEPT: 

	A)
	empirical results show that it is possible to pick underpriced securities regardless of the direction of the economy.

	B)
	changes in an individual stock's rate of return are best explained by changes in rates of return for the aggregate stock market.

	C)
	most changes in a firm's earnings can be attributed to general economic and market factors.

	D)
	there is a relationship between aggregate stock prices and various economic series such as employment.




Question: 92 - 28151 

Which of the following are factors determining the intensity of competition within an industry?

I. The threat of new entrants. 

II. The threat of substitute products. 

III. Rivalry among existing competitors. 

IV. Bargaining power of buyers and suppliers. 

	A)
	I and III only.

	B)
	I, II, III, and IV.

	C)
	II and III only.

	D)
	II and IV only.




Question: 93 - 29418 

Calculate the value of a common stock that last paid a $2.00 dividend if the required rate of return on the stock is 14 percent and the expected growth rate of dividends and earnings is 6 percent. 

	A)
	$26.50.

	B)
	$25.00.

	C)
	$14.29.

	D)
	$33.33.




Question: 94 - 29419 

The internally sustainable earnings growth rate (g) is defined as the: 

	A)
	dividend payout ratio * return on equity (ROE).

	B)
	RR * return on assets (ROA).

	C)
	retention ratio (RR) (also called plowback ratio) * return on equity (ROE).

	D)
	dividend payout ratio * ROA.




Question: 95 - 28128 

Which of the following statements are TRUE?

I. Non-callable bonds cannot be retired for any reason prior to maturity. 

II. Sinking fund provisions require the issuer to systematically retire the issue over its life rather than at maturity. 

III. Non-refundable bonds prohibit a company from calling an issue financed by the proceeds of a lower cost refunding bond issue. 

	A)
	I only.

	B)
	II only.

	C)
	I and III only.

	D)
	I, II, and III.




Question: 96 - 28118 

The bond's yield-to-maturity is: 

	A)
	the discount rate that equates the present value of the cash flows received with the price of the bond.

	B)
	All of these are correct.

	C)
	based on the assumption that the yield curve is flat.

	D)
	based on the assumption that the bond is held to maturity and all coupons are reinvested at the yield-to-maturity.




Question: 97 - 28121 

What rate of return will an investor earn if they buy a 20-year, 10 percent annual coupon bond for $900? They plan on selling this bond at the end of five years for $951? 

	A)
	12.0%.

	B)
	9.4%.

	C)
	10.0%.

	D)
	11.3%.




Question: 98 - 28123 

What data would an analyst need to calculate the implied 1-year forward rate 3 years from now? 

	A)
	The current spot rate and the spot rate four years from now.

	B)
	Spot rates for six-month intervals for two years then the 4-year spot.

	C)
	The 3-year spot and the 4-year spot.

	D)
	The implied 4-year forward rate 3 years out and the current spot rate.




Question: 99 - 28126 

When market rates were 6 percent an analyst observed a $1,000 par value callable bond selling for $950. At the same time the analyst also observed an identical non-callable bond selling for $980. What would the analyst estimate the value of the call option on the callable bond to be worth? 

	A)
	$20.

	B)
	$30.

	C)
	$50.

	D)
	$80.




Question: 100 - 29417 

Value a semi-annual, 8 percent coupon bond with a $1000 face value if similar bonds are now yielding 10 percent? The bond has 10 years to maturity. 

	A)
	$875.38.

	B)
	$1000.00.

	C)
	$1373.87.

	D)
	$837.45.




Question: 101 - 28137 

The following trades occurred between four traders:

· Trader A buys 50 contracts of wheat from trader B. 

· Trader A sells 30 of these contracts to trader C. 

· Trader B also sells 40 wheat contracts to trader D. 

After all of these trades what is the open interest in wheat?

	A)
	90.

	B)
	50.

	C)
	70.

	D)
	120.




Question: 102 - 28139 

Which of the following statements about options are TRUE?

I. Standardization of option contracts helps promote market liquidity. 

II. Options can be used to adjust the risk return characteristics of a portfolio. 

III. American options allow for early exercise, while European options do not. 

IV. A put option gives its owner the right to sell a stock at a specified price for a specified time period. 

	A)
	I and III only.

	B)
	I, II, III, and IV.

	C)
	I, III and IV only.

	D)
	II, III and IV only.




Question: 103 - 28140 

The holder of a call option will exercise the option at expiration when the: 

	A)
	value of the stock exceeds the strike price.

	B)
	value of the stock is less than the strike price.

	C)
	value of the stock equals or exceeds the strike price.

	D)
	answer cannot be determined with the information given.




Question: 104 - 28141 

The motivation for swap agreements would be:

I. The reduction of business risk. 

II. The avoidance of regulation costs. 

III. The reduction of transactions costs. 

	A)
	II and III only.

	B)
	I and II only.

	C)
	I and III only.

	D)
	I, II, and III.




Question: 105 - 28142 

Which of the following regarding a plain vanilla interest rate swap is TRUE? 

	A)
	The notional principal is swapped.

	B)
	Only the net interest payments are made.

	C)
	Only the net notional principal is swapped.

	D)
	The notional principal is returned at the end of the swap.




Question: 106 - 10780 

Real estate investment objectives that must be considered are the investment's characteristics and your own investment constraints and goals. The goals and constraints you should consider are:

I. the physical property and the legal property rights. 

II. the determinants of value: demand, supply, and market valuation. 

III. the risk-return relationship of real estate and how much of your portfolio should be in real estate. 

IV. the technical skills needed to maintain the property and the managerial talent necessary to control the property. 

	A)
	I and II only.

	B)
	III and IV only.

	C)
	I and III only.

	D)
	II and IV only.




Question: 107 - 28029 

All the following are characteristics of mutual funds EXCEPT: 

	A)
	they provide instant diversification.

	B)
	they provide a constant risk classification.

	C)
	they provide timely information for your taxes.

	D)
	their performance falls above the SML (Security Market Line).




Question: 108 - 28030 

Venture capitalists: 

	A)
	provide young firms with capital.

	B)
	All of these are correct.

	C)
	insist on the development of a business plan.

	D)
	provide business expertise and confidentiality.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28031 

A middle aged working couple would be in which life cycle phase? 

	A)
	The accumulation phase.

	B)
	The gifting phase.

	C)
	The spending phase.

	D)
	The consolidation phase.




Question: 110 - 28033 

Which of the following statements is FALSE? 

	A)
	The Efficient Frontier plots expected return against unsystematic risk.

	B)
	The SML plots expected return against systematic risk.

	C)
	The Capital Market Line plots expected return against total risk.

	D)
	The equation for the SML (Security Market Line) is: ERstock = kRF + (ERmarket - kRF) Beta.




Question: 111 - 28094 

If there are two assets that are perfectly positively correlated, what would be their combined standard deviation if 30 percent of an investor's funds were put in the asset with a standard deviation of .3 and 70 percent were invested in an asset with a standard deviation of .4? 

	A)
	.151.

	B)
	.244.

	C)
	.426.

	D)
	.370.




Question: 112 - 28098 

The market index and a portfolio have a correlation coefficient of .6. What percentage of the portfolio's total risk is systematic and what percentage is unsystematic? 

	A)
	60%      40%.

	B)
	36%      64%.

	C)
	40%      60%.

	D)
	64%      36%.




Question: 113 - 28100 

The risk free rate is 5 percent and the expected market return is 15 percent. A portfolio manager is projecting a return of 20 percent on a portfolio with a beta of 1.5. After adjustments for risk are made, this portfolio's return compared to the market is expected to: 

	A)
	be safer.

	B)
	be equal.

	C)
	out perform.

	D)
	under perform.




Question: 114 - 28103 

Which of the following statements about the efficient frontier is FALSE? 

	A)
	Investors will want to invest in the portfolio on the efficient frontier that offers the highest rate of return.

	B)
	Portfolios falling on the efficient frontier are fully diversified.

	C)
	Portfolios falling on the efficient frontier offer the highest return for their risk level.

	D)
	The efficient frontier shows the relationship that exists between expected return and total risk in the absence of a risk free asset.




Question: 115 - 28105 

A stock has an expected return of 12 percent and a beta of 1.2. The risk free rate is 5 percent and the expected return on the market is 10 percent. The stock is: 

	A)
	properly priced.

	B)
	overpriced.

	C)
	answer cannot be determined with the information given.

	D)
	underpriced.




Question: 116 - 28108 

Which of the following reasons explain why U.S. investors are not well diversified internationally?

I. The complications of foreign tax laws. 

II. International trading costs are higher than domestic trading costs. 

III. The poor diversification potential presented by emerging market securities. 

IV. SEC accounting requirements keep many foreign firms from registering in the U.S. 

	A)
	I and III only.

	B)
	II and IV only.

	C)
	I, II, III, and IV.

	D)
	I, II, and IV only.




Question: 117 - 29359 

All of the following are fundamental sources of uncertainty that make up risk premiums EXCEPT: 

	A)
	inflation risk.

	B)
	business risk.

	C)
	financial risk.

	D)
	exchange rate risk.




Question: 118 - 29360 

Which of the following statements regarding the security market line (SML) are FALSE? 

	A)
	An expectation that risk has increased in the market will cause an upward parallel shift in the SML.

	B)
	An increase in inflation will cause an upward parallel shift in the SML.

	C)
	A decrease in economic growth will cause a downward parallel shift in the SML.

	D)
	An expectation that risk has decreased in the market will cause the slope of the SML to flatten.




Question: 119 - 29361 

Which of the following statements about risk aversion is TRUE? 

	A)
	Risk averse investors will not take on risk.

	B)
	Given a choice between two assets with equal rates of return, the investor will always select the asset with the lowest level of risk.

	C)
	Most investors are not risk averse.

	D)
	Risk aversion implies that the risk-return line, the CML, and the SML are downward sloping curves.




Question: 120 - 29362 

The correlation coefficient between stocks A and B is .75. The standard deviation of stock A抯 returns is 16% and the standard deviation of stock B抯 returns is 22%. What is the covariance between stock A and B? 

	A)
	0.0264.

	B)
	0.0352.

	C)
	0.3750.

	D)
	0.7272.
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Answers

1) B

Although acting with humility may be desirable, AIMR members are not required to do so. However, they should act in a manner that reflects credit on themselves and their profession.


2) C

I(B): Prohibition against assisting illegal and ethical violations. If you suspect someone is planning or engaging in illegal activities you should:

1. Determine the legality of the activities. Consult your supervisor and legal counsel. 

2. Take appropriate action. Dissociate, attempt to persuade the perpetrator to stop. AIMR does not require you to report them to the authorities, but the law might. 


3) A
Standard III(D) Disclosure says you must inform your supervisor of all additional compensation arrangements. Standard IV(A.3) says you must maintain your independence and objectivity. You cannot accept gifts designed to influence your behavior from non-clients. Accepting gifts from a client for past good performance and accepting a gift from a client to achieve performance are allowed (although your manager may not allow it). The standard differentiates between clients (those who hire you) and customers (those you hire). 


4) D
AIMR members, CFA charterholders, and CFA candidates are prohibited from misrepresenting their services or qualifications and inappropriate assurances about any investment or its return. 



5) C

	Requirements in Return Calculations
	
	How to Construct a Composite:

	Total returns.
Total weighted returns.
Accrual accounting
Asset weighted composites.
Cash and cash equivalents must be included in composite returns.
Quarterly calculations minimum.
Geometric linking.
Deduct trading expenses.
	
	All actual, fee paying discretionary portfolios must be included in at least one composite.

	
	
	Add new portfolios to a composite at the start of the next measurement period.

	
	
	Portfolios no longer under management should still be included in the historical composite.

	
	
	Portfolios should not be switched to a different composite unless changes in guidelines make it reasonable.

	
	

	Presentation:
	
	Disclosure. Must indicate:

	10 year record.
	
	The availability of composite list.

	Annual returns.
	
	The number of portfolios in composite.

	Can't restate returns for firm changes.
	
	The amount of assets in composite.

	Actual asset returns only.
	
	The definition of the firm.

	
	
	Whether the results are gross or net of management fees.

	
	
	A measure of dispersion.




6) A



7) B
The Code of Ethics governs only the conduct of members and individuals in the profession, not the conduct of regulatory bodies. The fourth component of the AIMR Code of Ethics is to act with integrity, competence, dignity, and in an ethical manner when dealing with the public, clients, prospects, employers, employees, and fellow members. 



8) D
AIMR’s Code and Standards dictate a minimum level of conduct. Standards should not be based on ethics of upper management and the board of directors of a company. Firms must comply with the strictest applicable standards, whether they be foreign or domestic laws and regulations. 



9) B
The Code and Standards do not require members to report violations to legal authorities, but such disclosure may be prudent in certain circumstances. They do not require members to quit their jobs or to persuade violators to cease illegal activities. They do require that members report the activities to the appropriate person(s) in their own firm and disassociate themselves from the illegal actions. 



10) C
The charterholder may not make claims about the performance of CFA charterholders. They may follow their name with the designation and describe, factually, the requirements for becoming a charterholder. 



11) A
Standard II(B) states that members shall not engage in any professional conduct involving dishonesty, fraud, deceit or misrepresentation or commit any act that reflects adversely on their honesty, trustworthiness, or professional competence. Felony convictions with prison terms of one year or more, as well as misdemeanors reflecting moral turpitude are in violation of the standard. A DUI conviction does not reflect on moral turpitude, but persistent misdemeanor convictions reflect poorly on professional competence. 



12) C
When speaking with clients and prospects about research conducted by his own firm, an analyst need not give explicit credit because the analyst is representing the firm. An analyst must give credit to the firm’s own research staff in a professional witness situation because in such a situation, he is representing himself rather than the firm. 



13) D
The AIMR member is not required to notify her supervisor in writing of the Code and Standards if the employer has publicly acknowledged in writing that they have adopted the AIMR Code and Standards. Otherwise the member must notify the employer in writing. 



14) B
The member is obligated to get written permission from his employer and the outside firm if he will be in any way competing with his current employer. The member must also disclose the identity of their employer to clients and prospective clients and the fact that they are performing independently of the employer, and what their employer would charge for similar services. 



15) C
Monetary compensation is not a requirement of the employee/employer relationship. 



16) C
There is no obligation of employers to hold hearings when violations have occurred. 



17) D
Brett must treat his mother’s account like any other of his clients’ accounts. 



18) C
She is out of compliance on both counts–attempting to obtain a mass resignation of the management team and misappropriating the client list. 


19) A
The mode is the most frequent number: 62.
The median is half way from the top or bottom. The 19th number down is 65. 



20) C

You must value weight the returns using beginning values.

(10/160)(100%) + (50/160)(20%) + (100/160)(10%) = .1875 = 18.75% 

You could also just use beginning and ending portfolio values:

(190–160)/160 = 18.75% 



21) B

To draw a box plot:

· Plot the median (That is the second quartile, half the numbers are above it and half are below it.) 

· Plot the 1st quartile (That is the number below which 25% of the smallest numbers fall.) 

· Plot the 3rd quartile (That is the number above which 25% of the largest numbers fall.) 

· Box in the distance between the 1st and 3rd quartiles (This is called the interquartile range.) 

· Plot the smallest and largest numbers (The range.) 

· Plot out with a star the outliers (Those numbers falling outside 1.5 times the interquartile range.) 



22) C

Mean = (.5)(.12) + (.3)(.1) + (.2)(.15) = .12
variance = Sum (wt)(return - mean return)2 = 
(.5)(.12-.12)2 + (.3)(.1-.12)2 + (.2)(.15-.12)2 = .0003
Standard deviation = square root of  .0003 = .017 or 1.7%


23) D

You must first solve for g.

g bear = (.1)(.6) = .06
g normal = (.15)(.4) = .06
g bull = (.3)(.3) = .09.

Now solve for the expected growth rate:

g = (.3)(.06) + (.4)(.06) + (.3)(.09) = .069 or 6.9%



24) D
First put your calculator in the BGN.

N=15; I/Y=8; PMT=100,000; CPT PV = 924,423.70.

Alternatively, do not set your calculator to BGN, simply multiply the ordinary annuity (end of the period payments) answer by 1+I/Y. You get the annuity due answer and you don’t run the risk of forgetting to reset your calculator back to the end of the period setting. 


25) B
First, find the mean of the returns, then take differences and square them, add them up, divide by n-1 (called the variance) and take the square root of the variance to find the standard deviation.

Example for A: 16 + 20 + 12 = 48/3 = 16% average return.

16 – 16 = 02 = 0

20 – 16 = 42 = 16

12 – 16 = (-4)2 = 16

0 + 16 + 16 = 32/(3-1) = 16.5 = 4.0% 


26) A
CV stock A = .14/.16 = 0.875

CV stock B = .03/.20 = 1.5

Stock A has less dispersion relative to the mean than Stock B. 


27) B
The joint probability of a boom economy and an 80 percent return for Yacht Co. is 0.40 * 0.80 = 0.32. 



28) A
N=40; I/Y=12; PMT=3,000; CPT FV = 2,301,274.26. 



29) D
The Sharpe index for the growth portfolio is 1.45 - 0.30/10.8 = 0.10648.

The Sharpe index for the S&P 500 is 1.2 - 0.3/6.8 = 0.13235.

Thus, the S&P 500 has the higher Sharpe index, or greater excess return per unit of risk. However, you cannot say that an investor would always prefer the S&P 500 relative to the growth portfolio, based on the Sharpe ratio. 


30) B
N=48; I/Y=7.5/12 = .625; PV=20,000; FV=0; CPT PMT = 483.58. 



31) A

I. sample mean is ΣX / n = 20/5 = 4 not 20/4 = 5
II. standard error of the sample means is s/square root of n = 1.5 / square root of 5 = .67


32) D

At the.05 level the critical Z-statistic is 1.96. You must know this.

H0: α = 10%, H1: α ≠ 10%,    Z crit < Z calculated accept the alt.


33) B
I. The .01 level of confidence is 2.58 standard errors.
III. A type II error is wrongly accepting the null. 


34) D
The student t distribution is not a normal distribution; it is less peaked than normal, resulting in “fatter tails” than a normal distribution. 



35) D
The standard error of the sample is the standard deviation divided by the square root of n, the sample size. 6/20.5 = 1.34%. 



36) B
A type I error is the rejection of a hypothesis that is actually true. 



37) A
Rational expectations. People consider all available information and form future expectations based on the probable occurrence of future events. Here, business will figure out that the expansionary policy will eventually lead to higher prices, so unemployment will be unchanged. 



38) D
As a unit of account, money acts as a common basis for financial transactions and accounting. Imagine the difficulty in trying to use oats to pay back a loan you received in bananas.

Money’s function as a store of value means that money enables value to be stored and transported. When money is defined as a medium of exchange, it means that money simplifies transaction costs. Money must be commonly recognized and universally accepted for it to serve as a good medium of exchange. Another basic function of money, that of unit of account, means that money allows consumers to compare the value of goods. The liquid asset function of money means that money converts easily into other goods. The statement that begins, “Money’s value is ..” should continue, “..inversely related to the level of prices.” The value of a unit of money is measured in terms of what can be purchased with the unit. An increase in the level of prices and a decline in the purchasing power of a unit of money are the same thing. The statement about paper money is partially true - it allows consumers to defer consumption and encourages division of labor. It is not necessarily the best store of value. Other assets may provide a better hedge against inflation or greater price appreciation (real estate, for example). 


39) C
The marginal propensity to consume (MPC) = added consumption/additional income. The multiplier (M) = 1/(1-MPC). In this case MPC = $1500/2000 = .75. M=1/(1-.75) = 4. Therefore spending will increase by $6,000 = 4 * $1500. 


40) D
Government actions, which cause changes in the budget deficit, are called discretionary fiscal policy. Fiscal policy refers to the government’s ability to change government spending or raise and lower taxes. Note that monetary policy is conducted by the Federal Reserve to control the money supply. 



41) D
The result of restrictive fiscal policy is lower prices and reduced output. The government will either raise taxes or decrease spending to reduce the budget deficit. Aggregate demand will decrease and shift downward and to the left. 


42) A
The crowding out model implies budget deficits will increase demand, not decrease demand, for loanable funds and put upward pressure on the real rate of interest. Emprical studies have shown that the relationship between budget deficits and interest rates is weak at best. The main argument of the new classical economists is that the government ultimately needs to repay its taxes. 



43) C
Bank required reserves are the minimum reserves required by law, do not earn interest and may not be loaned to customers. 



44) A
The potential deposit expansion multiplier is the reciprocal of the required reserve ratio. The higher the expansion multiplier, the lower the required reserve ratio. 



45) C
For the test, remember: All firms, regardless of whether they are price takers, price searchers, monopolists, or oligopolists, maximize profits where MR = MC. Just know how price fits into all of this! Here, the firm is operating under pure competition (a price taker). When a firm operates under conditions of pure competition, marginal revenue always equals price because, in pure competition, price is constant (a horizontal line) so the MR is constant. 


46) A
Tariffs raise domestic prices, benefiting domestic suppliers. 



47) B
Appreciation is an increase in the value of a domestic currency relative to foreign currencies leading to increased purchasing power of the domestic currency for foreign goods. As a result of appreciation of a domestic currency domestic goods become more expensive to foreigners. 



48) C

If rD– rF < (forward–spot)/spot then borrow domestic and lend foreign.
If rD– rF > (forward–spot)/spot then borrow foreign and lend domestic.

rD– rF = .08 - .06 = .02 >– .09 = [(2–2.2)/2.2] so borrow USD lend DEM.

Borrow $1000 pay 6% (to pay $1060); convert the $1000 to 2200 DEM
Lend out the DEM 2200 at 8% (to receive DEM 2376)
Forward contract to convert the DEM 2376 to dollars at 2 DEM/$ (to receive $1188)
At end receive DEM 2376, convert $1188, pay off loan of $1060, your profit is $128.



49) A
An exchange rate is a ratio that describes how many units of one currency you can buy per unit of another currency. Whatever currency in which the quote is made belongs in the numerator while the denominator is always one unit of the currency you are interested in. A currency appreciates when it rises in value relative to another foreign currency and likewise a currency deprecitates when it falls in value relative to another foreign currency. Appreciation of a currency makes that country's goods more expensive to residents of other countrise while a depreciation makes a country's goods more attractive to foreign buyers. 


50) A
From the given exchange rates, we determine that the foreign currency (FC) has depreciated against the U.S. Dollar (it now takes more units of FC to buy one dollar).  An unanticipated shift to contractionary monetary policy would lead to currency appreciation.  The contractionary policy leads to lower economic growth, a lower inflation rate, and higher real interest rates. Domestic products are less expensive, foreign investment is encouraged, and exports increase. 

The other statements are true. The following factors will cause a nation’s currency to depreciate:                             
· High income growth (relative to trading partners) causes imports (and the demand for foreign currency) to exceed exports (and the demand for domestic currency). 

· Higher rate of inflation than trading partners (domestic citizens increase their demand for foreign goods and thus foreign currency). 

· Lower domestic real interest rates (than those abroad). The country’s assets are less attractive to foreigners. 



51) B
The accrual basis of accounting recognizes transactions and events producing cash flows to time periods other than those to which the cash flows occur. Cash flows are recognized as income as goods and services are provided and used rather than as cash is collected and expenditures incurred. 



52) A
The definitions are reversed. 



53) B
The completed contract method gives greater current and total assets, but lower retained earnings and net income than the percent completion method. 



54) A
Revenue is generally recognized at the time of sale, conditioned upon payment being realizable and risk of ownership transferring from seller to buyer. The date of cash payment is normally irrelevant. Because risk of ownership under the terms of the agreement did not transfer until the computers were delivered to Venture, Inc., revenue recognition should be deferred until the date of delivery, January 2, 2002. 



55) A
Cash Collections are sales less the increase in accounts receivable ($8,000,000 – ($1,500,000 - $1,200,000)) = $7,700,000. 



56) A
Brown’s cash flow from operations (CFO) was ($900,000 net income plus $300,000 depreciation minus $400,000 gain =) $800,000. Capital expenditure cash flows were -$1,000,000 for the factory and + $2,400,000 cash received from sale of the old equipment for a net inflow of cash of $1,400,000. Free cash flow available to shareholders was ($800,000 + $1,400,000 =) $2,200,000. Note that in the case of the factory, the $2,000,000 that was financed using a mortgage note would not be part of the statement of cash flows (SCF), but would be included in the SCF notes. 



57) C
The FASB Statements of Financial Accounting Concepts (SFAC) require audited financial statements to be useful, relevant, reliable and neutral, but not to consider the economic impact of the reported information. 



58) A
A conversion of bonds into common stock does not affect cash flow, but the conversion should be disclosed in a footnote to the Statement of Cash Flows. 



59) A
The current ratio, current assets divided by current liabilities, is ((30+15+15) / 15 =) 4.0. 



60) C
The Traditional Du Pont equation is Return on Equity (ROE) = (Earnings after Taxes (EAT) / Sales) * (Sales / Assets) * (Assets / Equity) where EAT / Sales is the net profit margin, Sales / Assets is asset turnover and Assets / Equity is the equity multiplier. As of December 31, 2000, the formula showed (8/100) * (100/100) * 100/35) = (0.08) * (1.0) * (2.9) = 0.23 = ROE.

As of December 31, 2001, the formula showed: (13/150) * (150/118) * (118/40) = (0.087) * (1.27) * (2.95) = 0.325 = ROE.

The Sales/Asset ratio is 1.27 in 2001 but only 1.0 in 2000. This 27 percent increase in the asset turnover ratio is the component that most contributes to the increase in ROE. 


61) C
Flag’s cash ratio ((cash + marketable securities) / current liabilities) was ((20 + 30) / 50 = ) 1.0 in 2000 and was ((25 + 35) / 40 = ) 1.5 in 2001. 



62) A
The January 1 balance is adjusted retroactively for the stock split and (720,000 * 2 =) 1,440,000 shares are treated as outstanding from January. The October acquisition is treated as though the shares were outstanding from January 1 because of the pooling treatment. The weighted average number of shares is (1,440,000 + 240,000 =) 1,680,000. 



63) A
Only dilutive securities are included in the earnings per share (EPS) calculation. Because the options may only be exercised at $40 per share, and the market price is in the low 30’s, exercise would be antidilutive. 



64) D
Able’s basic earnings per share (EPS) ((Net Income – Preferred Stock Dividends) / weighted average shares outstanding) for 2001 was (($720,000 – ($500 * 6000 * .03) – ($1,000 * 1,000 + .08) / 1,000,000 =) $0.61. If the convertible preferred were converted to common stock on January 1, (6,000 * 30 =) 180,000 additional shares would have been issued. Also, dividends on the convertible preferred would not have been paid. Diluted EPS was (($720,000 - $80,000) / (1,000,000 + 180,000) = $0.54. 



65) D
Quad’s basic EPS (net income / weighted average common shares outstanding) was ($892,000 / 400,000 = $2.23.) Diluted EPS is calculated under the assumption that the convertible bonds are converted into common stock as of January 1, 2001, the bond interest net of tax is restored to net income, and the additional common shares are added to the denominator of the equation. Quad’s diluted EPS was (($892,000 + ((2,000 * $1,000 * .06)(1 - .40)) / (400,000 + (2,000 * 40)) =) $2.01. Note that since diluted EPS is less than basic EPS, we know that the bonds are dilutive and should be considered in calculating diluted EPS. 



66) D
Kendall’s basic EPS was ($830,000 / 200,000 =) $4.15. To compute Diluted EPS, bond interest paid net of taxes is added back to net income in the numerator of the EPS equation, and the number of shares that would be issued in the conversion is added to the denominator. Kendall’s Diluted EPS was (($830,000 + (1,000 * $1,000 * 0.06) * (1– 0.4)) / (200,000 + (20,000)) = $3.93). Note that since diluted EPS is less than basic EPS, we know that the bonds are dilutive and should be considered in calculating diluted EPS. 



67) C
If inventory is overstated then cogs must also be overstated, since you are told that ending inventory is ok. 



68) A
Straight line depreciation yields an increasing rate of return over the life of the asset. 



69) C
Hometown’s current ratio under LIFO is (($370,000 + $820,000 + $1,050,000) / $915,000 =) 2.45. To convert LIFO to FIFO, increase inventory by the ending LIFO reserve balance of ($1,050,000 + $500,000 =) $1,550,000. The current ratio under FIFO would be (($370,000 + $820,000 + $1,550,000) / $915,000 =) 2.99. 



70) A
If the franchise cost were expensed, amortization would be eliminated and franchise expense would be fully taken in 2000. 2000 Net Income would be ($5,500,000 + 1,500,000 - $15,000,000= -$8,000,000), and 2001 Net Income would be ($6,500,000 + $1,500,000= $8,000,000). 



71) B
Construction interest capitalized as part of fixed assets is not reported as cash flow from operations (CFO) but rather as a cash flow from investing (CFI). For the capitalizing firm, Firm A, CFO will be overstated and CFI is understated. This means that for the expensing firm, Firm B, CFO will be lower and CFI will be higher. The differences are permanent. Overall cash flow is not affected. 



72) B
When an asset is permanently impaired, it is immediately written down to the present value of its future cash flows. 



73) C
A deferred tax liability is expected to reverse in the later years. 



74) C
Treating convertible debt as equity is not required but suggested for financial analysis. 



75) C
The effective rate is the current market rate at the time the bond was issued. 



76) D
In early years, capitalized income < operating income.
In later years, capitalized income > operating income.
BUT income will increase over the entire period. 



77) B
Available for sale securities’ market value changes are reported as adjustments to shareholder’s equity. The taxes that would be payable are recorded as an offset to this unrealized gain adjustment. 



78) A
When convertible bonds are issued, the convertibility feature is ignored and the entire obligation is added to bonds payable. 



79) B
Before entering into the lease, Sandy’s long term debt-to-equity ratio was ($1,700,000 / ($600,000 + $4,600,000) =) 0.327. The printing press lease is a capital lease because the lease period is at least 75 percent of the asset’s life (8 / 10 > 0.75). The minimum interest rate between the lease’s implicit rate (seven percent) and the lessee’s incremental borrowing rate (six percent) is used to capitalize the lease. The present value of the lease payments is (PV annuity N = 8, I / Y = 6, PMT = 1,000) $6,209,794. This amount is added to the asset side as Net Leased Asset, and to the liabilities and equity side as Lease Liability. Sandy’s revised long-term debt-to-equity ratio is ($1,700,000 + $6,209,794) / ($600,000 + $4,600,000) = 7,909,794 / 5,200,000 = 1.521. 



80) C
From the lessor’s standpoint, sales and revenue recognition occur earlier when leases are treated as capital, and not operating leases, which enhances profitability and turnover ratios. Net cash flow is the same under either method. 



81) D
Sunk costs are not considered. 



82) B
Should be to adjust future cash flows downward. 



83) C
A repurchase gives stockholders a choice. They can sell or not sell. 



84) C
Dealers run an order driven market. A market where trades occur at any time the market is open is a continuous market. Call markets are when each stock has a specific trading time 



85) A



86) D
Margin = .60 * $50 = $30 (equity). Interest on loan = .10 * $20 (debt) = $2

75-50-2/30 = 76.67%. 



87) D
With a value-weighted index, firms with greater market capitalization have a greater impact on the index than do firms with lower market capitalization. Price-weighted indexes are biased downward due to the impact of splits. Price-weighted indexes are appropriate for portfolios that are built with equal numbers of shares of each stock. 



88) C
The EMH implies that an investor cannot make an abnormal return using technical analysis, after adjusting for transaction costs and taxes. Evidence has shown that insiders can make an abnormal returns, but this relates to the strong-form EMH. 



89) A

P/E = Dividend payout ratio/(k - g)
Where:
k = (1 + real rate)(1 + inflation rate)(1 + risk prem)
g = (retention rate)(ROE)



90) A
The present value of a project's future cash flows are discounted at the firm's weighted average cost of capital and then compared to the cost of the project. If a firm takes on projects with positive NPVs, value has been added to the firm. 



91) A
Academic studies demonstrate that the most important investment decision is the asset allocation decision: deciding on the proportion of your portfolio to invest in each country, allocating the assets among stocks, bonds, and other assets in each country, and then selecting the target industries based on your country economic forecast. 



92) B



93) A
$2(1.06)/.14-.06 = $26.50. 



94) C
The internally sustainable earnings growth rate (g) is defined as the plowback ratio or retention ratio (RR) multiplied by the return on equity (ROE). 



95) D

All statements are true.

Note: A refunding provision is not the same thing as a call provision! A bond that is noncallable has absolute protection against premature retirement—it cannot be called for any reason, period. In stark contrast, a nonrefundable bond can be called for any reason other than refunding. If a bond is callable but nonrefundable, the source of funds for the redemption of the bond has to be something other than a new bond issued at a lower coupon rate—such as, funds from operations or a new equity issue. Redemption, which refers to the retirement of bonds, differs from refunding, which refers to the source of funds. 



96) B
The yield to maturity (YTM) is the interest rate that will make the present value of the cash flow from a bond equal to its market price plus accrued interest and is the most popular of all yield measures used in the bond marketplace. 



97) A

Realized (horizon) yield = rate of return based on reinvestment rate on selling price at the end of the holding period horizon.

PV = 900; FV = 951; n = 5; PMT = 100; compute i = 12%



98) C

3f1 = [(1 + R4)4 / (1 + R3)3] - 1

You need the 3 and 4-year spots



99) B
The noncallable bond has the traditional PY shape. The callable bond bends backwards. The difference between the two curves is the value of the option. 980 -950 = 30. 



100) A
Using the financial calculator: N = 10 * 2 = 20; PMT = $80/2 = $40; I/Y = 10/2 = 5%; FV = $1000; Compute the bond’s value PV = $875.38. 



101) A
A buys 50, A and C own 50, A and C own 50 and D owns 40 for a total of 90. 



102) B
Options can also be used to; reduce transaction costs, avoid tax exposure, and avoid market restrictions on short selling by buying puts. 



103) A
A call option gives its owner the right to purchase an underlying good at a specified price (strike price) for a specified time. It's only when the value of the stock price exceeds the strike price that the holder of the call can make money and they will exercise the option. When the stock's price minus the strike price is positive the option has value and is in-the-money. 



104) A
Swap agreements reduce financial risk not business risk. 



105) B
The plain vanilla interest rate swap involves trading fixed interest rate payments for floating rate payments. Swaps are a zero sum game, what one party gains the other party loses. In interest rate swaps, only the net interest rate payments actually take place because the notional principal swapped is the same for both counterparties and in the same currency units, there is no need to actually exchange the cash. 



106) B
I and II are the determinants of value not goals and constraints. 



107) D
The Security Market Line (SML) pertains to individual stocks and not mutual funds. 



108) B



109) A
The accumulation phase represents the investor's early to middle working years. Immediate needs and plans for long-term goals must be satisfied. There is a long time horizon and growing earnings capacity. In the accumulation phase high risks may be taken in hopes of obtaining above average nominal returns. 



110) A
It should be total risk. 



111) D

σ portfolio = [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2    given r12 = +1

σ = [W12σ12 + W22σ22 + 2W1W2σ1σ2]1/2 = [(W1σ1 + W2σ2)2]1/2
σ = (W1σ1 + W2σ2) = (.3)(.3) + (.7)(.4) = .09 + .28 = .37



112) B
R2 is the % of total risk that is explained by the market, systematic. So, 1- R2 would be the unsystematic risk. (.6)2 = .36 or 36%. 



113) B
Based on the CAPM the portfolio should earn: ERP = .05 + (1.5)(.15 - .05) = .20.

On a risk adjusted basis this portfolio is on the SML and is thus earning the proper risk adjusted rate of return. 



114) A
Invest in highest return portfolio consistent with their risk preference. 



115) D
5 + 1.2(10 - 5) = 11% but it is expected to be 12.1%. To give a high return it must be under priced. 



116) D
Emerging markets offer the highest degree of diversification because of their low correlations with other national stock index returns but are risky because of their volatile economic and political natures. Another reason U.S. investors are not well diversified is the necessity of converting foreign dividend payments to dollars. 



117) A
The fundamental uncertainties are business risk, financial risk, exchange rate risk, liquidity risk and country risk. 



118) A
An expectation that risk has increased in the market will cause the slope of the SML to get steeper. 



119) B
Risk aversion implies that an investor will not assume risk unless compensated. 



120) A
cov1,2 = .75 * .16 * .22 = 0.0264 = covariance between A and B. 
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Ethics - 18 Questions - 27 minutes



Question: 1 - 23386 

Which of the following are appropriate uses of the CFA mark?

I. The CFA designation put after your name cannot exceed the size print used for your name. 

II. Any description of the CFA designation should be limited to a concise description of the requirements and/or organization conferring the designation. 

III. CFA candidates must indicate their level by putting the highest level of the exam they have passed along with the CFA designation after their name, such as CFA II. 

	A)
	I only.

	B)
	I and II only.

	C)
	I and III only.

	D)
	I, II, and III.




Question: 2 - 28434 

According to AIMR's Standards of Professional Conduct Standard which of the following activities violates Standard IV(B.4), Priority of Transactions?

I. Trading for the firm's account before handling the client's trades. 

II. An analyst makes trades for his son's account before he trades his institutional accounts. 

III. An analyst buys stock for his own account on an inside tip while not doing so for his clients. 

IV. An analyst buying shares for his personal account after all the firm's clients have been informed and their trades completed. 

	A)
	I and II.

	B)
	I and IV.

	C)
	I and III.

	D)
	All of these choices are correct.




Question: 3 - 28435 

Julie Hoffman, a trainee and CFA candidate, is in her first week with BUK Management Corp., a local brokerage house. Hoffman was given a phone list and told to make a few cold calls to round up some clients. To generate business she has made the following statements: 

I. I personally guarantee this investment it's a sure winner. 

II. Sure, we can perform all the financial and investment services you need. 

III. We've consistently outperformed the market indexes and will continue to do so. 

IV. Believe me, I've been at this game long enough to know what I'm talking about. 

In which of the following statements has Hoffman made a material misrepresentation?
	A)
	I only.

	B)
	I and III.

	C)
	I, II, III, and IV.

	D)
	II and IV.




Question: 4 - 28436 

Which of the following statements is FALSE? 

	A)
	The investment manager must inform the client that the manager may engage in soft dollar arrangements before doing so.

	B)
	The investment manager cannot allocate a client's brokerage to a broker based on the amount of referrals the manager receives from the broker.

	C)
	The broker can use brokerage from another client's account to pay for research under the client-directed brokerage arrangement.

	D)
	To use client brokerage to buy research the manager should determine that the research meets the definition of research and that it directly benefits the client.




Question: 5 - 28437 

A compliance system that seeks to control the flow of information between departments in a firm by supervising interdepartmental communications, reviewing employee and proprietary trading, especially when the firm is in possession of material nonpublic information and memorializing the firm's documents and procedures is called the: 

	A)
	Insider Trading Sanctions Act.

	B)
	SEC Enforcement Program.

	C)
	Misappropriation Theory of compliance.

	D)
	Fire Wall compliance system.




Question: 6 - 28438 

Which of the following statements about AIMR's Performance Presentation Standards for use by investment managers in calculating and presenting their investment returns is FALSE? 

	A)
	Investment income should be included on a full accrual basis.

	B)
	Cash and cash equivalents must be included in composite returns.

	C)
	Accounts no longer under management may be excluded from historical composite performance results.

	D)
	Performance returns should combine both income and capital appreciation.




Question: 7 - 29231 

An AIMR® member, undertaking independent practice that could result in compensation or other benefit, must: 

	A)
	obtain written consent from the employer.

	B)
	obtain written consent from the persons or entities for whom they undertake independent practice.

	C)
	obtain written consent from both their employer and the persons or entities for whom they undertake independent practice.

	D)
	inform both the employer and the persons or entities for whom they undertake independent practice.




Question: 8 - 29232 

Which of the following would be permissible under Standard II(C), Prohibition against Plagiarism? 
	A)
	Using excerpts from a report prepared by a well known outside research firm without acknowledgement.

	B)
	Reporting statistics prepared by an outside firm, identifying the source but omitting caveats and qualifying statements.

	C)
	Attributing research to "investment experts."

	D)
	Including a graph showing the Fed's discount rates over the previous 12 months in a report that goes to clients.




Question: 9 - 29233 

All of the following are acceptable ways that AIMR® members may notify their employer of the Code and Standards EXCEPT: 

	A)
	by memo.

	B)
	by e-mail.

	C)
	verbally.

	D)
	by letter.




Question: 10 - 29234 

What is the rule of thumb for members, CFA charterholders and candidates in the CFA program when weighing the requirements of the AIMR Code and Standards and the requirements of local laws? If the applicable laws are: 

	A)
	more strict, they must still follow the Code and Standards.

	B)
	more strict, they must adhere to the applicable laws.

	C)
	less strict, they must still follow the local country laws.

	D)
	less strict, they should make a judgment call on which to follow, the Code and Standards or the local laws and requirements.




Question: 11 - 29235 

Members should: 

	A)
	suggest that their employers adopt the Code and Standards and disseminate them throughout the firm.

	B)
	require that their employees adopt the Code and Standards.

	C)
	inform all employees in the firm of their requirement to follow the Code and Standards.

	D)
	inform their supervisors orally that they must follow the Code and Standards.




Question: 12 - 29236 

John Martin, an analyst and CFA charterholder, discovers that Jurix Co. has knowingly misstated information in their prospectus. To comply with AIMR’s Code of Ethics and Standards of Professional Conduct, he should: 

	A)
	resign from his job in order to disassociate from the potentially illegal activity.

	B)
	call the appropriate regulatory agency and report the action.

	C)
	do nothing and see if the firm corrects the problem.

	D)
	report the finding to the appropriate supervisory person in his firm.




Question: 13 - 29237 

Jack Salyers, CFA, is considering starting his own firm to compete with his current employer. He takes several actions before turning in his resignation. Which of the following actions is NOT in violation of Standard III(B), Duty to Employer? 

	A)
	Jack told his employer that he was considering leaving and requested that the employer write him a letter of recommendation.

	B)
	Before leaving, Jack solicits his employer's current clients.

	C)
	Jack took home client lists and investment statements.

	D)
	Jack copied the employer's computer models and other property.




Question: 14 - 29238 

Sarah Johnson, portfolio manager, is being paid a bonus directly by the client if she meets certain performance goals. She should: 

	A)
	disclose to her client that it is illegal to receive a bonus outside of her compensation from her employer. 

	B)
	disclose this arrangement to her employer.

	C)
	do nothing since her interests are in line with the client's interests and thus she need not make special disclosures.

	D)
	do nothing since she does not know if she'll actually meet the performance goals and receive the bonus.




Question: 15 - 29239 

Jason Jones, a stock broker who has completed Level I of the CFA program and is registered for Level II: 

	A)
	may claim to be a CFA since he has completed Level I.

	B)
	may claim the partial designation that AIMR allows for those who have partially completed the program.

	C)
	may reference his participation in the program but must clearly state that he is a candidate in the program.

	D)
	may not mention at all that he is involved in the CFA program until he has passed all three levels.




Question: 16 - 29240 

Brokerage is an asset of the: 

	A)
	managing firm.

	B)
	manager within the managing firm.

	C)
	brokerage firm conducting the trades.

	D)
	client.




Question: 17 - 29241 

Ruth Mayer, CFA, recommends Monolo, Inc. to all of her clients as a strong buy.  Ruth is on the board of Monolo and her firm is in talks with Monolo for the rights to lead the syndicate of investment banks in the upcoming equity issue.  Monolo promises to put Ruth’s husband on the board of a subsidiary if she can significantly increase interest in Monolo’s stock.  Ruth is violating which standard(s) from the Code and Standards in this scenario?
I. Standard IV(B7), Disclosure of Conflicts to Clients and Prospects. 
II. Standard IV(B2), Portfolio Investment Recommendations and Actions. 
III. Standard IV(B1), Fiduciary Duties. 
IV. Standard III(D), Disclosure of Additional Compensation Arrangements. 
	A)
	I, II, IV.

	B)
	II, III, IV.

	C)
	I, III, IV.

	D)
	I, II, III, IV.




Question: 18 - 29243 

Sallie Reid, CFA, is asked by her boss, also a CFA charterholder, to use a research report of a competing firm, change a few details, sign it and send it to a large client. He says their firm’s researchers will draw the same conclusions but haven’t gotten to them yet. If she complies, she is doing all of the following EXCEPT: 

	A)
	violating AIMR® standards dealing with plagiarism.

	B)
	complying with AIMR® standards because she cannot disobey her boss.

	C)
	violating AIMR® standards regarding the member's obligation to inform supervisors of the Code and Standards.

	D)
	obeying her boss, a CFA charterholder, but violating several of AIMR®'s Codes and Standards.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18886 

An investor in a fund makes a 25 percent return the first year but loses 25 percent in the second year, what will be the annual geometric return on this investment? 

	A)
	0.0%.

	B)
	-3.0%.

	C)
	+3.0%.

	D)
	+5.0%.




Question: 20 - 18889 

A distribution is normal when:

I. the expected value of the distribution equals the mode and median. 

II. the probability distribution is symmetric around the expected value. 

III. the distribution can be defined completely by its expected value and standard deviation. 

	A)
	I, II, and III.

	B)
	I only.

	C)
	III only.

	D)
	II and III only.




Question: 21 - 18920 

Given a population of 10, 5, and 15, the coefficient of variation would be: 

	A)
	30%.

	B)
	40%.

	C)
	60%.

	D)
	100%.




Question: 22 - 18921 

If a distribution is positively skewed, then generally you could say: 

	A)
	mean < median < mode.

	B)
	mean > median < mode.

	C)
	mean = median = mode.

	D)
	mean > median > mode.




Question: 23 - 28427 

Which of the following statements is FALSE? 

	A)
	The relative frequency is the class frequency divided by the total frequency.

	B)
	When building a frequency distribution the classes should be mutually exclusive.

	C)
	The advantage of a frequency distribution over a stem-and-leaf display is that the frequency distribution maintains the identity of the individual observations.

	D)
	The class interval is the distance between the lower limit of a class and the upper limit of the class.




Question: 24 - 28428 

Which of the following statements are TRUE?

I. An event is the collection of one or more actual outcomes from an experiment. 

II. A conditional probability is the probability that two or more events will happen concurrently. 

III. The revised probability that an event will happen given that you have received additional information is called the posterior probability. 

IV. Out of a sample of 100 widgets 10 were found to be defective, 20 were perfect, and 70 were OK. The probability of picking a perfect widget at random is 29 percent. 

	A)
	IV only.

	B)
	I and IV only.

	C)
	I and III only.

	D)
	II, III, and IV only.




Question: 25 - 28429 

Which of the following statements is TRUE? 

	A)
	A Poisson distribution counts the number of events that occur during a specific time interval.

	B)
	A cumulative probability is the sum of all the individually determined probabilities between two points.

	C)
	A binomial distribution counts the number of successes that occur in a fixed number of independent trials that have mutually exclusive (i.e. yes or no) outcomes.

	D)
	All of these choices are correct.




Question: 26 - 28430 

A normal distribution has a mean of 10 and a standard deviation of 4. Which of the following statements are TRUE?

I. 68% of all the observations will fall between 6 and 14. 

II. The probability of finding an observation below 2 is 5%. 

III. 81.5% of all the observations will fall between 6 and 18. 

IV. The Z-statistic for an observation from this distribution with a value of 5 is 1.25. 

	A)
	I and II only.

	B)
	II and III only.

	C)
	I, II, III, and IV.

	D)
	I and III only.




Question: 27 - 28431 

An analyst wants to use the continuous normal distribution to approximate a discrete binomial distribution. To do this the analyst must adjust the Z-statistic. Z = [(observation + correction factor) - mean] /standard deviation. What is the correction factor? 

	A)
	+1.0.

	B)
	Mean /square root of n - 1.

	C)
	+0.5.

	D)
	standard deviation / square root of n.




· There is a parking lot with 100 red and blue cars in it. 

· 40% of the cars are red. 

· 70% of the red cars have radios. 

· 80% of the blue cars have radios. 

Question: 28 - 28432 

What is the probability of selecting a car at random and having it be red and have a radio?
	A)
	25%.

	B)
	28%.

	C)
	40%.

	D)
	48%.


Question: 29 - 28432 

What is the probability of selecting a car at random that is either red or has a radio?
	A)
	28%.

	B)
	88%.

	C)
	76%.

	D)
	116%.


Question: 30 - 28432 

What is the probability that the car is red given that you already know that it has a radio?
	A)
	28%.

	B)
	47%.

	C)
	88%.

	D)
	37%.




Question: 31 - 28433 

Which of the following statements is FALSE? 

	A)
	A discrete random variable is a variable that can assume only certain clearly separated values resulting from a count of some set of items.

	B)
	A continuous random variable is a quantity resulting from a random experiment that by chance can assume an infinite number of different values.

	C)
	A binomial probability distribution is an example of a continuous probability distribution.

	D)
	The Poisson probability distribution is the limiting form of the binomial distribution where n is large and the probability of success (p) is small.




Question: 32 - 29400 

Which of the following statements is TRUE regarding the mean of a nonsymmetrical (or skewed) distribution? For a: 
	A)
	positively skewed distribution, the mode is less than the mean, which is less than the median. 

	B)
	negatively skewed distribution, the mode is less than the median, which is less than the mean. 

	C)
	positively skewed distribution, the mode is less than the median, which is less than the mean. 

	D)
	negatively skewed distribution, the mode is less than the mean, which is less than the median. 




Question: 33 - 29401 

If an investor puts $5724/year starting at the end of the first year in an account earning 8 percent and ends up accumulating $500,000, how many years did it take the investor? 
	A)
	87 years.

	B)
	26 years.

	C)
	32 years.

	D)
	27 years.




Question: 34 - 28251 

Given: n = 12, ΣXY = 75, ΣX = 20, ΣY = 10, ΣX2 = 150, ΣY2 = 75, r = .66.

What is the coefficient of determination?
	A)
	0.34.

	B)
	0.76.

	C)
	0.44.

	D)
	0.81.




Question: 35 - 28425 

Which one of the following statements is TRUE? 

	A)
	The linear trend equation is y = a + b(t).

	B)
	The curvilinear trend equation is log (y) = a + log (b)*(t).

	C)
	A linear series increases by a constant percentage over time.

	D)
	A curvilinear series increases by a constant amount over time.




Question: 36 - 28426 

I. Which of the following statements are TRUE?

II. Given: n = 5, ΣX = 20 and ΣY = 30, if beta = 1 alpha is 2. 

III. The bigger the standard error of estimate the bigger the R2. 

IV. If alpha is 2 and beta is 1, if Y is given to be 3 then X would be 5. 

V. Regression analysis assumes there is a linear relation ship between the X and Y variables. 

	A)
	I and IV only.

	B)
	I and II only.

	C)
	I and III only.

	D)
	I, III, and IV only.




Economics - 14 Questions - 21 minutes



Question: 37 - 12356 

Initially, the risk free nominal interest rate is 10 percent and the expected rate of inflation is 8 percent. One year later, the nominal risk free interest rates fall to 8 percent and expected inflation rate falls to 5 percent. It follows that the real rate of interest: 

	A)
	has risen.

	B)
	has fallen.

	C)
	has remained the same.

	D)
	insufficient information given.




Question: 38 - 28205 

If the Fed wanted to expand the money supply they would probably: 

	A)
	reduce taxes.

	B)
	raise the discount rate.

	C)
	purchase T-bills on the open market.

	D)
	increase government expenditures.




Question: 39 - 28208 

If the money supply increases and the price level declines, according to the quantity theory of money: 

	A)
	velocity declined and output rose; velocity remained constant and the growth rate in output rose more than enough to compensate for the decline in prices.

	B)
	velocity declined and output rose.

	C)
	velocity remained constant and the growth rate in output rose more than enough to compensate for the decline in prices.

	D)
	velocity and output declined.




Question: 40 - 29292 

Which of the following is the correct definition of the labor force? 

	A)
	All people of working age (18+).

	B)
	Those people of working age (16+) who are either employed or seeking employment.

	C)
	Those people of working age (18+) who are either employed or seeking employment.

	D)
	All people of working age (16+) who are working.




Question: 41 - 29294 

In the basic Keynesian Aggregate Expenditure Model, given that C = personal consumption, I = private investment, G = government spending, and NX = net exports (exports – imports), which of the following relationships is TRUE?

Real gross domestic product (GDP) = 

	A)
	planned C+I+G+NX.

	B)
	planned C+I-G-NX.

	C)
	planned C+I+G-NX.

	D)
	planned C-I-G-NX.




Question: 42 - 29295 

In the Keynesian Model, equilibrium occurs when expenditures are equal to output. If total output is greater than planned aggregate expenditures, then the tendency is for the economy to: 

	A)
	expand.

	B)
	contract.

	C)
	create a new equilibrium at a higher level.

	D)
	rapidly expand.




Question: 43 - 29296 

Which of the following is NOT one of the three basic functions of money? 

	A)
	Medium of exchange.

	B)
	Store of value.

	C)
	Tangible asset.

	D)
	Unit of account.




Question: 44 - 29297 

Which of the following statements regarding the money supply is FALSE? 

	A)
	M1 is the narrowest definition of money.

	B)
	M1 is the most common measure used for analysts trying to compare the money supply across periods.

	C)
	M2 is relied on more heavily when comparing the money supply across periods.

	D)
	Credit cards do not provide purchasing power, but merely are a facilitator of purchasing power.




Question: 45 - 29298 

Which of the following statements is FALSE regarding the demand and supply of money? 

	A)
	As nominal GDP increases as the result of inflation and/or increased output, the demand for money increases.

	B)
	The supply of money is determined by the monetary authority and is not affected by changes in interest rates.

	C)
	The supply of money curve is vertical.

	D)
	As the Fed reduces the money supply, interest rates fall.




Question: 46 - 29299 

The Phillips curve indicates a trade-off between: 

	A)
	inflation and output.

	B)
	inflation and the unemployment rate.

	C)
	unemployment and output.

	D)
	prices and wages.




Question: 47 - 29052 

Consider the following financial information for Cabrillo & Third Diversified:

· Annual Sales of $250,000 

· Opportunity cost of capital of $25,000 

· Fixed costs (excluding depreciation) of $70,000 

· Variable costs at 35% of sales 

· Value of owner’s financial advice estimated at $15,000 

· Depreciation of $35,000 

· Corporate tax rate of 40% 

Based on this information, Cabrillo and Third Diversified:
	A)
	is earning the normal rate of return.

	B)
	has positive economic profits.

	C)
	is not earning the normal rate of return.

	D)
	has negative accounting profits.




Question: 48 - 28210 

You observe that the exchange rate for pesos is 8 per US dollar, and the exchange rate for francs is 6 per US dollar. What is the peso to franc (MXN/FRF) exchange rate? 

	A)
	1.333.

	B)
	0.750.

	C)
	14.0.

	D)
	Cannot be determined with the data given.




Question: 49 - 29067 

Given the American terms for the Mexican Peso (MXP) and the Peruvian Nuevo Sol (PEN), determine the MXP/PEN bid-ask spread. (Note: Carry calculations to at least five decimal places.) Select the closest correct answer.
$/MXP Bid Ask  MXP 0.11001 - 0.00035 / MXP
$/PEN Bid Ask  PEN 0.28818 - 0.00100 / PEN
	A)
	MXP 2.62890 - 0.01740 PEN.

	B)
	MXP 0.03042 - 0.00254 PEN.

	C)
	MXP 2.61227 - 0.01740 PEN.

	D)
	MXP 0.38300 - 0.00254 PEN.




Question: 50 - 29072 

According to the law of comparative advantage: 

	A)
	if a foreign government subsidizes the textile industry, the domestic government should impose a tariff.

	B)
	Mexico is considered to have a comparative advantage in plastics if Mexico can produce plastic using fewer resources than the U.S.

	C)
	a nation will benefit from trade when it imports goods for which it is the high cost producer and exports goods for which it is the low-cost producer.

	D)
	a nation will benefit from trade when its exports exceed its imports.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 28232 

Which of the following statements is FALSE? 

	A)
	Discontinued operations are reported "below the line" net of taxes.

	B)
	Gains and losses from the early retirement of debt are classified as unusual or infrequent items and are listed as a component of net income from continuing operations.

	C)
	Extraordinary items are reported net of taxes below income from continuing operations.

	D)
	Accounting errors are prior period adjustments and are not reported in the income statement but are rather adjustments directly to retained earnings.




Question: 52 - 28973 

Walker Company received a letter on November 31, 1997 indicating that Johnson, Inc. would purchase a specialty machine priced at $4,000,000. On February 13, 1998 a binding contract was executed for the machine’s construction. Materials costing $2,000,000 were ordered in December 1997, arrived with an invoice in August, 1998, and were used in the manufacturing process in the first quarter of 1999. After a labor dispute, Walker finally completed manufacture and delivered the machine in December, 2000. Johnson received the first invoice in 2001 and paid the $4,000,000 purchase price in 2001.

Walker Company uses the accrual method of accounting.

Walker should record the materials used to construct the machine as expenses in the year: 
	A)
	2001.

	B)
	1999.

	C)
	1998.

	D)
	2000.




Question: 53 - 28974 

Eastern, Inc. has a twelve month operating cycle and had the following obligations on its books as of December 31, 2001:

· $15,000,000 was due for taxes on March 15, 2002 of which $10,000,000 was for tax expense for calendar year 2001, $3,000,000 was for tax expense which was from calendar year 1999, and $2,000,000 was for taxes which must be paid in advance for calendar year 2003.  

· $20,000,000 of 10 percent annual interest coupon bonds were outstanding from March 31, 2002, with interest due annually on March 31 and with half of the principal due March 31, 2002 and the balance with interest due March 31, 2003.  

For the calendar year ended December 31, 2001, the balance sheet of Eastern Inc. will show current liabilities of: 
	A)
	25,000,000.

	B)
	25,500,000.

	C)
	39,000,000.

	D)
	27,000,000.




Question: 54 - 28975 

Blast, Inc. issued $2,000,000 face value bonds on December 31, 2001. The bonds had a five percent coupon payable semi-annually with principal due December 31, 2008. Proceeds of the sale were $1,700,000.

The $300,000 difference between face value and bond proceeds was shown on the balance sheet of Blast, Inc. as of December 31, 2001 as: 
	A)
	Unamortized Bond Premium.

	B)
	Unamortized Bond Discount.

	C)
	Prepaid Interest Expense.

	D)
	Bonds Payable.




Question: 55 - 28976 

Charles Company enters into long-term contracts that extend over several years. All things equal, which of the following would generally be lower in the early years of the contracts if Charles Company accounted for its contracts under the percentage-of-completion method as compared to the completed contract method? 

	A)
	Revenues.

	B)
	Liabilities.

	C)
	Expenses.

	D)
	Net Income.




Question: 56 - 28977 

Analysts reviewing Amber, Inc.’s and Bold, Inc.’s long-term contracting activities for the year ended December 31, 2001 observed that Amber, Inc.’s contracts were being accounted for under the percentage-of-completion method while Bold, Inc.’s were being accounted for under the completed contract method.

A true picture of the status and performance of the two companies is best obtained by analyzing their: 
	A)
	income statements.

	B)
	assets on the balance sheets.

	C)
	liabilities and equity on the balance sheets.

	D)
	statements of cash flows.




Question: 57 - 28978 

Each of the following is included in X Company’s cash flow from operations (CFO) EXCEPT: 

	A)
	dividends paid to X Company's shareholders.

	B)
	interest received by X Company on a loan from a shareholder to purchase company stock.

	C)
	dividends received by X Company on an equity investment.

	D)
	interest paid by X Company on a loan to buy factory equipment.




Question: 58 - 28979 

The Orange Company’s balance sheet as of December 31, 2001 was as follows:

	 
	Dec. 31, 2000 
	Dec. 31, 2001 

	Cash
	$1,500,000
	$1,900,000

	Accounts Receivable
	3,000,000
	3,400,000

	Inventory
	  2,300,000
	2,500,000

	Property, Plant & Equipment
	16,700,000
	19,700,000

	Less Accumulated Depreciation
	(5,300,000)
	(8,200,000)

	  Total Assets
	$18,200,000
	$19,300,000 

	 
	 
	 

	Accounts Payable
	$2,100,000
	$1,900,000

	Interest Payable
	800,000
	1,200,000

	Income Taxes Payable
	1,000,000
	800,000

	Notes Payable
	2,700,000
	2,900,000

	Deferred Income Taxes
	  2,600,000
	2,900,000

	Common Stock
	1,000,000
	1,000,000

	Retained Earnings
	8,000,000
	8,600,000

	 
	$18,200,000
	$19,300,000


Orange’s interest expense was $900,0000 and income tax expense was $1,000,000 in 2001. Orange prepares its Statements of Cash Flows using the direct method.

The other cash outflows section of Cash Flow from Operations (CFO) for 2001 would total: 
	A)
	$1,400,000.

	B)
	$1,700,000.

	C)
	$2,100,000.

	D)
	$1,900,000.




Question: 59 - 28980 

Variety Company sold equipment with a book value of $10,200,000 for $10,700,000 cash in 2001 and used the proceeds to repay $10,700,000 of its notes payable. Variety uses the indirect method of calculating cash flow from operations (CFO).

On its Statement of Cash Flows for the year ended December 31, 2001 Variety should report: 
	A)
	cash flow from operations (CFO) of -$500,000, cash flow from investing activities (CFI) of $10,700,000 and cash flow from financing activities (CFF) of -$10,700,000. 

	B)
	cash flow from operations (CFO) of $500,000, cash flow from investing activities (CFI) of $10,200,000, and cash flow from financing activities (CFF) of -$10,700,000. 

	C)
	cash flow from operations (CFO) of $500,000 and cash flow from financing (CFF) activities of -$500,000 with the remainder of the transaction disclosed in a footnote as an offsetting transaction. 

	D)
	a footnote describing the transaction as offsetting.




Adams Co.'s common sized financial statements show that:

· Earnings After Taxes = 15% 

· Current Liabilities = 20% 

· Equity = 45% 

· Sales = $800 

· Current Assets = 45% 

· Total Assets = $2,000 

Question: 60 - 14640 

What is Adams' Total Debt to Equity ratio?
	A)
	1.0.

	B)
	2.0.

	C)
	1.2.

	D)
	2.25.


Question: 61 - 14640 

What is Adams' working capital? 

	A)
	$250.

	B)
	$900.

	C)
	$500.

	D)
	$2,000.




Question: 62 - 28981 

Balance sheets of Johns Company and Peters, Inc. as of December 31, 2001 are as follows: (in $ millions)
	Johns Company

	Cash
	60
	 
	Accounts Payable
	60

	Accounts Receivable
	90
	 
	Long-term Debt
	80

	Inventory
	30
	 
	Common Stock
	70

	Property, Plant & Equip. (net)
	100
	 
	Retained Earnings
	70

	  Total Assets
	280
	 
	  Total Liabilities & Equity   
	280

	 
	 
	 
	 
	 

	Peters, Inc.

	Cash
	120
	 
	Accounts Payable
	180

	Accounts Receivable
	180
	 
	Long-term Debt  
	500

	Inventory
	540
	 
	Common Stock
	840

	Property, Plant & Equip. (net)
	900
	 
	Retained Earnings
	220

	  Total Assets
	1,740
	 
	  Total Liabilities & Equity  
	1,740


Comparing current, quick, and cash liquidity measures for these two companies would lead an analyst to conclude that:

	A)
	Peters is generally more liquid than Johns, but quick liquidity measures favor Johns.

	B)
	Peters is more liquid than Johns.

	C)
	Johns is more liquid than Peters.

	D)
	Johns is generally more liquid than Peters, but quick liquidity measures favor Peters.




Question: 63 - 28982 

Selected financial data from Virginia Company’s financial statements for the year ended December 31, 2001 are as follows:
	Sales
	$400,000 

	Sales Returns
	    (40,000)

	  Net Sales
	360,000 

	 
	 

	Beginning Receivables Balance
	60,000 

	Ending Receivables Balance
	90,000 

	Average Receivables Balance
	80,000 


Industry data shows that receivables turnover in Virginia’s industry averaged 4.0 times in 2001.  Virginia’s receivables turnover in 2001 was:
	A)
	between ten and twenty percent higher than the industry average.

	B)
	more than twenty percent higher than the industry average.

	C)
	the same as the industry average.

	D)
	less than the industry average.




Question: 64 - 28983 

The capital structure of Delta Corporation would be classified as a simple capital structure even though it included all of the following EXCEPT: 

	A)
	callable preferred stock.

	B)
	class B common shares.

	C)
	convertible bonds.

	D)
	treasury stock.




Question: 65 - 28984 

Oregon Corp.’s stock transactions during the year 2001 were as follows:
	January 1
	320,000 shares issued and outstanding

	April 1
	1 for 2 reverse stock split occurred

	July 1
	acquisition of Smith, Inc. in exchange for issuance of 60,000

	 
	shares in a purchase method transaction

	October 1
	30,000 shares issued for cash


What is Oregon’s weighted average number of shares outstanding during 2001 for earnings per share (EPS) computation purposes?
	A)
	250,000.

	B)
	197,500.

	C)
	277,500.

	D)
	167,500.




Question: 66 - 28985 

Selected information from Baltimore Corp’s financial activities in the year 2001 is as follows:
· Net income was $4,200,000 . 
· 750,000 shares of common stock were outstanding on January 1. 
· The average market price per share was $50 in 2001. 
· Dividends were paid in 2001. 
10,000 warrants, which allowed the holder to purchase 10 shares of common stock for each warrant held at a price of $40 per common share, were outstanding the entire year.  
Baltimore’s diluted earnings per share (Diluted EPS) for 2001 is closest to:
	A)
	$5.60.

	B)
	$4.94.

	C)
	$4.83.

	D)
	$5.45.




Question: 67 - 28986 

Tornado, Inc. is evaluating the potential effect on basic earnings per share (EPS) and diluted earnings per share (Diluted EPS) in deciding whether to finance an acquisition by issuing preferred stock or convertible preferred stock. Tornado should consider all of the following EXCEPT: 

	A)
	convertible preferred stock is a potentially dilutive security, but preferred stock is not.

	B)
	market preference for convertible versus standard preferred stock. 

	C)
	the dividend rate on convertible preferred stock is usually less for the same par value than the dividend rate on preferred stock.

	D)
	preferred stock dividends are subtracted from net income in computing basic EPS, while convertible preferred stock dividends are not.




Question: 68 - 28987 

Moulding Company’s net income for 2001 was $13,820,000 with 2,600,000 shares outstanding. The average share price in 2001 was $58.00. Moulding had 10,000 options to purchase 10 shares each at $40 per share outstanding since 2000.

Moulding Company’s diluted earnings per share (Diluted EPS) for 2001 is closest to: 
	A)
	$5.25.

	B)
	$5.32.

	C)
	$3.84.

	D)
	$3.71.




Question: 69 - 28988 

Arlington, Inc. uses the first in, first out (FIFO) inventory cost flow assumption.  Beginning inventory and purchases of refrigerated containers during 2001 for Arlington were as follows:
	 
	Units
	Unit Cost
	Total Cost

	Beginning Inventory
	20
	$10,000
	$200,000

	Purchases 4-12-01
	10
	12,000
	120,000

	Purchases 7-13-01
	10
	12,500
	125,000

	Purchases 10-19-01
	20
	15,000
	300,000


On November 15, 2001 Arlington sold 35 refrigerated containers to Johnson Company.  What is the cost of goods sold assigned to the 35 sold containers?
 
	A)
	$485,000.

	B)
	$382,500.

	C)
	$434,583.

	D)
	$416,667.




Question: 70 - 28989 

Fledgling, Corp. uses the last in, first out (LIFO) inventory cost flow assumption.  Selected information from Fledgling’s financial statements for the year ended December 31, 2001 is as follows (in $):
	Sales
	$9,300,000

	Cost of Goods Sold
	(5,200,000)

	  Gross Profit
	4,100,000

	Other expenses
	(2,700,000)

	  Earnings before Taxes
	1,400,000

	Income Tax Expense
	(490,000)

	  Net Income
	$910,000

	 
	 

	Beginning Inventory
	$2,700,000

	Ending Inventory
	3,100,000

	Beginning LIFO Reserve
	450,000

	Ending LIFO Reserve
	600,000


If  LIFO were changed to FIFO, Fledgling’s net income for 2001 would:
	A)
	increase $150,000.

	B)
	increase $550,000.

	C)
	increase $97,500.

	D)
	increase $67,666.




Question: 71 - 28990 

Selected information from Industrial Corp.’s financial statements for the year ended December 31, 2001 included the following (in $):
	Cash
	$200,000

	Accounts Receivable
	350,000

	Inventory
	590,000

	Property, Plant & Equip.       
	2,800,000

	  Total Assets
	$3,940,000

	 
	 

	Accounts Payable
	$320,000

	L.T. Deferred Tax Liability
	610,000

	Long-term Debt
	1,240,000

	Common Stock
	800,000

	Retained Earnings
	  970,000

	  Total Liabilities & Equity
	$3,940,000

	 
	 

	LIFO Reserve at Jan. 1
	$210,000

	LIFO Reserve at Dec. 31
	330,000

	Income Tax Rate (percent)
	40


Industrial used the last in, first out (LIFO) inventory cost flow assumption.  If Industrial changed from LIFO to first in, first out (FIFO) in 2001, Industrial’s long-term debt-to-equity ratio would:
	A)
	decrease from 1.045 to 0.881.

	B)
	increase from 1.045 to 1.232.

	C)
	decrease from 1.045 to 1.007.

	D)
	decrease from 1.045 to 0.923.




Question: 72 - 28991 

Balance sheet data for Roland Corp. for the year ended December 31, 2001 was as follows (in $):
	Cash
	$100,000

	Accounts Receivable
	300,000

	Inventories
	150,000

	Franchise (net of amortization of $350,000)
	525,000

	Property, Plant & Equipment
	260,000

	  Total Assets
	$1,335,000


· Net income for Roland for 2001 was $120,000.  
· Roland acquired a franchise at the beginning of 2000 at a cost of $875,000, which was being amortized over a five-year period.  
Ignoring income taxes, if the franchise cost would have been expensed in 2000 instead of being amortized, the return on total assets at year-end 2001 would have:
	A)
	increased from 8.99 percent to 22.10 percent.

	B)
	increased from 8.99 percent to 14.81 percent.

	C)
	increased from 8.99 percent to 58.02 percent.

	D)
	increased from 8.99 percent to 36.42 percent.




Question: 73 - 28992 

Brand Company was depreciating its roller press, acquired January 1, 1998 for $3 million with a salvage value of $500,000, on a straight line (SL) basis over ten years. During 2001, Brand decided to change the method of depreciation to double declining balance (DDB). Ignoring income tax effects, the total amount of depreciation expense Brand will recognize on this press in 2001 is: 

	A)
	$1,021,200.

	B)
	$771,200.

	C)
	$726,000.

	D)
	$1,771,200.




Question: 74 - 28993 

Harding Corp. has a permanently impaired asset. The difference between its carrying value and the present value of its expected cash flows should be written down immediately and: 

	A)
	reported as a non-operating loss before computation of net income.

	B)
	reported as a separately disclosed loss net of tax effect, if any, due to a change in accounting method.

	C)
	directly charged against retained earnings.

	D)
	reported as an operating loss.




Question: 75 - 28234 

When a deferred tax liability account reverses it means that: 

	A)
	cash flows have been lessened by the amount of the reversal.

	B)
	the actual tax bill is equal to the tax expense reported in the income statement.

	C)
	the actual tax bill is greater than the tax expense reported in the income statement.

	D)
	the actual tax bill is lower than the tax expense reported in the income statement.




Question: 76 - 28235 

If an analyst adjusts the financial statements and capitalizes an operating lease the analyst will observe that the: 

	A)
	current ratio will increase.

	B)
	times interest earned ratio will decrease.

	C)
	acid test ratio will increase.

	D)
	debt to equity ratio will decrease.




Question: 77 - 28994 

Longboat, Inc. sold a luxury passenger boat from its inventory on December 31, 2001 for $2,000,000. It is estimated that Longboat will incur $100,000 in expenses servicing the warranty during its 5-year obligation. Longboat’s tax rate is 30 percent.

To account for the tax implications of the warranty obligation, Longboat should: 
	A)
	record a decrease in taxes payable of $30,000.

	B)
	record a deferred tax asset of $30,000.

	C)
	record a deferred tax liability of $30,000.

	D)
	make no entry until actual warranty expenses are incurred.




Question: 78 - 28995 

Nomad Company issued $1,000,000 face value 2-year zero coupon bonds on December 31, 1999 to yield eight percent interest. Bond proceeds were $857,339. In 2000 Nomad recorded interest expense of $68,587. In 2001 Nomad recorded interest expense of $74,074 and paid out $1,000,000 to redeem the bonds.

Based on these transactions only, Nomad’s Statement of Cash Flow for 1999, 2000, and 2001 would show cash flow from operations (CFO) of: 
	A)
	-$68,587 in 2000 and -$74,074 in 2001.

	B)
	zero in all years.

	C)
	-$142,661 in 2001.

	D)
	-$1,000,000 in 2001.




Question: 79 - 28996 

On December 31, 2000, Tandem, Inc. executed a 5-year lease with annual payments of $700,000 for heavy equipment for its manufacturing facility. The economic life of the equipment is seven years. Tandem has the option to purchase the machine for 10 percent of its original fair market value at the end of the lease. The interest rate implicit in the lease is eight percent. Tandem, Inc.’s incremental borrowing rate is 10 percent. Treating the above transaction as an operating lease, Tandem’s income statement for the year ended December 31, 2001 was as follows:

	Sales
	$13,400,000

	Cost of Goods Sold
	  (7,200,000)

	   Gross Profit
	6,200,000

	Depreciation
	(1,700,000)

	Lease Expense
	(700,000)

	Sales and Administration
	(1,100,000)

	   Operating Profit
	2,700,000

	Interest Expense
	(600,000)

	Income taxes
	(1,200,000)

	   Net Income
	$900,000


After considering whether the heavy equipment lease should be reclassified as a capital lease, Tandem’s interest coverage ratio will: 

	A)
	decrease from 4.50 to 3.05 times.

	B)
	decrease from 4.50 to 3.45 times.

	C)
	increase from 4.50 to 4.74 times.

	D)
	remain unchanged.




Question: 80 - 28997 

Penguin Company is planning to lease a $5 million machine to produce goods for eventual sale. Penguin is able to structure the lease so as to classify it as either an operating or a capital lease.

The advantages to Penguin of classifying this lease as an operating lease include all of the following EXCEPT: 
	A)
	no disclosures of payments due under the lease are required.

	B)
	the lease is not reported as debt on Penguin's balance sheet, so leverage ratios are not increased.

	C)
	the lease is not reported as an asset, so profitability ratios are not reduced.

	D)
	depreciation is not recorded.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28242 

Which of the following statements about capital is FALSE? 

	A)
	If the firm needs more funding than can be supported by retained earnings the firm's weighted average cost of capital (WACC) will increase.

	B)
	As the firm raises more and more capital, market efficiency would indicate that the firm's marginal weighted average cost of capital should fall.

	C)
	Assuming constant risk, the correct discount rate to use in its capital budgeting decision is the firm's marginal weighted average cost of capital.

	D)
	If a firm earns exactly the marginal cost of capital on its new investment projects it will satisfy the return requirements of its creditors and equity investors.




Question: 82 - 28244 

Which of the following statements about independent projects is FALSE? 

	A)
	If the modified internal rate of return (MIRR) < the cost of capital reject the project.

	B)
	The internal rate of return (IRR) and the NPV methods can yield different accept/reject decisions.

	C)
	If the net present value (NPV) is positive you should accept the project.

	D)
	The NPV tells how much the value of the firm has increased if the project is accepted.




Question: 83 - 28246 

Which of the following statements is FALSE? 

	A)
	The equivalent annual annuity approach assumes that it is possible to make continuous replacements each time the asset's life ends.

	B)
	When comparing mutually exclusive projects with unequal lives, replacement chain analysis yields the same decision as the equivalent annual annuity method.

	C)
	Mutually exclusive projects sometimes have very long lives making the replacement chain method difficult to apply. The equivalent annual annuity (EAA) is a substitute method that uses annuity concepts to value a project's cash flows.

	D)
	A 5-year project has a NPV of $2,000, if the firm's cost of capital is 10% the equivalent annual annuity is $725.




Question: 84 - 28247 

Which of the following statements is FALSE? 

	A)
	The degree of total leverage equals the degree of operating leverage times the degree of financial leverage.

	B)
	The firm's optimal capital structure occurs where the firm's earnings per share is maximized.

	C)
	Other things held constant, if you increase a firm's financial leverage you will increase the firm's beta coefficient.

	D)
	Asymmetric information involves a situation where the firm's managers have better information about the firm's prospects than the investors do.




Question: 85 - 28249 

Which of the following statements is FALSE? 

	A)
	Stock dividends do not change the fundamental position of current shareholders.

	B)
	The tax preference theory states that investors prefer stocks that pay low dividends to stocks that pay high dividends.

	C)
	If the bird-in-hand theory were correct if a firm increased its dividend payout ratio the firm's cost of equity capital would fall.

	D)
	The clientele effect suggests that companies should follow a residual dividend policy.




Question: 86 - 28222 

Which of the following statements reflect the characteristics of a good market? 

	A)
	Provides liquidity.

	B)
	All of these choices are correct.

	C)
	Provides timely and accurate information.

	D)
	Gives the lowest possible transactions costs.




Question: 87 - 28223 

Which of the following statements is FALSE? 

	A)
	When exchange listed stocks are traded OTC, it is designated as a third market trade.

	B)
	The New York Stock Exchange sets the initial margin requirements for stocks?

	C)
	Block houses are brokerage firms that buy and sell large blocks of stock for institutions.

	D)
	The National Association of Securities Dealers Automated Quotation system (NASDAQ) is an electronic quotation system for the OTC market.




Question: 88 - 28224 

Which of the following are problems associated with creating a bond index?

I. The universe of bonds is much broader than that of stocks. 

II. Bond volatilities (durations) constantly change due to changes in maturity and market yields. 

III. Pricing problems arise because of the lack of availability of continuous transactions prices. 

IV. The universe of bonds is constantly changing because of new issues, maturities, calls, and sinking funds. 

	A)
	I, II, III, and IV.

	B)
	I only.

	C)
	I and II only.

	D)
	I, II, and IV only.




Question: 89 - 28225 

Which of the following statements about indexes is FALSE? 

	A)
	The major U.S. stock market indexes are highly correlated.

	B)
	A two for one stock split will cause the divisor of a price-weighted index to increase.

	C)
	A value-weighted index automatically adjusts for stock splits.

	D)
	In value weighted indexes, large companies have a disproportionate influence.




Question: 90 - 28237 

If the Confidence Index decreases investors are: 

	A)
	confident.

	B)
	nervous.

	C)
	buying junk bonds.

	D)
	selling quality bonds in greater proportion than they are buying junk bonds.




Question: 91 - 28238 

Which of the following statements best describes what happens when the relative strength ratio decreases? 

	A)
	The stock increased in value.

	B)
	The market index is out performing the stock.

	C)
	The market decreased in value.

	D)
	The stock is out performing the market index.




Question: 92 - 28239 

All of the following are bullish signals to a contrarian EXCEPT when the: 

	A)
	Investment Advisor's Ratio is high (>60%).

	B)
	OTC to NYSE Volume Ratio is low (<87%).

	C)
	Mutual Fund Ratio is low (<7%).

	D)
	Chicago Board Options Exchange (CBOE) Put/Call Ratio is high (>.90).




Question: 93 - 28240 

Which of the following statements are TRUE?

I. Growth stocks have above-average investment opportunities while growth companies are ones offering higher rates of return than comparable companies. 

II. An underpriced stock would be one with a required rate of return exceeding the investor's expected rate of return. 

III. The factors determining the intensity of competition within an industry are rivalry, threat of new entrants, potential substitutes, and bargaining power of buyers and suppliers. 

	A)
	I only.

	B)
	I and II only.

	C)
	III only.

	D)
	II and III only.




Question: 94 - 29422 

Using an infinite period dividend discount model, find the value of a stock that last paid a dividend of $1.50. Dividends are expected to grow at 6 percent forever, the expected return on the market is 12 percent and the stock’s beta is 0.8. The risk-free rate of return is 5 percent. 

	A)
	$32.61.

	B)
	$34.57.

	C)
	$26.50.

	D)
	$25.00.




Question: 95 - 13566 

An investor in the 28 percent tax bracket buys a 20-year, 4 percent municipal bond for $750. What is this bond's taxable equivalent yield? 

	A)
	5.56%.

	B)
	6.22%.

	C)
	None of these are correct.

	D)
	9.62%.




Question: 96 - 28218 

If investors expect future interest rates to increase based on the pure expectations theory of interest rates the yield curve will be: 

	A)
	upward sweeping.

	B)
	flat.

	C)
	humpbacked.

	D)
	downward sweeping.




Question: 97 - 28214 

Interest rates fall by 1 percent to 7 percent and a $675 bond's price rises by 6 percent. What is the bond's effective duration? 

	A)
	5.8.

	B)
	7.0.

	C)
	8.0.

	D)
	6.0.




Question: 98 - 28217 

A 10 percent coupon bond was purchased at par. One year later the bond was sold for $915 to yield 11 percent. What is the bond's holding period yield? 

	A)
	1.5%.

	B)
	9.0%.

	C)
	10.0%.

	D)
	18.5%.




Question: 99 - 29420 

Find the yield to maturity of a 6 percent semi-annual pay bond, priced at $860. The bond has 10 years to maturity. 
	A)
	4.03%.

	B)
	8.07%.

	C)
	6.00%.

	D)
	7.79%.




Question: 100 - 13931 

Which of the following statements about futures is FALSE? 

	A)
	Futures are subject to default risk while forwards are not.

	B)
	All of these choices are correct.

	C)
	Futures are private contracts while forwards are exchange traded.

	D)
	Futures are individualized contracts while forwards are standardized.




Question: 101 - 28227 

Which of the following statements is TRUE? 

	A)
	Speculators trade to reduce some preexisting risk exposure.

	B)
	Hedgers accept market risk in exchange for expected profits.

	C)
	If a trader's account falls below the maintenance margin level they have three days to bring it back up to the maintenance margin level.

	D)
	Open interest is the number of futures contracts for which delivery is currently obligated.




Question: 102 - 28228 

Which of the following statements about call options is FALSE? 

	A)
	The loss potential to the writer is unlimited.

	B)
	The most the holder will lose is the premium.

	C)
	The profit potential to the holder is unlimited.

	D)
	The most the writer can make is the premium plus the difference between X and S.




Question: 103 - 28230 

Which of the following statements about the value of a call option at expiration is FALSE? 

	A)
	The value of a call equals zero or the exercise price minus the stock price, whichever is higher.

	B)
	The value of a call equals zero or the stock price minus the exercise price, whichever is higher.

	C)
	A short position in a call option can result in a loss if the underlying stock price exceeds the exercise price.

	D)
	A short position in a call option has a zero value for all underlying stock prices equal to or less than the exercise price.




Question: 104 - 28231 

The plain vanilla currency swap is pay: 

	A)
	floating rate on dollars, pay fixed rate on foreign.

	B)
	fixed rate on dollars, pay fixed rate on foreign.

	C)
	fixed rate on dollars, pay floating rate on foreign.

	D)
	floating rate on dollars, pay floating rate on foreign.




Question: 105 - 29421 

Given the following data regarding Printer, Inc.’s call options, which of the following statements is FALSE?
	Stock Price
	Expiration
	Strike
	Option Prem. (Last)

	50
	June
	45
	6

	50
	June
	50
	2

	50
	June
	55
	0.50


	A)
	The June $45.00 call is an in-the-money option.

	B)
	The June $55.00 call is an in-the-money option.

	C)
	The June $50.00 call is an at-the-money option.

	D)
	The intrinsic value of the June $45.00 call is $5.00.




Question: 106 - 10784 

Which of the following items are the determinants of real estate value? 

	A)
	The demand for the property itself.

	B)
	The supply of competing properties.

	C)
	The basic characteristics of the property itself.

	D)
	All of these choices are correct.




Question: 107 - 28179 

Which of the following statements about loaded funds is TRUE? 

	A)
	Trade their shares on the registered exchanges.

	B)
	Guarantee returns consistent with the fund's systematic risk.

	C)
	Deduct up to 1.25% of average assets per year to cover marketing expenses.

	D)
	Offer shares at the funds net asset value plus a sales charge.




Question: 108 - 28181 

A venture capitalist would typically do all of the following EXCEPT: 

	A)
	provide business expertise and confidentiality.

	B)
	assist in the development of management teams.

	C)
	force the entrepreneur to carefully consider the viability of the project through the development of a business plan.

	D)
	manage the company after it has gone public.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28184 

An analyst is managing a portfolio. If they add a new stock to the portfolio that has the same standard deviation of returns as the existing portfolio but has a correlation coefficient with the existing portfolio that is less than +1, what effect will adding the new stock have on the standard deviation of the revised portfolio's returns? 

	A)
	The standard deviation will increase.

	B)
	The standard deviation will decrease.

	C)
	The standard deviation will be unaffected.

	D)
	The expected return of the portfolio will increase.




Question: 110 - 28187 

If an investor adds a stock to their portfolio that has the same total risk (standard deviation) as the other stocks in their portfolio but is negatively correlated with them what effect should it have on the total risk of the portfolio? 

	A)
	No effect.

	B)
	Increase the portfolio's total risk.

	C)
	The effect cannot be determined with the data given.

	D)
	Decrease the portfolio's total risk.




Question: 111 - 28189 

The covariance of the market returns with the stock's returns is .006 and the standard deviation of the market's returns is .07. What is the stock's beta? 

	A)
	1.0.

	B)
	1.5.

	C)
	2.0.

	D)
	1.2.




Question: 112 - 28190 

Arbitrage Pricing Theory: 

	A)
	is a general case version of the capital asset pricing model (CAPM).

	B)
	All of these choices are correct.

	C)
	requires fewer assumptions than the CAPM.

	D)
	allows for multiple risk factors in the return generating process.




Question: 113 - 28192 

Which of the following statements is FALSE? International diversification is partially due to: 

	A)
	regional economic events.

	B)
	local monetary and fiscal policies.

	C)
	the high correlations that exist between country stock indexes.

	D)
	differences in institutional and legal systems.




Question: 114 - 28193 

If the expected return on a stock is above the security market line (SML) in relation to its risk level the stock would be: 

	A)
	inefficient.

	B)
	aggresive.

	C)
	underpriced.

	D)
	overpriced.




Question: 115 - 28194 

A mutual fund announces it is an aggressive fund with a beta of 1.2. The fund is fully diversified, so its correlation to the index is 1. During the period the index returns 12% and the risk free rate was 5%. What is the expected return on this fund? 

	A)
	8.4%.

	B)
	13.4%.

	C)
	12.0%.

	D)
	14.2%.




Question: 116 - 28196 

The total risk (measured by the standard deviation of returns) of Stock Y is 0.20. The total risk of the Index is 0.18. The covariance of returns between the stock and the index is 0.027. What is the stock's beta? 

	A)
	0.83.

	B)
	0.75.

	C)
	1.00.

	D)
	1.13.




Question: 117 - 28197 

Which of the following statements about the capital market line is FALSE? 

	A)
	The market portfolio is fully diversified and thus contains only risk free assets.

	B)
	The capital market line is tangent to the efficient frontier and passes through the risk free rate on the y-axis.

	C)
	The market portfolio is that portfolio that exists at the tangency point between the efficient frontier and the capital market line.

	D)
	A portfolio that falls on the capital market line offers more return per unit of risk than any other available portfolio at that risk level.




Question: 118 - 28200 

An investor's portfolio consists of the following asset allocation:
· 40% of her funds are in T-Bills earning 5%. 

· 60% of her funds are in an equity portfolio yielding 15%. 

· The equity portfolio has a standard deviation of returns of 10%. 

What is the expected return and standard deviation of returns of her combined portfolio?
	A)
	Expected Return
St'd Deviation
.09
8%


	B)
	Expected Return
St'd Deviation
.10
7%


	C)
	Expected Return
St'd Deviation
.11
6%


	D)
	Expected Return
St'd Deviation
.12
5%





Question: 119 - 28203 

The covariance of the market's returns with the stock's returns is .008. The standard deviation of the market's returns is .1 and the standard deviation of the stock's returns is .2. What is the correlation coefficient between the stock and market returns?
	A)
	0.91.

	B)
	1.00.

	C)
	1.25.

	D)
	0.40.




Question: 120 - 29363 

Which of the following statements regarding an investor’s life cycle is FALSE? 

	A)
	During the consolidation phase the investor still has earnings years ahead, a fairly long-term horizon and earnings that will exceed need. Investors look for moderate risk investments.

	B)
	During the spending phase the investor is concerned with generating income for spending and thus seeks moderate to high-risk investments.

	C)
	The accumulation phase represents the early to middle working years when investors may take higher risk in hopes of obtaining above average returns.

	D)
	The gifting phase runs concurrently with the spending phase and cover's estate planning and tax minimization plans.
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Answers

1) B
The CFA and Chartered Financial Analyst designations must always be used as adjectives, never as nouns or common names. It is incorrect to say that a person is a CFA or to say that they are a Chartered Financial Analyst. It is correct to say that a person is a CFA charterholder or they have earned the right to use the Chartered Financial Analyst designation. Always capitalize the letters "CFA". The CFA designation should not appear larger than the charterholder's name. No designation exists for someone who has passed Level I, Level II, or Level III of the exam. 



2) A

IV(B.4) Priority of Transactions. Give clients and employers priority over your personal interest. Personal transactions include:

1. trades for your own account. 

2. trades for your family's account. 

3. trades for accounts in which you have a beneficial interest. 


3) C

IV(B.6) Prohibition Against Misrepresentation of Services. You shall not make the following misrepresentations concerning:

1. the services you or your firm are capable of performing. 

2. you or your firm's qualifications. 

3. your academic or professional credentials. 

4. the expected performance of any investment. 


4) C
Topical Study 2: IMR Soft Dollar Standards. Brokerage is the property of the client. The manager cannot use it to pay for another client's research. 



5) D

V(A) Misappropriation Theory, the firm should build an impenetrable "fire" wall between departments and:

1. control the flow on interdepartmental communication. 

2. review employee trading. 

3. restrict trading while the firm is in possession of inside information. 


6) C
Performance Presentation Standards 



7) C
An AIMR member, undertaking independent practice that could result in compensation or other benefit, must obtain written consent from both their employer and the persons or entities for whom they undertake independent practice according to Standard III(B), Duty to Employer. 



8) D
The only permissible action in the above list is including a graph of the Fed’s discount rates over the last 12 months because it is factual information published by a recognizable financial and statistical reporting service. 



9) C
AIMR members must notify their employer of the Code and Standards in writing, which includes e-mail. All of the above are acceptable methods of notification except verbal notification. 



10) B
The rule of thumb for members, CFA charterholders and candidates in the CFA program requires that they adhere to the applicable laws if the applicable laws are more strict than the requirements of the Code and Standards. If there are no laws or the laws are less strict, they must adhere to the Code and Standards. 



11) A
Members should suggest that their employers adopt the Code and Standards and disseminate them throughout the firm. Note that members must inform their supervisors in writing that they must follow the Code and Standards. 



12) D
To comply with the Code and Standards, John should notify the appropriate supervisory person in his firm of the violation. 



13) A
Asking for a letter of recommendation is perfectly acceptable. Soliciting clients and taking the employer’s property like client lists, computer programs, etc. are not permissible. 



14) B
Sarah should disclose this to her employer under Standard III(D), Disclosure of Additional Compensation Arrangements. 



15) C
Jason may reference his participation in the program but must clearly state that he is a candidate in the program. There is no partial designation. 



16) D
Brokerage is an asset of the client. 



17) D
Ruth is violating all of the above standards. Because of her place on Monolo’s board and her firm’s potential deal for lead bank in the syndicate, she is violating I. Her buy recommendation to all of her clients is a violation of II and III. Her husband’s potential gain is a violation of IV. 



18) B
If Sallie complies, she is violating several of the Codes and Standards including those dealing with plagiarism and the requirement of members to inform employers of the Code and Standards. Sallie should attempt to disassociate from any activity that she knows is in violation of the standards. 



19) B

Logic: the average is zero. (+25 – 25)/2 = 0.

The geometric mean is always less than the arithmetic mean. So the answer must be -3%.

Math: [(1+.25)(1-.25)]1/2 - 1 = .97 - 1 = -.03 = -3%


20) A
Even though normal curves have different sizes, they all have identical shape characteristics. When discussing or comparing normal curves it is customary to compare them to a standardized normal curve with a mean of 0 and a standard deviation of 1. 



21) B
CV = (σ/mean)(100) 
σ = √((52 + 52 /3) = √16.67 = 4 plus a bit 
(4/10)(100) = 40% 



22) D
When a distribution is positively skewed the right side tail is longer than normal due to outliers. The mean will exceed the median, and the median will generally exceed the mode because large outliers falling to the far right side of the distribution can dramatically influence the mean. 



23) C
The stem-and-leaf display maintains the identity of the individual observations. 



24) C

II. Conditional probability is the chance of one event happening given that another event has happened.

IV. Probability= perfect/total = 20=100 = .20


25) D
Binomial and Poisson probability distributions are used to study discrete random variables where you want to know the probability that an exact event will happen. The Poisson probability distribution is a special case version of the binomial when the probability of success (p) is small, and the number of trials (n) is large. The binomial and Poisson probability distribution give the result of a single outcome. When you want the result of a range of outcomes you must use the cumulative distribution. 



26) D

II. +/- 2 standard deviation is 95%. Looking at one tail is only 2.5% not 5%

IV. Z = (obser – mean)/ st'd = (5 – 10)/4 = – 1.25


27) C
The correction factor is used when you have a discrete probability distribution such as a binomial probability distribution and you want to use a continuous normal distribution to approximate the binomial distribution. To do this you have to add or subtract, depending on the circumstances, .5 to the observed value X in the equation to find the Z value. 



28) B

Define joint probability: happens at the same time. P(red and radio)
(P(red))(P(radio)) = (.4)(.7) = .28
	 
	Radio
	No Radio
	 

	Red
	28
	12
	40

	Blue
	48
	12
	60

	 
	76
	24
	100




29) B

General rule of addition. P(Red or radio)

P(red) + P(radio) – P(red and radio)

.40 + .76 – .28 = .88 or 88%



30) D

You want P(red given radio) so this is Bayes' theorem

P(red|radio) = (P(red))(P(radio|red)) / [(P(red))(P(radio|red)) + (P(blue))(P(radio|blue))]

P(red|radio) = (.4)(.7) / (.4)(.7) + (.6)(.8) = .37. Why is it less than 40%? Because blue cars have more radios than red cars. P(red) is the prior probability while P(red|radio) is the posterior probability. P(radio|red) was a given conditional probability, that is 70% of the red cars had radios.


31) C
The binomial probability distribution is an example of a discrete probability distribution. There are only two possible outcomes of each trial and the outcomes are mutually exclusive. For example, in a coin toss the outcome is either heads or tails. 

The other responses are all correct definitions.



32) C
For a positively skewed distribution, the mode is less than the median, which is less than the mean. The opposite is true for a negatively skewed distribution; the mode is greater than the median, which is greater than the mean. For a symmetrical distribution, the mean, median and mode are equal. 



33) D
I/Y=8; PMT= -5724; FV=500,000; CPT N = 27.

Remember, you must put the pmt in as a negative (cash out) and the FV in as a positive (cash in) to compute either N or I/Y. 


34) C
The coefficient of determination is the square of the coefficient of correlation. R2 = (r)2 = (.66)2 = .44 



35) A
Time series forecasting [The data set (the Y-variable) is a function of time (the X-variable)]. The equation is Y = a + b(t). In the basic linear relationship the line increases by a constant amount. If the data is curvilinear (means the data series increases by a constant percentage) you can straighten out the regression line with the log transformation of the basic equation: Log (y) = log (a) + log (b) (time). 



36) A

I. a = (ΣY)/n – b (ΣX)/n
II. The bigger the standard error of estimate the smaller R2
III. Regression line is Y = a + bX . You need to be given the independent variable X to project Y, not the other way around.


37) A

Nominal rate = real rate + inflation prem + risk prem
Assume you are working with risk free securities so risk prem=0
NR = RR + Inf Prem redo NR - Inf Prem = real rate
was 10 - 8 = 2 now it is 8 - 5 = 3 so it went up



38) C
Changing the required reserve ratio exerts a major impact on the banking system, changing the discount rate has a dramatic psychological impact on the market, buying and selling T-Bills is quiet and efficient. 



39) A
MV = PY M goes up and P goes down. So, V must go down, Y must go up; or if V is constant Y increases more than P decreases 



40) B
The definition of the labor force is those people of working age (16+) who are either employed or seeking employment. Note that the labor force does not consist of all people over 16 years of age. 



41) A
The relationship is: real gross domestic product (GDP) = planned C+I+G+NX. 



42) B
If total output is greater than planned aggregate expenditures, then the tendency is for the economy to contract. 



43) C
The three basic functions of money are as follows:

· Medium of exchange – money simplifies and reduces the cost of transactions 

· Unit of account – money serves as a unit of measure by which the value of good can be compared 

· Store of value – money enables value to be stored and transported 



44) B
M2, not M1, is the most common measure used by analysts to compare the money supply across time because of increases consumers have made in terms of interest bearing checking accounts and savings accounts. 


45) D
As the Fed reduces (increases) the money supply, interest rates rise (fall). The other statements concerning the demand and supply for money are true. 



46) B
The Phillips curve indicates a trade-off between inflation and the unemployment rate. 



47) C
The company is not earning the normal rate of return because economic profits are negative (revenues do not cover both the company’s implicit and explicit costs). The other statements are false.  Calculations are as follows:
· Accounting profits = (Sales – variable costs – fixed costs – depreciation) * (1-tax rate) = (250,000 – 0.35 * 250,000 – 70,000 – 35,000) * (1 - 0.4) = 34,500. 
· Economic profits = Accounting profits – opportunity cost of capital – owner provided services = 34,500 – 25,000 – 15,000 = -5,500. 


48) A
8 MXN/USD / 6 FRF/USD = 1.333 MXN/FRF 



49) C
We recommend using the following "Bid-Ask Matrix Method" to calculate the bid and ask quotes:

Step 1: Put the bid-ask quotes into a matrix as below: 
	Currency

	Bid
	Ask

	MXP
	0.11001
	0.11036

	PEN
	0.28818
	0.28918


Step 2: "Divide Out" the diagonals and take the reciprocal. Remember that the quotes are originally in American terms!
(Remember to put MXP in the numerator - because MXP is in the numerator of the quote we are asked to calculate.)
MXPBid  /  PEN Ask =   0.11001 $/MXP / 0.28918 $/PEN = 0.38042 PEN/MXP, 
1 / 0.38042 PEN/MXP = 2.62867 MXP/PEN
MXPAsk  /  PEN Bid =  0.11036 $/MXP /  0.28818 $/PEN = 0.38296 MXP/PEN,
1 / 0.38296 PEN/MXP = 2.61127 MXP/PEN
Step 3: Quote :  The MXP/PEN Bid-Ask spread is:
(Note: The lower number from Step 2 is the bid, the higher number is the ask. 
                 MXP 2.61127 to 2.62867 PEN, or MXP 2.61227 - 0.01740 PEN.


50) C
This statement is the law of comparative advantage.

The other choices are false. The law of comparative advantage supports international trade. According to the law of comparative advantage, both trading partners are better off if they specialize in the production of goods for which they are the low-opportunity cost producer and trade for those goods for which they are the high-opportunity cost producer. Mexico is considered to have an absolute advantage in plastics if Mexico can produce plastic using fewer resources than the U.S. 


51) B
Gains or losses from retirement of debt are extraordinary items. 



52) D
Under the accrual concept, income is recognized when the earning activities are substantially completed, risk of ownership has transferred from buyer to seller, and payment is realizable and collectible. Under the matching principle, expenses incurred that directly relate to the sold item are expensed in the same period as the revenue is recognized. 



53) D
Current liabilities are obligations that the company expects to pay within one year (or current operating cycle). The $15,000,000 in taxes due on March 15, 2002 were payable within one year of the balance sheet date and were, therefore, a current liability even though some of expense was for a prior period and some of the expense was for a future period. The principal and interest that will be paid within twelve months ($10,000,000 + $20,000,000 (.10) =) was $12,000,000. Current liabilities were a total of ($15,000,000 + $12,000,000 =) $27,000,000. 



54) B
Blast, Inc.’s bonds were issued at a $300,000 discount, so a bonds payable account is credited for the face amount of the bonds ($2,000,000) and an unamortized bond discount account is debited for the amount of the discount ($300,000). The unamortized bond discount account is reduced with each payment of interest and reaches zero on the date the bonds are due. 



55) B
Cash flows are equal under both the percentage-of-completion method and the completed contract method, but under the completed contract method, revenue is not recognized until the end of the contract. Under the percentage of completion method, revenue is earned as costs are incurred. The completed contract method generally produces a net advance billings liability account that tends to exceed its counterpart under the percentage-of-completion method. Note that under the percentage of completion method, revenues and expenses will be higher in early years, as both will be recognized as costs are incurred. Net income will also tend to be higher in early years with the percentage of completion method assuming revenues recognized exceed expenses. 



56) D
All things equal, the cash flows are no different under the percentage-of-completion method compared to the completed contract method. The income statement and balance sheet accounts will differ between the two firms. 



57) A
Dividends paid are always considered financing, not operating, activities. Dividends earned and interest paid or received are considered operating activities. 



58) A
Other cash outflows is the third step in calculating CFO using the direct method.  It consists of Cash taxes paid + Cash interest paid.
Cash interest paid = interest expense less increase in interest payable:  ($900,000 – (1,200,000 - $800,000) =) $500,000.
	Cash taxes paid =
	 
	tax expense of $1,000,000

	 
	+
	decrease in income taxes payable (1,000,000-800,000) =  200,000                                    

	 
	 -
	increase in deferred income taxes (2,600,000-2,900,000) = 300,000

	 
	 
	$900,000


Other cash outflows = $500,000 + 900,000 = $1,400,000


59) A
The gain on the equipment sale ($500,000) would be subtracted out of cash flow from operations (CFO). The total proceeds of the sale ($10,700,000)are included in cash flow from investing activities (CFI), and the payment of the notes ($10,700,000) is reported in cash flow from financing (CFF) as a negative. Note that if the equipment had been directly exchanged for the bonds without any cash transactions, only a footnote describing the transaction would have been included in the statement. 



60) C
If equity equals 45% of assets then debt must be 55%.
TD / Equity = .55 / .45 = 1.22 


61) C
Working Capital = CA - CL = 45% - 20% = 25% of assets
WC = 2000(.25) = 500 


62) A
Using the current ratio, the most common liquidity measure, Peters is significantly more liquid (120 + 180 + 540 / 180 = 4.67) than Johns ((60 + 90 + 30) / 60 = 3.0). However Peters’ quick ratio ((120 + 180) / 180 = 0.67) is less than Johns’ quick ratio (60 + 90 / 60 = 2.5) and Peters’ cash ratio (120 / 180 = 0.67) is also less than Johns’ (60 / 60 = 1.0). In the event of bankruptcy, Johns’ would not be as dependent on liquidating inventory in order to raise cash to cover liabilities. 



63) A
Virginia’s receivables turnover (net annual sales / average receivables) was ($360,000 / $80,000 =) 4.5 times. Virginia’s inventory turnover is 0.5 times higher, which is 12.5% higher than the industry average. 



64) C
Simple capital structures are not permitted to include any potentially dilutive securities (a security that decreases earnings per share (EPS) if exercised). Convertible bonds are potentially dilutive. 



65) B
The January 1 balance is adjusted retroactively for the reverse stock split and (320,000 / 2 =) 160,000 shares are treated as outstanding from January 1.  The issuance of stock in a purchase method transaction is included from the date of issuance.  The weighted average shares are computed as follows by multiplying the share amounts by the number of months the shares were outstanding:

	January 1
	initial shares
	(160,000 * 12 = )
	1,920,000

	July 1
	Smith acquisition
	(60,000 * 6 = )
	360,000

	October 1
	cash issuance
	(30,000 * 3 = )
	90,000

	Total
	 
	 
	$2,370,000


Oregon’s weighted average shares were (2,370,000 / 12 =) 197,500.



66) D
Baltimore’s basic earnings per share (EPS) (net income / weighted average shares outstanding) for 2001 was ($4,200,000 / 750,000 =) $5.60.  

To calculate diluted EPS, we use the treasury stock method to account for the warrants:

· Number of common shares created if options are exercised = 10,000 * 10 = 100,000 

· Cash inflow if warrants are exercised = $40 * 100,000 = $4,000,000 

· Shares purchased with these funds = $4,000,000/50 = 80,000 

· Net increase in shares outstanding = 100,000-80,000 = 20,000 

Diluted EPS = $4,200,000/(750,000 + 20,000) = $5.45.



67) D
Both preferred and convertible preferred stock dividends are subtracted from net income in computing basic EPS, so there is no difference between standard preferred or convertible preferred in that respect. The other answers should all be considerations in the firm’s financing decision. 



68) A
Moulding’s basic EPS (net income / weighted average common shares outstanding) was ($13,820,000 / 2,600,000 =) $5.32.

Using the treasury stock method to compute Diluted EPS, if the options were exercised, cash inflow would be (10,000 * 10 * $40 =) $4,000,000. Based on the average share price of $58.00, the number of Moulding shares that can be purchased with the cash flow is ($4,000,000 / $58 =) 68,966. The number of shares that would have been created is (100,000 – 68,966 =) 31,034. Diluted EPS was ($13,820,000 / (2,600,000 + 31,034) =) $5.25. 


69) B
A form of the inventory equation is: beginning inventory + purchases – ending inventory = cost of goods sold. Units available for sale by Arlington (beginning inventory + purchases) were (20 + 10 + 10 + 20 =) 60. Units available for sale less units sold leaves ending inventory (60 – 35 =) 25 units. Under FIFO, ending inventory consists of the most recent purchases. The 25 units remaining in ending inventory are all assumed to be from the last purchase(s) (($15,000 * 20) + ($12,500 * 5) =) $362.500. Cost of goods sold is ($200,000 + $120,000 + $125,000 + $300,000  - $362,500 =) $382,500. 



70) C
Fledgling’s cost of goods sold under LIFO would be reduced by the increase in the LIFO reserve from the beginning to the end of the year ($600,000 - $450,000 =) $150,000. Adjusting for the tax rate of 35 percent ($490,000 / $1,400,000), net income for 2001 would be increased by ($150,000 * (1 – 0.35) =) $97,500. 



71) C
Industrial’s inventory would increase by the amount of the ending LIFO reserve, $330,000. On the right side of the balance sheet, L.T. Deferred Tax Liability would increase by (the LIFO reserve times the tax rate) ($330,000 * .4 =) $132,000. Retained Earnings would increase by (the LIFO reserve * (1 – t)) = ($330,000 * 0.6 =) $198,000. Long-term debt under FIFO would be ($610,000 + $132,000 + $1,240,000 =) $1,982,000. Equity would be ($800,000 + $970,000 + $198,000 =) $1,968,000. The long-term debt-to-equity ratio under FIFO would be ($1,982,000 / $1,968,000 =) 1.007. 



72) D
Had Roland expensed the cost of the franchise acquisition in 2000, no amortization would have affected net income in 2001, and 2001 net income would be ($875,000 / 5 =) $175,000 higher. The franchise would not appear as an asset on the balance sheet, so total assets would be ($100,000 + $300,000 + $150,000 + $260,000 =) $810,000. Return on total assets, which was ($120,000 / $1,335,000 =) 8.99 percent on the original statement, would increase to (($120,000 + $175,000) / $810,000 =) 36.42 percent. 



73) A
Brand’s depreciation schedule for the roller press is as follows:
	Year
	Cost

	Salvage 
	SL
	DDB
	New DDB Basis

	1998
	3,000,000
	500,000
	250,000
	600,000
	2,400,000

	1999
	3,000,000
	500,000
	250,000
	480,000
	1,920,000

	2000
	3,000,000
	500,000
	250,000
	384,000
	1,536,000

	2001
	3,000,000
	500,000
	250,000
	307,200
	1,228,800


The SL rate is 0.10, so the DDB rate is 0.20 applied to the new DDB Basis (and ignoring salvage value) after prior year’s depreciation is subtracted.  Brand’s depreciation expense for 2001 is the current DDB provision plus the difference between DDB and SL for 1998, 1999, and 2000.  ($600,000 – $250,000) + ($480,000 - $250,000) + ($384,000 – $250,000) + $307,200) = $1,021,200.  Note that the DDB rate is applied to the net book value at the beginning of the period and the salvage value is not explicitly used.  Under the DDB method, depreciation is curtailed when book value is reduced to salvage value.  The cumulative effect of this change in accounting principle must be disclosed on Brand’s financial statements net of taxes. 


74) D
Impairment write-downs are reported losses “above the line” and are included in the computation of income from continuing operations. 



75) C
Deferred tax liabilities occur when taxable income is sheltered (postponed) in tax accounting but is reported as pretax income in financial accounting. When the deferred tax liability reverses, it means that the tax sheltering has ended and a cash outflow for taxes is being made. 



76) B
CL increases, so CR will decrease.
D increases, so D/E ratio will increase.
EBIT decreases and I increases, so EBIT/I decreases.
CL increases so acid test ratio [(CA -Inv)/CL] decreases. 



77) B
Warranty expense should be recorded when the inventory item covered by the warranty is sold. A deferred tax asset is created when warranty expenses are accrued on the financial statements but are not deductible on the tax returns until the warranty claims are paid. The full amount of the obligation, $100,000, is recorded as an expense, with a deferred tax asset of $30,000. Note that a deferred tax assets results when taxable income is more than pretax income and the difference is likely to reverse (warranty will be paid) in future years. 



78) B
All of the cash flows for zero coupon bonds are included in cash flow from financing activities and none in cash flow from operations. 



79) B
Tandem’s interest coverage ratio (earnings before interest and taxes (EBIT) / interest (I)) with the lease classified as an operating lease, is ($2,700,000 / $600,000 =) 4.50 times. The heavy equipment lease is a capital lease, despite the fact that the lease is for (5 years / 7 years =) 71 percent of the assets’ economic life, because of the bargain purchase option. The minimum interest rate between the lease’s implicit interest rate of eight percent and Tandem, Inc.’s incremental borrowing rate of 10 percent is used to capitalize the lease. The present value of the lease payments is (PV annuity N = 5, I /Y = 8, PMT = $700,000) $2,794,897. The $700,000 payment made December 31, 2001 is allocated ($2,794,897 * 0.08 =) $223,592 to interest and ($700,000 - $223,592 =) $476,408 to principal. Depreciation expense is computed over five years on a straight-line basis ($2,794,897 / 5 =) $558,979. Adjusting the income statement to remove operating lease expense and include depreciation expense results in operating income of ($2,700,000 + $700,000 - $558,979 =) $2,841,021. Lease related expense of $223,592 is added to $600,000 to arrive at total interest expense of $823,592. The adjusted interest coverage ratio is ($2,841,021 / $823,592 =) $3.45 times. 



80) A
Cash payments due under an operating lease must be disclosed in the notes to the financial statements for each of the following five years and in aggregate. Operating leases are simpler to account for and the often adverse ratio implications of offsetting increases in assets and liabilities are avoided. 



81) B
WACC should rise. 



82) B
For independent projects the IRR and NPV give the same results. 



83) D
EAA = PMT = 528, i=10, n=5, PV = – 2000, PMT = 528. 



84) B
The optimal capital structure is where WACC is minimized not EPS maximized. 



85) D
The clientele effect implies stable dividends. 



86) B
Another characteristic of a well-functioning market is informational or external efficiency meaning that prices rapidly adjust to new information so that the prevailing market price reflects all available information regarding the asset. 



87) B
The Federal Reserve sets margin requirements. 



88) A



89) B
the divisor will decline. 



90) B
In periods of confidence, investors sell quality bonds and buy lower quality bonds looking for yield. Quality bond prices will fall and their yields rise. Lower grade bond prices will rise and their yields fall. Thus, the CI ratio will increase during periods of confidence (e.g., from .07/.10 = .7 to 0.8/0.9 =.89. Note that the CI moves in the opposite direction of yield spreads. In periods of pessimism, spreads widen and the CI falls. 



91) B
The relative strength ratio = stock price/market price. If the ratio increases over time the stock is out-performing the market, a positive trend. If the ratio declines over time the stock is under-performing the market, a negative trend. 



92) C
The mutual fund ratio (MFR) = mutual fund cash/total fund assets. IF the MFR is low, it implies funds are investing cash and are, therefore, bullish on the market. Since contrarians do the opposite of what institutional or public investors are doing, they would see this as a bearish sign. 



93) C
I. Growth companies have above average investment opportunities. Growth stocks are underpriced thus giving higher return opportunities.
II. Underpriced stocks have expected returns that exceed the investor's required rate of return. 



94) B
First find the required rate of return using the CAPM equation.

k = .05 + .8(.12-.05) = 10.6%

$1.50(1.06) /(.106 - .06) = $34.57 



95) C
Taxable equivalent yield = (Tax free rate)/(1 - marginal tax rate)
This equation only works if the bond is at par. Since the bond in this example is a discount bond, $750, you cannot determine what the equivalent taxable yield is. 



96) A
Under normal circumstances the normal yield curve is upward sloping meaning that interest rates are higher for longer duration treasuries. If the yield curve is inverted or downward sloping this means that short term interest rates are higher than long term interest rates and is usually observed during economic contractions. 



97) D

Eff D = – % change in P / change in i
Eff duration = – (+.06)/( – .01) = 6



98) A
HPR = [I + end] / beg
HPR = [100 + 915] / 1000
HPR = 1015/1000 = 1.015
HPY = HPR – 1 = .015 or 1.5% 



99) B
N=2*10 = 20; PV = -$860.00; PMT = $30; FV = $1000 Compute I/Y = 4.033*2 = 8.07% 



100) B
Reverse the wording of futures and forwards and then the three statements will all be true. 



101) D
Speculators take risk for return. Hedgers are trying to reduce risk. Open interest is the number of open contracts. You must bring the margin account up to the initial level by the next day's opening. 



102) D
The most the writer can make is the premium. If the writer wrote a covered out of the money call, then the writer would make the premium plus the increase in the stock's price X-S. 



103) A
Should be 0 or S - X, not 0 or X - S. 



104) A
The most common type of currency swap pays a floating rate on the dollars received and pays a fixed rate on the foreign currency received called a plain vanilla currency swap. 



105) B
The June $55.00 call option is out-of-the money. It gives the purchaser the right to buy Printer, Inc. for $55.00 when they would only have to pay $50.00 in the market. 



106) D
The market for real estate is not efficient. There is no centralized market for trading and no organized method to disseminate information. This means skillful research and analysis can beat the averages. 



107) D
The investor pays the offering price and can be computed as follows: Offering Price = NAV/(1-load). Some funds also charge redemption fees or deferred sales loads. SEC Rule 12b-1 permits funds to deduct as much as 1.25 percent of average net assets per year to cover distribution costs. These costs are advertising, commissions paid to brokers, and general marketing expenses. 



108) D
Venture capitalists also provide risk capital 



109) B
Where the old portfolio is 1 and the new stock is 2. Now you are told that the standard deviations are all equal, so their impact on the portfolio is negated. The only thing that will influence the risk of the portfolio is the correlation coefficient. The lower the correlation coefficient the lower the risk of the revised portfolio. 



110) D



111) D
Beta = Covariance/Variance of the market Beta = .006/(.07)(.07) = 1.22 



112) B



113) C



114) C
Return = [Div + (Price expected - Price now)]/Price now
If the return is too high, then the current price must be too low. 



115) B
Since the fund is fully diversified that means its correlation to the Index is 1, thus the fund should fall on the SML. You can use the CAPM to project the fund's performance.
X = .05 + 1.2(.12 - .05) X = 13.4 



116) A
Beta = (covariance between the stock and the index)/(st'd index)2
Beta = (0.027)/(0.18)(0.18) = 0.83 



117) A



118) C
Since standard deviation of T-bills = 0 the correlation between T-bills and the stock will be 0. Therefore, the standard deviation of the portfolio will simplify to (W1)(standard deviation1. =(.6)(.10)= .06 



119) D

Covariance = (standard deviation 1)(standard deviation 2)(correlation coefficient 1,2)

Correlation coefficient = cov/(st’d1)(st’d2) = .008/(.1)(.2) = .4



120) B
During the spending phase the investor is concerned with protection of assets and thus investors look for low risk investments. 
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Question: 1 - 23424 

The Investment Banking Department of MLB&J often receives material nonpublic information that could have considerable value to MLB&J's brokerage clients. To protect itself and to conform to the AIMR Code of Ethics and Standards of Professional Conduct MLB&J should: 

	A)
	temporarily prohibit buy and sell recommendations on the securities during periods when the Investment Banking Department has access to material nonpublic information.

	B)
	carefully monitor the flow of information between the Investment Banking Department and the brokerage operation.

	C)
	contact the firms involved and request that they make this information available to the public before MLB&J allows its clients to trade in these securities.

	D)
	prohibit MLB&J analysts from making buy or sell recommendations on this information until ten business days after the receipt of this information.




Question: 2 - 28579 

If an analyst undertakes an independent consulting practice while employed, they must get written permission from both their employer and the firm who is hiring their consulting services. This permission request to your consulting client should mention: 

	A)
	the identity of your employer.

	B)
	what your employer would charge for similar services.

	C)
	that you are performing independently of your employer.

	D)
	all of these choices are correct.




Question: 3 - 28580 

Which of the following are violations of Standard II(B), Professional Misconduct? Being: 

	A)
	all of these choices are correct.

	B)
	convicted of a felony.

	C)
	intoxicated at the office.

	D)
	convicted of multiple misdemeanors.




Question: 4 - 28581 

If you suspect that a colleague is violating the law you should: 

	A)
	consult with the company counsel to determine if in fact a law is being violated.

	B)
	report the illegal activity to AIMR's Professional Standards Review Board for action.

	C)
	report all illegal activities to the appropriate regulatory agency.

	D)
	associate yourself with the illegal activity.




Question: 5 - 28582 

Gordon McKinney, CFA, works in the trust department of a bank. The bank's trust account holds a large block of a particular company. McKinney learns that this company is going to buy back one million shares at 15 percent over market on a first come first served basis. McKinney immediately told his mother in law to tender her shares but waited until the end of the day to tender the trust's shares. McKinney: 

	A)
	violated Standard IV(A.3), Independence and Objectivity.

	B)
	violated Standard IV(B.4), Priority of Transactions.

	C)
	violated Standard V(A), Prohibition Against the Use of Material Nonpublic Information.

	D)
	violated Standard III(B), Duty to Employer.




Question: 6 - 29268 

All of the following activities might constitute a violation of Standard III(B), Duty to Employer, EXCEPT: 

	A)
	solicitation of the employer's clients prior to termination of employment.

	B)
	misappropriation of client lists.

	C)
	solicitation of the employer's clients following termination of employment.

	D)
	misuse of confidential information.




Question: 7 - 29269 

Jacob Allen, CFA, decides he could make more money if he started his own company. Which of the following steps would NOT violate Standard III(B), Duty to Employer? 

	A)
	Getting written permission from his employer to call the clients and solicit their business for his new firm.

	B)
	Taking home his current employer's client lists, investment statements and marketing presentations.

	C)
	Copying his employer's computer models because they fit perfectly with his new business.

	D)
	Taking home the employer's buy lists.




Question: 8 - 29270 

When providing outside services, a member should provide all of the following information to her current employer EXCEPT: 

	A)
	the types of services to be provided.

	B)
	the compensation she will receive.

	C)
	the expected duration of the services.

	D)
	a promise to remit an agreed-upon percentage of the proceeds to the current employer.




Question: 9 - 29271 

Chip Lawson, CFA, is working on an outside consulting project for which he has not yet been paid. His boss, a CFA charterholder as well, finds out and accuses Chip of violating Standard III(B), Duty to Employer. Chip disagrees. Which of the following statements regarding this situation is TRUE? 

	A)
	The boss is correct, a violation has occurred because Chip could eventually be paid for the project.

	B)
	The boss is wrong, no violation has occurred because no money has changed hands.

	C)
	The boss is wrong, no violation has occurred because the Duty to Employer standard does not address consulting opportunities.

	D)
	Chip is correct, no violation has occurred because Standard III(B) specifically states that in order for a violation to occur, the firm receiving the consulting work must file a complaint with Chip's employer.




Question: 10 - 29272 

With respect to possible conflicts of interest, members have a duty to disclose to: 

	A)
	both their employer and their clients.

	B)
	only their employer.

	C)
	only their clients.

	D)
	neither employers nor clients must be informed but the member must use "prudent judgment." 




Question: 11 - 29273 

To comply with standard III(D), Disclosure of Additional Compensation Arrangements, members should do all of the following EXCEPT: 

	A)
	immediately make a written report to their employer specifying any compensation benefits they receive.

	B)
	reject any outside compensation immediately because it is not appropriate to accept outside compensation in a business setting.

	C)
	immediately make a written report of any services they expect to receive.

	D)
	state the terms of oral or written agreements regarding the compensation and the duration of the agreement.




Question: 12 - 29274 

If a supervisor fails to detect violations of the Code and Standards, all of the following are possible EXCEPT: 

	A)
	If the supervisor makes a reasonable effort to detect violations and fails, she is not in violation of III(E), Responsibilities of Supervisors.

	B)
	If no effort is made to detect violations, the supervisor is in violation of III(E), Responsibilities of Supervisors.

	C)
	If the supervisor makes a reasonable effort to detect violations and fails, she is in violation of III(E), Responsibilities of Supervisors.

	D)
	Even if the supervisor delegates supervisory responsibility, she is still responsible for violations.




Question: 13 - 29275 

An incentive offered by a client, such as a free vacation or a cash bonus, to inspire high performance is: 

	A)
	not allowable under any circumstances.

	B)
	allowable if the manager gets approval from her employer to accept the incentive.

	C)
	allowable under any circumstances.

	D)
	allowable as long as she informs her employer that she intends to accept the incentive.




Question: 14 - 29276 

Standard IV, Relationships with and Responsibilities to Clients and Prospects, require members to do all of the following EXCEPT: 

	A)
	get employer approval for all investment recommendations involving high dollar amounts.

	B)
	exercise diligence and thoroughness in making investment recommendations or in taking investment actions.

	C)
	have a reasonable and adequate basis, supported by appropriate research and investigation, for such recommendations or actions.

	D)
	maintain appropriate records to support the reasonableness of such recommendations or actions.




Question: 15 - 29277 

Members are allowed to make recommendations based on all of the following EXCEPT: 

	A)
	the firm's research.

	B)
	the research of another party or firm that has exercised diligence and thoroughness.

	C)
	a quantitatively oriented process designed to rank securities.

	D)
	the well-reasoned opinion of the money manager.




Question: 16 - 29278 

One of the most common violations of Standard IV(A2), Research Reports, is the failure to separate: 

	A)
	fact from fiction.

	B)
	optimism from fact.

	C)
	optimism from pessimism.

	D)
	the past from the future.




Question: 17 - 29279 

Which of the following statements about fiduciaries is FALSE? 

	A)
	Fiduciaries act for the benefit of another party.

	B)
	The duty of a fiduciary exceeds that of other business relationships because the fiduciary is in a position of trust.

	C)
	Fiduciaries are often required by securities laws to make up losses when they occur as a result of inappropriate investments.

	D)
	Fiduciaries owe undivided loyalty to their clients and must place the clients' interests before their own.




Question: 18 - 29280 

There are several procedures to adopt and comply with Standard IV(B3), Fair Dealing. All of the following are procedures the firm should employ EXCEPT: 

	A)
	require board approval for all recommendation changes.

	B)
	limit the number of people privy to recommendations and changes.

	C)
	shorten the time frame between initiation and dissemination.

	D)
	publish personnel guidelines for pre-dissemination.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18896 

Given the following frequency distribution:
	Class
	Frequency

	10 up to 30
	5

	30 up to 50
	10

	50 up to 70
	15

	70 up to 90
	5


Which of the following statements is FALSE?
	A)
	The class interval is 20.

	B)
	The class frequency of the third class is 15.

	C)
	The relative class frequency of the second class is 14.28.

	D)
	The mean of the frequency distribution is 51.43.




Question: 20 - 18897 

Which of the following statements is TRUE? 

	A)
	The geometric mean is always less than or equal to the arithmetic mean.

	B)
	When a data set's distribution is significantly skewed the mean should not be used to represent the data set.

	C)
	The mode for data grouped into a frequency distribution can be approximated by the midpoint of the class with the largest class frequency.

	D)
	All of these choices are correct.




Question: 21 - 28572 

Which of the following statements about the normal probability distribution is TRUE? 

	A)
	The normal curve can be used to approximate a binomial probability distribution if an adjustment factor of ± .5 is added to the observation when calculating Z. Z = [(X ± adj)- mean]/σ. 

	B)
	The normal curve is asymmetrical about its mean.

	C)
	The standardized normal distribution has a mean of zero and a standard deviation of 10.

	D)
	Sixty-eight percent of the area under the normal curve falls between 0 and +1 standard deviations from the mean.




Question: 22 - 28573 

How much would the following income stream be worth assuming a 12 percent discount rate?
· $100 received today 

· $200 received 1 year from today 

· $400 received 2 years from today 

· $300 received 3 years from today 

	A)
	$1,112.44.

	B)
	$810.98.

	C)
	$721.32.

	D)
	$865.34.




Question: 23 - 28574 

What is the value in five years of $100 invested today at an interest rate of 10 percent compounded quarterly? 

	A)
	$150.00.

	B)
	$159.33.

	C)
	$163.86.

	D)
	$161.05.




Question: 24 - 28575 

An investor wants to be sure to always earn at least a 5 percent rate of return on their investments. They are looking at an investment that has a normally distributed probability distribution with an expected rate of return of 10 percent and a standard deviation of 5 percent. What is the probability of meeting or exceeding the return expectations in any given year? 

	A)
	84.0%.

	B)
	97.5%.

	C)
	34.0%.

	D)
	50.0%.




· There is a 40 percent chance that the economy will be good next year and a 60 percent chance that it will be bad. 

· If the economy is good, there is a 50 percent chance of a bull market, a 30 percent chance of a normal market, and a 20 percent chance of a bear market. 

· If the economy is bad, there is a 20 percent change of a bull market, a 30 percent chance of a normal market, and a 50 percent chance of a bear market. 

Question: 25 - 28576 

What is the joint probability of a good economy and a bull market? 

	A)
	20%.

	B)
	12%.

	C)
	32%.

	D)
	50%.


Question: 26 - 28576 

What is the probability of a bull market next year? 

	A)
	50%.

	B)
	32%.

	C)
	12%.

	D)
	20%.




Question: 27 - 28577 

You project that XYZ's return on equity varies with the state of the economy in the following way:
	State of Economy
	Probability of Occurrence
	Company Returns

	Good
	.20
	20%

	Normal
	.50
	15%

	Poor
	.30
	10%


What is the standard deviation of XYZ's expected return on equity?
	A)
	12.250%.

	B)
	3.500%.

	C)
	1.225%.

	D)
	1.450%.




Question: 28 - 28578 

Given the following data:
· 40 percent of your prospects have only undergraduate degrees while 60 percent have MBA's. 

· 80 percent of the undergraduates buy your product while 50 percent of the MBA's do 

· You have just learned that X purchased your product. 

Based on this information, you would like to know the revised probability of X having an MBA. Which of the following statements is FALSE?
	A)
	The posterior probability (P(A1|B) of X being an MBA is .26.

	B)
	The posterior probability (P(A1|B) of X being an MBA is .48.

	C)
	The probability that undergraduates (A2) will buy (B) is P(B|A2) and is called a conditional probability.

	D)
	The prior probability (P(A1)) of X having an MBA is .60.




Question: 29 - 29341 

Given the following probability distribution, find the covariance the of expected returns for stocks A and B.

	Event 
	P(Ri)
	RA
	RB

	Recession
	.10
	-5%
	 4

	Below Average
	.30
	-2%
	 8

	Normal
	.50
	10%
	10

	Boom
	.10
	31%
	12


	A)
	0.00109.

	B)
	0.00032.

	C)
	0.00174.

	D)
	0.00213.




Question: 30 - 28564 

Which of the following statements is FALSE? 

	A)
	A Type I error is rejecting the null hypothesis when it is actually true.

	B)
	If the calculated Z statistic exceeds the critical Z statistic range reject the null hypothesis.

	C)
	The test statistic (Z =(X - µ) / (σ/√n)) tells you which significance level to use.

	D)
	The confidence interval for a two tailed test at the .05 level of significance is that the sample mean falls between + or -1.96 σ/√n of the null hypothesis value.




Question: 31 - 28565 

Given the following hypothesis:
· The null hypothesis is H0:µ = 5 

· The alternative is H1:µ does not equal 5 

· The mean of a sample of 17 is 7 

· The population standard deviation is 2.0 

What is the calculated Z statistic? 
	A)
	4.00.

	B)
	8.00.

	C)
	8.25.

	D)
	4.12.




Question: 32 - 28566 

Which of the following are assumptions concerning linear regression? 

	A)
	Homoskedasticity: the standard deviations of each of the Y distributions are equal.

	B)
	Linearity: relative to the X variable the mean of each Y distribution lies along a straight line.

	C)
	All of these choices are correct.

	D)
	Independence: the deviations of the various Y variables from the regression line are independent from each other.




Question: 33 - 28567 

The R2 of a simple regression of two factors measures the: 

	A)
	percent of variability of the independent variable that is explained by the variability of the dependent variable.

	B)
	percent of variability of the dependent variable that is explained by the variability of the independent variable.

	C)
	the standard error of the residuals of the regression equation.

	D)
	the statistical significance of the coefficients of the regression equation.




Question: 34 - 28568 

An analyst performs two simple regressions. The first regression analysis has an R-squared of .40 and a beta coefficient of 1.2. The second regression analysis has an R-squared of .77 and a beta coefficient of 1.75. Which one of the following statements is TRUE? 

	A)
	The results of the first regression are more valid than the second regression.

	B)
	The results of the second regression are more valid than the first regression.

	C)
	The beta coefficient of the 2nd regression indicates this regression is more valid than the first.

	D)
	The R-squared of the first regression indicates that there is a .40 correlation between the independent and the dependent variables.




Question: 35 - 28570 

The results of regressing X against Y gives a y-intercept of 5.0 and a beta of 10. If the value of X were projected to be 7, what would be your projection of Y? 

	A)
	75.

	B)
	22.

	C)
	45.

	D)
	65.




Question: 36 - 28571 

If X and Y are perfectly correlated when you regress Y on to X you will find that: 

	A)
	the alpha coefficient will be zero.

	B)
	the regression line will be sloped upward.

	C)
	the standard error of estimate will be zero.

	D)
	exactly half of the observations will plot above the regression line and half will plot below the regression line.




Economics - 14 Questions - 21 minutes



Question: 37 - 12360 

Supply-side economics stresses that: 

	A)
	expansionary monetary policy will cause real output to expand without causing the rate of inflation to accelerate.

	B)
	tax rates are not a major determinant of real output.

	C)
	aggregate demand is the major determinant of real output.

	D)
	marginal tax rate changes can exert a significant impact on real output.




Question: 38 - 28539 

If the Federal Reserve wants to follow a more expansionary monetary policy, which one of the following should it do? 

	A)
	Buy bonds in the open market.

	B)
	Increase the federal funds rate.

	C)
	Increase the discount rate.

	D)
	Increase reserve requirements.




Question: 39 - 28540 

If the adaptive expectations hypothesis is correct, a shift to a more expansionary macroeconomic policy will: 

	A)
	increase the unemployment rate in the short run, but not in the long run.

	B)
	reduce the unemployment rate in the short run, but not in the long run.

	C)
	fail to systematically reduce the unemployment rate in either the short run or the long run.

	D)
	reduce the unemployment rate in the long run, but not in the short run.




Question: 40 - 29316 

Given the following hypothetical data from the national income accounts of an unidentified country, calculate gross domestic product (GDP) using the resource cost-income approach.
	National Income Accounts for 2000

	 
	Billions 

	Government Consumption and Investment
	680

	Net Income of Foreigners
	10

	Gross Private Investment:
	 

	             Fixed Investment
	450

	             Inventory
	20

	Proprietor’s Income
	316

	Employee Compensation
	2000

	Personal Consumption
	2262

	Indirect Business Tax
	300

	Rents
	67

	Net Exports
	-50

	Depreciation
	300

	Interest Income
	119

	Corporate Profits
	280


 
	A)
	$3,362.

	B)
	$3,392.

	C)
	$4,250.

	D)
	$3,392.




Question: 41 - 29317 

Nominal gross domestic product (GDP) in 2000 is $3.2 billion, up from $2.6 billion in 1992. The 1992 GDP deflator is 100 and the 2000 deflator is 116.3. What is the change in real GDP over the period in percentage terms? 

	A)
	5.83%.

	B)
	4.25%.

	C)
	6.45%.

	D)
	5.01%.




Question: 42 - 29318 

Which of the following statements regarding federal open market operations is FALSE? 

	A)
	Open market operations is the most commonly used tool of the Fed.

	B)
	If the Fed wants to stimulate the economy, they will sell Treasury securities to banks.

	C)
	When the Fed sells Treasury securities they are shrinking excess reserves and the monetary base.

	D)
	When the Fed buys Treasury securities, short-term interest rates will generally fall.




Question: 43 - 29319 

A restrictive monetary policy will have what long-run effects on the following variables, respectively?
	I
	II
	III

	inflation
	real output and employment
	real interest rate


 
	A)
	decrease, decrease, decrease.

	B)
	decrease, no change, no change.

	C)
	increase, no change, increase.

	D)
	increase, increase, increase.




Question: 44 - 29323 

All of the following are emerging consensus views regarding policy changes and economic stabilization EXCEPT: 

	A)
	high employment should be the focus of monetary policy.

	B)
	governments should avoid wide swings in both monetary and fiscal policy.

	C)
	price stability should be the focus of monetary policy.

	D)
	in the long run, demand stimulus cannot reduce the unemployment rate below the natural rate.




Question: 45 - 28541 

Under monopolistic competition there are: 

	A)
	few firms.

	B)
	many firms.

	C)
	low barriers to entry.

	D)
	many firms and low barriers to entry.




Question: 46 - 29050 

Which of the following statements about price elasticity is most likely FALSE? 

	A)
	The elasticity of demand of a good increases over time.

	B)
	If the price of a brand of toilet paper increases, total expenditure on that brand of toilet paper will increase.

	C)
	If the price of gasoline increases, total expenditures on gasoline will increase.

	D)
	The demand for the manufacturer of PikitOut Toothpicks is more elastic than that of the market for toothpicks.




Question: 47 - 12822 

If a country can produce a product at a lower cost they have: 

	A)
	a natural advantage.

	B)
	both an absolute and a comparative advantage.

	C)
	an absolute advantage.

	D)
	a comparative advantage.




Question: 48 - 28542 

Which of the following statements about exchange rates is FALSE? 

	A)
	The standard method of listing interbank quotes is to list the traded currency over the U.S. Dollar. This is called European terms.

	B)
	Transaction costs hamper arbitrage opportunities allowing market inefficiencies to exist. Thus there will be a trading range around an exchange rate where arbitrage does not occur.

	C)
	Forward exchange rate / Spot exchange rate should equal (1+r domestic) / (1+r foreign).

	D)
	When rD-rF < [(f-s) / s] borrow foreign currency, convert it to local currency and lend it out in the local market.




Question: 49 - 29061 

A nation’s currency is least likely to depreciate on the foreign exchange market because the: 

	A)
	country removes a high tariff on a major imported good.

	B)
	country runs a current account deficit.

	C)
	government recently undertook an unanticipated contractionary monetary policy action.

	D)
	country's inflation rate increased.




Question: 50 - 29066 

Given the European terms for the Czech Koruna (CSK) and the Polish Zloty (PLZ), determine the CSK/PLZ bid-ask spread. (Note: Carry calculations to at least five decimal places.)
CSK/$ Bid Ask  CSK 36.60000 - 0.00500 / US $
PLZ/$ Bid Ask  PLZ 4.18000 - 0.05000 / US $
	A)
	CSK 8.75718 - 0.10470 PLZ.

	B)
	CSK 8.65366 - 0.102317 PLZ.

	C)
	CSK 8.11557 - 0.001372 PLZ.

	D)
	CSK 8.65248 - 0.10470 PLZ.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 28555 

Which one of the following statements is FALSE? 

	A)
	The cost recovery method is similar to the installment sales method in that revenue is recognized when cash is received, but no profit is recognized until all the cost of goods sold has been recovered.

	B)
	The installment sales method recognizes revenue and the associated cost of goods sold only when cash is received. The profit recognized is the collected cash less the proportionate cost of goods sold.

	C)
	The completed contract method doesn't recognize revenue and expense until the contact is completed and title is transferred. Profits are recognized on a prorata basis.

	D)
	The percent-of-sales method recognizes profit corresponding to the percentage of cost incurred to total estimated costs associated with long-term construction contracts.




Question: 52 - 28556 

Which of the following statements is FALSE? 

	A)
	The results of discontinued operations are reported below income from continuing operations on the income statement net of taxes.

	B)
	Items that are unusual in nature or infrequent in occurrence appear below income from continuing operations on a pretax basis.

	C)
	Extraordinary items are both unusual in nature and infrequent in occurrence. Extra-ordinary items are disclosed net of taxes after income from continuing operations in the income statements.

	D)
	Changes in accounting principle are reported net of taxes after extraordinary items on the income statement.




Question: 53 - 28557 

Which of the following describes how issuing zero-coupon bonds affects a company's financial statements? 

	A)
	Cash flow from investing decreases during the year of maturity.

	B)
	Cash flow from financing increases during the year of issuance.

	C)
	Company net income is overstated every year until maturity.

	D)
	Cash flow from operations decreases for the life of the bond.




Question: 54 - 29457 

Indigo Corp.’s Income Statement for the year ended December 31, 2001, is as follows:

	Sales
	$73,000,000 

	Cost of Goods Sold
	(47,000,000)

	  Gross Profit
	26,000,000 

	Interest Expense
	(7,000,000)

	Depreciation Expense
	(5,000,000)

	Loss on Inventory Write Down
	 

	to Lower of Cost or Market
	(4,000,000)

	Income Tax Expense (current)
	(3,000,000)

	  Net Income
	 $ 7,000,000 


Assume there were no changes in balance sheet accounts for Indigo in 2001.  Using the indirect method, what is the net cash provided or used by operating activities for the year ended December 31, 2001?

	A)
	$9,000,000.

	B)
	$16,000,000.

	C)
	$11,000,000.

	D)
	$7,000,000.




Question: 55 - 29458 

In 2001, Wilson, Inc. entered into a long-term construction contract with the Gordon School District to construct an elementary school for $20 million. The cost to complete the contract has been reliably estimated at $15 million. During 2001, costs of $7.5 million were incurred under the contract. A total of $9 million in advance billings were made and $5 million of those billings were received in cash.

If Wilson used the percentage-of-completion method to account for this contract, Wilson, Inc.’s balance sheet as of December 31, 2001, will show a balance of: 
	A)
	$4 million in the Net Construction-in-Progress asset account.

	B)
	$4 million in the Net Advance Billings liability account.

	C)
	$1 million in the Net Construction-in-Progress asset account.

	D)
	$1 million in the Net Advance Billings liability account.




Question: 56 - 29459 

All of the following should be classified as cash flows from financing (CFF) by Gordon, Inc. EXCEPT: 

	A)
	preferred stock dividends paid to Gordon, Inc. on account of Gordon's ownership of nine percent par value preferred stock in Venture, Inc.

	B)
	the portion of long-term debt principal payable within the current year operating cycle of the business .

	C)
	preferred stock dividends paid by Gordon, Inc. to its preferred shareholders at eight percent of par value. 

	D)
	proceeds from the issuance of eight percent preferred stock of Gordon, Inc.




Question: 57 - 29460 

Favor, Inc.’s capital and related transactions during 2001 were as follows:

· On January 1, $1,000,000 of 5-year 10 percent annual interest bonds were issued to Cover Industries in exchange for old equipment owned by Cover. 

· On June 30, $50,000 of interest was paid to Cover 

· On July 1, the bonds were returned to Favor in exchange for $1,500,000 par value six percent preferred stock. 

· On December 31, preferred stock dividends of $45,000 were paid to Cover. 

Favor, Inc.’s cash flow from financing (CFF) for 2001 is:

	A)
	-$45,000.

	B)
	-$95,000.

	C)
	-$1,045,000.

	D)
	-$1,095,000.




Question: 58 - 29461 

Mark Industries Income Statement and related notes for the year ended December 31, 2001, are as follows (in $):
	Sales
	42,000,000 

	Cost of Goods Sold
	(32,000,000)

	Wages Expense
	(1,500,000)

	Depreciation Expense
	(2,500,000)

	Interest Expense
	(1,000,000)

	Income Tax Expense
	(2,000,000)

	  Net Income
	2,000,000 


· Wages Payable increased $100,000 in 2001. 
· Accumulated Depreciation increased $2,500,000 in 2001. 
· Interest Payable decreased $200,000 in 2001. 
· Income Taxes Payable increased $500,000 in 2001. 
· No dividends were declared in 2001. 
· Dividends of $100,000 were declared in 2000 and paid in 2001. 
Mark Industries’ cash flow from operations (CFO) for the year ended December 31, 2001, was:
	A)
	$4,800,000.

	B)
	$4,500,000.

	C)
	$4,900,000.

	D)
	$4,400,000.




Question: 59 - 28558 

Which of the following statements about the Earning Per Share calculation are TRUE? 

	A)
	If the Diluted EPS is less than the Basic EPS, then the Diluted EPS is said to be anti-dilutive.

	B)
	When calculating Diluted EPS you must add the shares created from the conversion of the bonds to the denominator and the interest expense times the tax rate to the numerator.

	C)
	The treasury stock method for Diluted EPS uses the stock price at the end of the period.

	D)
	None of these choices are correct.




Question: 60 - 29462 

Data generated over two consecutive quarters reveals the following about J Company and K Company (in $ millions):
	 
	J (1st Q)
	K (1st Q)
	J (2nd Q)
	K (2nd Q)

	Sales
	30
	20
	40
	25

	Cost of Goods Sold
	(20)
	(8)
	(26)
	(10)

	  Gross Profit
	10
	12
	14
	15

	Other Expenses
	(3)
	(2)
	(2)
	(3)

	  Operating Profit
	7
	10
	12
	12

	Interest 
	(3)
	(1)
	(6)
	(1)

	Taxes
	(1)
	(3)
	(3)
	(3)

	  Net Income
	3
	6
	3
	8


An analysis of the operating leverage of each company reveals that J Company’s operating leverage is:
	A)
	at least two times that of K Company.

	B)
	more than that of K Company but less than two times that of K Company.

	C)
	less than that of K Company but more than half that of K Company.

	D)
	less than half that of K Company.




Question: 61 - 29463 

Selected financial information for Plain Company for the years ending December 31, 2000, and December 31, 2001, is as follows (in $ millions):
	 
	2000
	2001
	 

	Sales
	400
	440
	 

	Earnings before Int. & Taxes (EBIT)
	80
	120
	 

	Interest Expense
	40
	45
	 

	Assets  
	300
	310
	 

	Equity   
	420
	440
	 

	Average Tax Rate
	           40 percent         40 percent


Which component of the extended Du Pont equation explains more of Plain’s Return on Equity (ROE) improvement than any other component?
	A)
	total asset turnover.

	B)
	financial leverage multiplier.

	C)
	operating profit margin.

	D)
	interest expense rate.




Question: 62 - 29464 

Selected data from Eastern Concepts, Inc. financial statements for the year ended December 31, 2001, are as follows (in $ millions):
	Sales
	620 

	Cost of Goods Sold
	(215)

	  Gross Profit
	405 

	Sales and Administration
	(240)

	Depreciation
	(55)

	  Operating Profit
	110 

	Interest Expense
	(25)

	  Earnings Before Taxes
	85 

	Income Taxes
	(40)

	  Net Income
	45 


Eastern Concepts average total capital is $350 million.  Compared to the industry average of 20 percent, Eastern Concept’s return on total capital for the year ended December 31, 2001, is:
	A)
	more than the industry average.

	B)
	at least 25 percent below the industry average.

	C)
	below the industry average by less than 25 percent.

	D)
	the same as the industry average.




Question: 63 - 29465 

Limitations on the accuracy and usefulness of financial ratio comparisons across firms include all of the following EXCEPT: 

	A)
	There is no consensus on how different ratios are computed

	B)
	Ratios do not always give consistent readings and can sometimes be misleading.

	C)
	Different firms have different accounting practices.

	D)
	Firms have divisions operating in different industries.




Question: 64 - 29466 

Bluff, Inc.’s stock transactions during the year 2001 were as follows:
· January 1                      90,000 common shares outstanding. 
· April 1                           20 percent stock dividend is declared and issued. 
· October 1                     10,000 shares are reacquired as treasury stock. 
When computing for earnings per share (EPS) computation purposes, what is Bluff’s weighted average number of shares outstanding during 2001?
	A)
	98,000.

	B)
	101,000.

	C)
	105,500.

	D)
	103,333.




Question: 65 - 29467 

Valuable Corp.’s basic earnings per share (EPS) and Diluted EPS for 2001 are different, which implies that all of the following are true EXCEPT: 

	A)
	Diluted EPS is less than EPS.

	B)
	Valuable Corp.'s financial structure includes a potentially dilutive security.

	C)
	Valuable Corp. may hold both options and warrants.

	D)
	All of Valuable's potentially dilutive security holdings are antidilutive.




Question: 66 - 29468 

An analyst compiled the following information from Hampshire Inc.’s financial activities in the year 2001:

· Net income was $2,800,000. 

· 100,000 shares of common stock were outstanding on January 1. 

· The average market price per share was $260 in 2001. 

· 10,000 shares of six percent, $1000 par value preferred shares were outstanding on January 1. 

· Dividends were paid in 2001. 

· 10,000 warrants, which allow the holder to purchase 10 shares of common stock for each warrant held at a price of $150 per common share, were outstanding the entire year. 

· 30,000 shares of common stock were issued on September 1. 

Hampshire, Inc.’s Diluted earnings per share for 2001 (Diluted EPS) is closest to:  (If there are no dilutive securities, use basic EPS.)
	A)
	$20.00.

	B)
	$18.38.

	C)
	$14.44.

	D)
	$10.47.




Question: 67 - 14819 

Which one of the following statements is FALSE? In an inflationary period: 

	A)
	reported return on assets and return on equity will be too low.

	B)
	depreciation based on historical costs will not be sufficient to replace the asset.

	C)
	depreciation based on the current cost of the asset (rather than historical costs) will create superior future cash flow estimates.

	D)
	reported income and taxes will be too high.




Question: 68 - 28559 

Which of the following statements is FALSE? 

	A)
	The activity method of depreciation calculates depreciation expense based on the use of the asset.

	B)
	Depreciation is the allocation of the cost of equipment to expense over the equipment's useful life.

	C)
	Depletion is the allocation of the cost of extracting natural resources to inventory or expense based on the amount of those resources extracted.

	D)
	When accelerated depreciation is used rather than straight line depreciation a tax savings is created that should be treated as a deferral since the savings will NOT reverse in the latter years of the asset's life.




Question: 69 - 29469 

Electronics Corp.’s financial information for the year ended December 31, 2001, includes the following:

· Beginning Inventory was $2,400,000. 

· Ending Inventory was $2,900,000. 

· Purchases were $14,900,000. 

· Beginning LIFO Reserve was $320,000. 

· Ending LIFO Reserve was $395,000. 

If Electronics Corp converts its ending inventory from the last in, first out (LIFO) inventory cost flow assumption to first in, first out (FIFO), the FIFO ending inventory balance will be:

 

	A)
	$2,505,000.

	B)
	$2,975,000.

	C)
	$3,220,000.

	D)
	$3,295,000.




Question: 70 - 29470 

Selected information from Leeward Company’s financial statements for the year ended December 31, 2001, is as follows (in $):
	Cash
	3,000,000
	 
	Accounts Payable
	1,800,000

	Accounts Receivable
	3,400,000
	 
	Deferred Tax Liability
	1,200,000

	Inventory
	6,300,000
	 
	Long-term Debt
	12,500,000

	Property, Plant & Eq.
	15,200,000
	 
	Common Stock
	2,000,000

	  Total Assets
	27,900,000
	 
	Retained Earnings
	10,400,000

	LIFO Reserve Jan. 1
	1,600,000
	 
	  Total Liab. & Equity    
	27,900,000

	LIFO Reserve Dec. 31
	2,100,000
	 
	 
	 


Leeward uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate is 40 percent.  If Leeward changed from LIFO to first in, first out (FIFO), the total debt-to-total equity ratio will:
	A)
	increase from 1.25 to 1.32.

	B)
	decrease from 1.25 to 1.16.

	C)
	decrease from 1.25 to 1.20.

	D)
	remain unchanged at 1.25.




Question: 71 - 29471 

Voluminous Corp.’s Statement of Cash Flow for the year ended December 31, 2001, is as follows (in $ millions):

	Cash Collections
	 

	 
	Revenues
	14 

	 
	less increase in Accounts Receivable
	(1)

	 
	Cash collected from customers
	13 

	 
	 

	Direct Cash Inputs
	 

	 
	Cost of Goods Sold
	(6)

	 
	add increase in Accounts Payable
	1 

	 
	Cash paid to suppliers
	(5)

	 
	 
	 

	Other Cash Outflows
	 

	 
	Cash paid for franchise expense
	(5)

	 
	 
	 

	Cash Flow from Operations
	3 

	 
	 
	 

	Cash Flow from Investing Activities
	(0)

	 
	 
	 

	Cash Flow from Financing Activities
	(0)

	 
	 
	 

	Net Increase in Cash
	3 

	Beginning Cash January 1, 2001
	  8 

	Ending Cash December 31, 2001
	11 


If Voluminous elects to amortize the cost of the franchise it acquired in 2001 over five years, on the revised Statement of Cash Flow for 2001 all of the following will change EXCEPT: 

	A)
	Cash Flows from Operations.

	B)
	Cash Flow from Financing Activities.

	C)
	Cash Flow from Investing Activities.

	D)
	Other Cash Outflows.




Question: 72 - 29472 

Intangible assets are normally capitalized when the following occur EXCEPT when: 

	A)
	intangible assets are acquired rather than developed.

	B)
	costs are incurred to develop the feasibility of software.

	C)
	costs are incurred for direct-response advertising.

	D)
	goodwill is obtained in a purchase method acquisition.




Question: 73 - 29473 

Selected information from Ingot Company’s financial statements for the year ended December 31, 2001, was as follows prior to the consideration of its impaired asset write-down (in $):

	Cash
	120,000
	 
	Accounts Payable
	290,000

	Accounts Receivable
	200,000
	 
	Long-term Debt
	740,000

	Inventory
	300,000
	 
	Common Stock
	800,000

	Property Plant & Eq. (net)
	1,700,000
	 
	Retained Earnings
	490,000

	  Total Assets
	2,320,000
	 
	  Total Liab. & Equity
	2,320,000


Ingot Company’s excavation machine is permanently impaired. Its purchase price was $1,600,000 and its accumulated depreciation was $800,000 through 2001. The present value of its future cash flows is $500,000.

The write-down of the excavation machine will cause Ingot’s total debt ratio (total debt-to-total capital) to: 
	A)
	increase from 0.44 to 0.48.

	B)
	increase from 0.44 to 0.51.

	C)
	decrease from 0.44 to 0.40.

	D)
	be unchanged.




Question: 74 - 29474 

Under the liability method of accounting for deferred taxes, deferred tax: 

	A)
	expense is calculated using current tax rates with no adjustments.

	B)
	liability and asset accounts are maintained at historical tax rates until they reverse.

	C)
	liability and asset accounts are adjusted to changes in tax rates as changes take place. 

	D)
	liability and asset accounts come into existence when tax rates change.




Question: 75 - 29475 

On its financial statements for the year ended December 31, 2001, Jackson, Inc. listed $2,000,000 in post retirement benefits expense. Jackson, Inc. contributed $200,000 of the expense to its retirement plan in 2001. Tax law recognizes cash contributions to a pension account as tax deductible, but not expense accruals. Jackson’s tax rate is 40 percent.

For the year ended December 31, 2001, Jackson, Inc. should show, based on the above transaction, an increase in its deferred tax: 
	A)
	asset account of $800,000.

	B)
	asset account of $720,000.

	C)
	liability account of $80,000.

	D)
	tax liability account of $720,000.




Question: 76 - 29476 

Fred Company has a deferred tax liability balance of $1,200,000 at the end of 2001. Tax rates increased from 30 percent to 40 percent in 2001. Fred Company should increase its tax liability account and also increase its: 
	A)
	2001 income tax expense by $120,000.

	B)
	income taxes payable by $400,000.

	C)
	income taxes payable by $120,000.

	D)
	2001 income tax expense by $400,000.




Question: 77 - 29477 

On December 31, 2001, Modern Company issued 1,000 $1,000 face-value eight percent bonds to yield seven percent. The bonds pay interest semi-annually and are due December 31, 2011.

On its December 31, 2001, balance sheet Modern should record bonds payable of: 
	A)
	$1,062,053.

	B)
	$1,051,372.

	C)
	$1,000,000.

	D)
	$1,071,062.




Question: 78 - 29478 

Selected information from Popular Company’s balance sheet as of December 30, 2001, is as follows (in $ millions):

	Accounts Payable
	2.0

	Long-term Debt
	5.0

	Common Stock
	3.0

	Retained Earnings
	6.0

	  Total Liabilities and Equity
	16.0


On December 31, 2001, holders of $3.0 million of convertible bonds elected to convert their bonds to common stock. Following this transaction, the debt-to-equity ratio of Popular will: 

	A)
	decrease from 77.7 percent to 33.3 percent.

	B)
	decrease from 77.7 percent to 44.4 percent.

	C)
	decrease from 77.7 percent to 58.3 percent.

	D)
	remain unchanged, but the conversion will be disclosed in the footnotes.




Question: 79 - 29479 

A lessor is required to classify a lease as an operating lease if which of the following is present? 

	A)
	There are significant uncertainties concerning unreimbursable costs.

	B)
	Title is transferred to the lessee at the end of the lease period.

	C)
	A bargain purchase option exists.

	D)
	The lease period is at least 75 percent of the asset's life.




Question: 80 - 29480 

On December 31, 2000, Zapp Company executed a 12-year lease with annual payments of $900,000 beginning December 31, 2001, for factory equipment.  

· The economic life of the equipment was 18 years.  

· The interest rate implicit in the lease was eight percent.  

· Zapp’s incremental borrowing rate was 11 percent. 

· Under the terms of the lease, Zapp may purchase the equipment at the end of the lease at the then-current fair market value of the equipment.  

· The fair market value of the equipment on December 31, 2000, was $8,000,000. 

Zapp’s Income Statement for the year ended December 31, 2001, is as follows (note that this statement is prepared under the assumption that the factory equipment lease was a capital lease):

	Sales
	$22,000,000 

	Cost of Goods Sold
	   (9,000,000)

	  Gross Profit
	13,000,000 

	Depreciation on Lease
	(565,206)

	Other Depreciation
	(2,900,000)

	Sales and Administration
	(2,600,000)

	  Operating Profit
	6,934.794 

	Interest Expense on Lease
	(542,838)

	Other Interest Expense
	(1,900,000)

	Income Taxes
	(2,000,000)

	  Net Income
	$2,491,956 


After considering whether the factory equipment lease should be reclassified as an operating lease and holding income taxes constant at $2,000,000, Zapp’s net profit margin will:
	A)
	decrease from 11.33 percent to 9.67 percent.

	B)
	increase from 11.33 percent to 12.27 percent.

	C)
	increase from 11.33 percent to 15.42 percent.

	D)
	remain unchanged.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28562 

Which one of the following statements is TRUE? The optimal capital structure: 

	A)
	maximizes expected EPS, maximizes the price per share of common stock.

	B)
	maximizes the stock price, minimizes the weighted average cost of capital.

	C)
	minimizes the interest rate on debt, maximizes the expected EPS.

	D)
	minimizes the required rate on equity, maximizes the stock price.




Question: 82 - 28563 

Use the following information about a firm:
· They expect to have net income of $100,000 next year 

· The current capital structure is 50 percent debt and 50 percent equity 

· The optimal capital budget for next year is expected to be $150,000 

If the company uses the residual dividend model to determine next year's dividend payout, how much will they pay out in dividends next year?
	A)
	$50,000.

	B)
	$0.

	C)
	$10,000.

	D)
	$25,000.




Question: 83 - 13879 

Which of the following sets of indexes are price-weighted? 

	A)
	Dow Jones World Stock Index and Russell Index.

	B)
	S&P 500 Index and Dow Jones Industrial Average.

	C)
	Morgan Stanley Capital International Index and S&P 500 Index.

	D)
	Dow Jones Industrial Average and Nikkei Dow Jones Stock Market Average.




Question: 84 - 28547 

Which of the following statements are FALSE? 

	A)
	A national market system is expected to provide centralized reporting of all transactions, a centralized quotation system, and competition among all qualified market makers.

	B)
	Primary capital markets represent the major national markets providing investors with liquidity and continuous price information.

	C)
	Underwriters provide issuers with origination, risk bearing, and distribution.

	D)
	Good capital markets provide information, liquidity, low transactions costs, and rapid price adjustments to new information.




Question: 85 - 28548 

Which of the following statements relating to indexes is TRUE? 

	A)
	The Financial Times/Standard & Poor Actuaries World indexes are all market value weighted.

	B)
	The Nikkei-Dow Jones average is a price-weighted index of 225 stocks from the first tier of the Tokyo Stock Exchange.

	C)
	The three principle weighting schemes used in the construction of an index are: price weighting, value weighting, and equal weighting.

	D)
	All of these choices are correct.




Question: 86 - 28560 

Which of the following is NOT a perceived advantage of technical analysis? 

	A)
	Technicians do not rely on getting information first.

	B)
	Technical trading techniques are difficult to mimic.

	C)
	Technical investors are only invested once price movement has begun.

	D)
	Technical investors do not depend on accounting information, which can be manipulated.




Question: 87 - 28561 

Which of the following statements is TRUE? 

	A)
	All of these choices are correct.

	B)
	Firms with low price/book value (P/BV) ratios tend to outperform high P/BV ratio firms on a risk-adjusted basis.

	C)
	Cash flow figures are typically more stable than earnings figures.

	D)
	P/BV and price/cash flow (P/CF) ratios should be used in conjunction with price/earnings (P/E) ratios in fundamental analysis.




Question: 88 - 29374 

Billie Blake is interested in a stock that has an expected dividend one year from today of $1.50, i.e., D1 = $1.50, D2 = $1.75 and D3 = 2.05. She expects to sell the stock for $47.50 at the end of year 3. What is Billie willing to pay one year from today if investor’s require a 12 percent return on the stock. 

	A)
	$38.01.

	B)
	$41.06.

	C)
	$33.45.

	D)
	$52.30.




Question: 89 - 29375 

A firm has an expected dividend payout ratio of 50 percent, a required rate of return of 12 percent and a dividend growth rate of 6 percent. If you expect next year’s earnings to be $4.00, what is the value of the stock today? 

	A)
	$35.33.

	B)
	$66.67.

	C)
	$33.33.

	D)
	$16.67.




Question: 90 - 29376 

Sam Seymour is interested in using the free cash-flow to equity (FCFE) method to value Jojaba, Inc. The required rate of return is 14 percent. Jojaba has 10 million shares of stock outstanding. Sam thinks the stock will sell at a multiple of 25 times predicted FCFE in 3 years. What will Sam pay per share for Jojaba? The FCFE for the next 3 years are as follows: Year 1 $15 million, Year 2 $20 million and Year 3 $25 million. 

	A)
	$46.73.

	B)
	$41.55.

	C)
	$68.50.

	D)
	$52.50.




Question: 91 - 13567 

Which of the following statements about the call feature is FALSE? 

	A)
	The call feature exposes investors to additional reinvestment rate risk.

	B)
	The cash flow pattern of callable bonds cannot be known with certainty.

	C)
	The call feature reduces the bond's capital appreciation potential.

	D)
	The call feature lengthens the bond's duration, increasing price risk.




Question: 92 - 28546 

Which of the following statements are TRUE? 

	A)
	A Yen denominated bond issued by a Japanese company in Japan is an example of a domestic bond.

	B)
	A Yen denominated bond issued by a German company in Luxembourg is an example of a foreign bond.

	C)
	A Yen denominated bond issued by a German company in Japan is an example of a Eurobond.

	D)
	All of these choices are correct.




Question: 93 - 29377 

All of the following are examples of embedded options that favor the bondholder EXCEPT: 

	A)
	conversion provisions.

	B)
	accelerated sinking fund provision.

	C)
	floor placed under the floating coupon rate bond.

	D)
	a put option.




Question: 94 - 29378 

Non-callable bond prices go up faster than they go down. This is referred to as: 

	A)
	inverse features.

	B)
	negative convexity.

	C)
	embedded benefits.

	D)
	positive convexity.




Question: 95 - 28544 

A 7 percent coupon bond with semi-annual coupons has a convexity in years of 80. The bond is currently priced at a yield to maturity (YTM) of 8.5 percent. If the YTM decreases to 8 percent, the predicted contribution to the percentage change in price due to convexity would be: 

	A)
	rise 20 basis points.

	B)
	rise 40 basis points.

	C)
	rise 1%.

	D)
	fall 50 basis points.




Question: 96 - 28545 

You have a 1-year, 7 percent semi-annual coupon bond with a price of $985. If the 6-month T-bill rate is 5 percent, what is the one-year annualized theoretical spot rate? 

	A)
	6.5%.

	B)
	7.4%.

	C)
	8.6%.

	D)
	8.0%.




Question: 97 - 29373 

Jane Peebles purchased a T-bill that matures in 200 days for $97,500. The face value of the bill is $100,000. What is the money market yield on the bill? 

	A)
	4.500%.

	B)
	4.756%.

	C)
	5.000%.

	D)
	4.615%.




Question: 98 - 29379 

What is the present value of a 7 percent semi-annual pay bond with a $1000 face value and 20 years to maturity if similar bonds are now yielding 6.375 percent? 

	A)
	$1000.00.

	B)
	$1121.23.

	C)
	$1070.09.

	D)
	$912.34. 




Question: 99 - 29380 

What is the yield to call on a bond that has an 8 percent coupon paid annually, $1000 face value, 10 years to maturity and is first callable in 6 years? The current market price is $1100. The call price is the face value plus 1-year’s interest. 
	A)
	6.00%.

	B)
	7.14%.

	C)
	9.06%.

	D)
	7.02%.




Question: 100 - 13940 

Derivatives are important because: 

	A)
	they enable arbitrage.

	B)
	all of these choices are correct.

	C)
	they enable traders to speculate.

	D)
	they enable firms to manage their risk by hedging.




Question: 101 - 28549 

Which of the following statements about forward contracts is FALSE? 

	A)
	Forwards are unique contracts.

	B)
	Forwards are private contracts.

	C)
	Forwards require no up front cash.

	D)
	Forwards are default risk free.




Question: 102 - 28550 

Which of the following statements is FALSE? 

	A)
	Hedging is the prime social rationale for futures trading.

	B)
	The clearinghouse protects futures traders from the risk of default on contracts.

	C)
	Initial margin can only be posted in cash.

	D)
	The futures markets allow market participants to discover the market's expectation of future cash market prices.




Question: 103 - 28551 

Which of the following statements about options is TRUE? 

	A)
	Standardization of options contracts promotes liquidity.

	B)
	Most options throughout the world are European options.

	C)
	A put writer who deposits shares of the underlying stock has written a covered put.

	D)
	An open call position can be closed before expiration by buying put options on the underlying stocks.




Question: 104 - 28552 

Which one of the following statements about swaps is FALSE? 

	A)
	In an interest rate swap, only the net interest payments are swapped.

	B)
	In a currency swap, only net interest payments are made.

	C)
	In a currency swap, the notational principal is actually swapped twice, once at the beginning of the swap and again at the termination of the swap.

	D)
	Swaps are a zero sum game.




Question: 105 - 28553 

Which of the following statements about puts and calls is TRUE? 

	A)
	The most the writer of a call can lose is the stock's price less the premium.

	B)
	A put holder will exercise the put if the price of the stock is equal to or less than the strike price.

	C)
	The most the buyer of a call can lose is the premium.

	D)
	The potential loss to the writer of a put is unlimited.




Question: 106 - 28554 

Which is the most common method of closing a futures contract? 

	A)
	Reversing or offsetting trade.

	B)
	Physical delivery.

	C)
	Exchange of physicals.

	D)
	Clearinghouse adjustment.




Question: 107 - 10788 

Which of the following statements about REITs is FALSE? 

	A)
	Equity REITs invest in properties such as apartments, office buildings, shopping centers, and hotels.

	B)
	REITs have historically yielded 1 to 2 percent above money market funds and about the same as high-grade corporate bond funds.

	C)
	REITs must pay out 95 percent of earnings as dividends.

	D)
	REITs must have all of their assets invested in real estate.




Question: 108 - 28527 

Which of the following statements about investment companies is FALSE? 

	A)
	Generally the investment advisory firm initiating the fund will also act as the fund's investment management company.

	B)
	The investment company's board of directors hires an investment management company to select securities, manage the portfolio, and handle administrative duties.

	C)
	The typical management fee is 1/4 to 1 percent of the fund's net asset value.

	D)
	Investment companies are generally wholly owned subsidiaries of the investment advisory firm that creates them.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 11168 

If the real rate of interest was 3 percent and the inflation expectation was 4 percent what is the nominal rate of interest? 

	A)
	10.55%.

	B)
	11.00%.

	C)
	12.35%.

	D)
	7.12%.




Question: 110 - 28528 

An analyst observes the following return behavior between stocks X and Y.
	Time Period
	X's Return
	Y's return

	1
	7
	5

	2
	9
	8

	3
	10
	11

	4
	10
	8


What is the covariance of returns between stocks X and Y?
	A)
	+ 2.75.

	B)
	+ 2.25.

	C)
	- 1.50.

	D)
	+ 1.50.




Question: 111 - 28529 

Which one of the following portfolios does not lie on the efficient frontier?
	Portfolio
	Expected Return
	Standard Deviation

	A
	7
	5

	B
	9
	12

	C
	11
	10

	D
	15
	15


	A)
	B.

	B)
	A.

	C)
	C.

	D)
	D.




Question: 112 - 28530 

Using the following correlation matrix, which two stocks would make the best portfolio (assume the stocks have equal risk and returns)?
	Stock
	A
	B
	C

	A
	+ 1
	--
	--

	B
	- 0.2
	+ 1
	--

	C
	+ 0.6
	- 0.1
	+ 1


	A)
	A and C.

	B)
	A and B.

	C)
	C and B.

	D)
	B alone.




Question: 113 - 28533 

A stock has a beta of .9 and an expected return of 10 percent. The risk free rate is 7 percent and the market is expected to yield 11 percent. This stock is: 

	A)
	overpriced.

	B)
	underpriced.

	C)
	properly priced.

	D)
	cannot be determined from the information given.




Question: 114 - 28534 

Using the arbitrage pricing theory (APT) to determine the expected return on a stock you determine that the risk free rate is 5 percent; B1 is 2.5; B2 is 2; risk factor F1 is .02 and risk factor F2 is .03. What return would you expect to receive on the stock? 

	A)
	9.5.

	B)
	12.2.

	C)
	16.0.

	D)
	14.5.




Question: 115 - 28535 

If a stock has a beta of 1.0 and the risk free rate is 6 percent, what return would you expect when the market return is 12 percent? 

	A)
	13.2%.

	B)
	14.4%.

	C)
	12.0%.

	D)
	15.2%.




Question: 116 - 28536 

Which of the following statements about the security market line (SML) is FALSE? 

	A)
	Securities that fall above the SML are undervalued.

	B)
	The risk free rate defines where the SML intersects the Y-axis.

	C)
	The market portfolio consists of all the risky assets in the universe.

	D)
	Securities that fall on the SML have no intrinsic value to the investor.




Question: 117 - 28537 

The portfolio management process involves: 

	A)
	Developing and implementing strategies through the optimal combinations of assets.

	B)
	Making portfolio adjustments.

	C)
	All of these choices are correct.

	D)
	Identifying the investor's objectives, preferences and constraints.




Question: 118 - 28538 

An analyst is managing two portfolios. Portfolio A is income oriented, has a low risk tolerance, and is taxable. Portfolio B has a total return objective and has an infinite life. Portfolio A is: 

	A)
	a pension fund's portfolio while B is a retiree's portfolio.

	B)
	an endowment fund's portfolio while B is an investment fund's portfolio.

	C)
	a retiree's portfolio while B is a pension fund's portfolio.

	D)
	an investment company's portfolio while B is an endowment fund's portfolio.




Question: 119 - 28543 

A bond's nominal rate of interest is 12 percent, the risk free rate of interest is 4 percent, and the expected inflation rate is 3 percent. What is the expected risk premium built into the nominal yield of this bond? 
	A)
	6%.

	B)
	7%.

	C)
	5%.

	D)
	4%.




Question: 120 - 29370 

James Billings is investing in a two stock portfolio. He wants to know the risk, measured by standard deviation, of the two-stock portfolio. The expected return of stock A is 20% with a standard deviation of 30% and the expected return of stock B is 15% with a standard deviation of 18%. Being more conservative, James intends to invest 30% of his money in stock A, and 70% in stock B. The correlation coefficient between the two stocks is 0.4. What is the standard deviation of the two stock portfolio? 

	A)
	Standard Deviation = 18.18%.

	B)
	Standard Deviation = 21.60%.

	C)
	Standard Deviation = 14.85%.

	D)
	Standard Deviation = 14.02%.


=========================================================================

Test # = 613412
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Answers

1) A
Standard V(A), Prohibition against Use of Material Nonpublic Information, applies in this situation.  Standard V(A)  suggest the use of "fire walls" to protect the firm and conform to the Standards. A fire wall is an information barrier designed to prevent the communication of  material nonpublic information between departments of a firm. In this situation, MLB&J should remove any controversial companies from the research universe and put them on a restricted list so that the firm disseminates only factual information about the company. A restricted list is one example of a "fire wall." 

The statement, "carefully monitor the flow of information between the Investment Banking Department and the brokerage operation" should read "..restrict the flow of information."



2) D
Standard III(B), Duty to Employer, applies in this situation.  The Standards of Practice Handbook lists all three choices above as items a member should mention in the permission request to the consulting client. 



3) A
Standard II(B), Professional Conduct, applies in this situation. Generally, complying with Standard II(B) is a matter of the member's own personal integrity and moral character. The standard addresses the overall obligation to comply with the laws and rules governing your professional activities. Standard II(B) extends beyond technical compliance. Standard II(B) addresses your personal integrity and prohibits individual behavior that reflects adversely on the entire profession. 

The text of Standard II(B) states, " (1) Members shall not engage in any professional conduct involving dishonesty, fraud, deceit, or misrepresentation or commit any act that reflects adversely on their honesty, trustworthiness, or professional competence. (2) Members and candidates shall not engage in any conduct or commit any act that compromises the integrity of the CFA designation or the integrity or validity of the examinations leading to the award of the right to use the CFA designation."


4) A

Standard I (B), Fundamental Responsibilities, applies in this situation. According to this standard, members shall not knowingly participate or assist in any violation of  laws, rules, or regulations governing CFAs.

When members suspect a client or a colleague of planning or engaging in ongoing illegal activities, members should take the following actions: 

· Consult counsel to determine if the conduct is, in fact, illegal. 

· Disassociate from any illegal or unethical activity. When members have reasonable grounds to believe that a client’s or employee’s activities are illegal or unethical, the members should dissociate from these activities and urge their firm to attempt to persuade the perpetrator to cease such activity.  

Note:  The Code and Standards do not require that members report legal violations to the appropriate governmental or regulatory organizations, but such disclosure may be prudent in certain circumstances.



5) B
Standard IV(B.4), Priority of Transactions, applies. If an analyst decides to make a recommendation about the purchase or sale of a security, he shall give his customers or employer adequate opportunity to act on this recommendation before acting on his own behalf.  Personal transactions include those made for the member's own account and family accounts. Here, McKinney violated Standard IV(B.4) by acting on his mother-in-law's behalf and then waiting until the end of the day  to act on his employer's behalf. 

Explanations for other responses:
- Standard III(B), Duty to Employer, does not apply. This standard concerns a member competing with his/her employer (independent practice).  For example, a member who engages in outside consulting.

- Standard IV(A.3), Independence and Objectivity, does not apply. This standard covers concepts such as gifts, perks, and corporate relationships.

- Standard V(A), Prohibition against Use of Material NonPublic Information, does not apply - the question does not indicated that the information is not public.



6) C
Solicitation of the employer’s clients prior to termination of employment would constitute a violation of Duty to Employer, but solicitation of clients following termination would not. 



7) A
If Jacob gets written permission from his employer to solicit their clients (not likely, obviously) he would not be violating the Duty to Employer standard. 



8) D
She should provide information about the type of services, the compensation arrangement and the expected duration of the project. 



9) A
Money does not have to change hands for a violation to occur. Chip should have gotten written permission from both his employer and the firm hiring him for the consulting work to avoid a violation of Standard III(B). 



10) A
With respect to possible conflicts of interest, members have a duty to disclose to both their employer and their clients (Standard IV(B.7), Disclosure of Conflicts to Clients and Prospects). 



11) B
There is no reason to reject any outside compensation immediately because it is inappropriate to accept it. However, all outside arrangements must be reported to the member’s employer. 



12) C
If the supervisor makes a reasonable effort to detect violations, she is in compliance with the Code and Standards. 



13) B
An incentive offered by a client (such as a free vacation or a cash bonus) to inspire high performance is allowable if the manager gets approval from her employer to accept the incentive. 



14) A
A member does not need to get approval from the employer unless the employer requires it. All other answers are requirements of the standard. 



15) D
The opinion of the money manager alone is not an appropriate basis for a recommendation. Recommendations must have a reasonable and adequate basis, supported by appropriate research and investigation, for such recommendations or actions. 



16) D
One of the most common violations of Standard IV(A2), Research Reports, is the failure to separate the past from the future. Analysts often give too much credence to past performance in forecasting future performance. 



17) C
Fiduciaries are not required by securities laws to make up losses when they occur as a result of inappropriate investments. The other statements are true. 



18) A
Compliance does not require board approval for all recommendation changes. 



19) C
The relative class frequency is(class frequency) / (total number) = 10/35 = 28.57. 



20) D
Learn these 3 statements. They are all LOSs. 



21) A
The normal curve is symmetrical with a mean of zero and a standard deviation of 1 with 34% of the area under the normal curve falling between 0 and + 1 standard deviation from the mean. 



22) B

	N
	i
	FV
	PV

	0
	12
	100
	100.00

	1
	12
	200
	178.57

	2
	12
	400
	318.88

	3
	12
	300
	213.53

	
	
	
	810.98




23) C
PV 100; n = 5 x 4 = 20; i = 10/4 = 2.5;compute FV = 163.86 



24) A
The mean is 10% and the standard deviation is 5%. You want to know the probability that you get 5% or better. 10% - 5% = 5% , so one standard deviation down from the mean is 5%. Thirty-four percent of the observations are between the mean and one standard deviation on the down side. Fifty percent of the observations are to the right of the mean. So the probability that you will be above 5% is 84%. 



25) A
(.40)(.50) =.20 



26) B
(.40)(.50) +(.60)(.20) = .32 



27) B
Mean = (.20)(.20) + (.50)(.15) + (.30)(.10) = .145 

var = (.2)(.20-.145)2 + (.5)(.15-.145)2 + (.3)(.1-.145)2 

var = .000605 + .0000125 + .0006075 = .001225 

standard deviation = square root of 0.001225 = .035 or 3.5% 

You should note that variance is not in percent, just the standard deviation is. 



28) A

	P(A1|B) =
	P(A1)(P(B|A1))

	
	P(A1)(P(B|A1) + P(A2)(P(B|A2))


(.6)(.5) / (.6)(.5) + (.4)(.8) = .48 



29) C
Find the weighted average return for each stock.

Stock A; (.10)(-5) + (.30)(-2) + (.50)(10) + (.10)(.31) = 7%.

Stock B; (.10)(4) + (.30)(8) + (.50)(10) + (.10)(.12) = 9%.

Next, multiply the differences of the two stocks by each other, multiply by the probability of the even occurring, and sum. This is the covariance between the returns of the two stocks.

[(-0.05-0.07)*(0.04-0.09)] (0.1) + [(-0.02-0.07)*(0.08-0.09)](0.3) + [(0.10-0.07)*(0.10-0.09)](0.5) +[ (0.31-0.07)*(0.12 – 0.09)](0.1) = 0.0006 + 0.00027 + 0.00015 + 0.00072 = 0.00174. 



30) C
The significance level is picked before the Z test is run. 



31) D
Z=(X-µ / σ/√n) 



32) C

These are three of the four basic assumptions underlying linear regression. The fourth assumption is Normality: For each independent observation (X), there is a distribution of dependent observations (Y) that is normally distributed. Know all these assumptions for the exam!


33) B

R2, or the Coefficient of Determination, is the square of the coefficient of correlation (r).  The coefficient of correlation describes the strength of the relationship between the X and Y variables.

Explanations for other choices:
· The standard error of the residuals is the standard deviation of the dispersion about the regression line. 

· The t-statistic measures the statistical significance of the coefficients of the regression equation. 

· "...percent of variability of the independent variable that is explained by the variable of the dependent variable," reverses the definitions of the variables. 



34) B
2nd R2 of .77 is greater than 1st R2 of .4. Beta is just the slope of the line and doesn't signify significance. 



35) A
Y = 5 + 10(7) =75 



36) C
Alpha is the intercept and is not directly related to the correlation. All the points will plot on the regression line. You need the sign of the correlation coefficient to determine which way the regression line is pointing. 



37) D

Supply-side economists are modern economists who believe that changes in marginal tax rates exert important effects on aggregate supply. Changes in tax rates, particularly marginal tax rates, will affect aggregate supply through their impact on the relative attractiveness of productive activity in comparison to leisure and tax avoidance. For example, marginal tax rates determine the breakdown of one's additional income between tax payments and personal income. A reduction in marginal tax rates increases the reward from added work, investment, saving, and other activities that become less heavily taxed.  People shift into these activities away from leisure, tax shelters, consumption of tax-deductible goods, and other forms of tax avoidance. Supply-side economists believe that these substitutions both enlarge the effective resource base and improve the efficiency with which the resources are applied. 

Supply-side economics is a long-run growth-oriented strategy.  The full positive effects of lower marginal tax rates will not be observed until labor and capital markets have time to adjust fully to the new incentive structure.



38) A
Buying bonds increases bank reserves that are then loaned out, increasing the money supply. 



39) B

The adaptive-expectations hypothesis is the simplest theory of expectations. Decision makers believe that the best indicator of the future is what has happened in the past. Simply, you learn from your past.
Under adaptive-expectations, decision-makers will underestimate the future inflation rate when the rate is rising. As the result of this systematic pattern, a shift to a more expansionary policy will temporarily reduce the unemployment rate. Underestimated inflation reduces the real-wage rate of workers whose money wages are determined by long-term contracts and reduces the search time of job seekers (the latter group may quickly accept offers that appear better than the general market). As inflation persists over time, decision-makers will eventually anticipate it, and unemployment will return to its natural rate. There is no long-run (permanent) trade-off between inflation and unemployment under this hypothesis.



40) D
NI of Foreigners 10 + Prop. Inc. 316 + Employee Compensation 2000 + Indirect Business Tax 300 + Rents 67 + Deprec. 300 + Interest Income 119 + Corp. Profits 280 = $3,392. 



41) A
100.0/116.3 * $3.2 billion = $2.7515 billion.

$2.7515 billion - $2.6 billion/ $2.6 billion = 5.83%. 



42) B
If the Fed intends to stimulate the economy, they will buy, not sell, Treasury securities. Buying Treasury securities increases the monetary base and injects reserves into the banking system. 



43) B
A restrictive monetary policy will cause a long-run decrease in inflation and no change in long-run real output and employment, and no change in long-run real interest rates. 



44) A
The consensus view is that price stability, not high employment, should be the focus of monetary policy. The other answers also describe emerging consensus views concerning policy changes. 



45) D

These two choices form the basic definition of monopolistic competition. 

A more wordy explanation is as follows: monopolistic competition is the term often used by economists to describe markets characterized by a large number of sellers that supply differentiated products to a market with low barriers to entry.  Essentially, it is an alternative term for competitive price-searcher markets.



46) B
A particular brand of toilet paper likely has elastic demand because there are many available substitutes. The existence of many substitutes indicates elastic demand. When good substitutes for a product are available, a price rise induces many consumers to switch to other products. Thus, if the price of a brand of toilet paper increases, total expenditure on that brand will likely decrease as consumers substitute cheaper brands. The most important determinant of the price elasticity of demand is the availability of substitutes.

The other statements are true. The second law of demand suggests that in general, when the price of a product increases, consumers take time to reduce their consumption. Thus, demand decreases by a larger amount in the long run than in the short run. The demand for gasoline is likely inelastic. Thus, when price increases, the percentage change in quantity demanded is less than the change in price (and total expenditures on the good increase). The demand for an individual firm is more elastic than the demand for the entire market. 



47) D
Comparative advantage is the ability to produce a good at a lower opportunity cost than others can produce it. According to the law of comparative advantage, trading partners are both better off if they specialize in the production of goods for which they are the low-opportunity cost producer and trade for those goods for which they are the high-opportunity cost producer. Relative cost determines comparative advantage. When trading partners specialize in producing products for which they have comparative advantage, costs are minimized, output is greater, and both trading partners benefit. 



48) D
The approximate equation is rD-rF < [(f-s)/s]. The exact equation is f/s = (1+rD)/(1+rF). When rD-rF < [(f-s)/s] borrow local currency, convert it to foreign currency and lend out the foreign currency. American terms are $/FC, European terms are FC/$. Direct quotes are domestic / foreign, indirect quotes are F/D. Transaction costs hamper arbitrage. 



49) C
An unanticipated shift to contractionary monetary policy would lead to currency appreciation. The contractionary policy leads to lower economic growth, a lower inflation rate, and higher real interest rates. Domestic products are less expensive, foreign investment is encouraged, and exports increase.

The other statements would result in currency depreciation by increasing the demand for foreign goods and the currency needed to purchase them. Removing a high tariff on a major imported good would increase the demand for imports and thus for foreign currency. A current account deficit means that a country imports more than it exports. As a result, there is increased demand for foreign currency. If the inflation rate in the U.S. is increasing faster than that in the Euro zone, U.S. citizens will demand Euro goods because they are now cheaper. 



50) D
We recommend using the following "Bid-Ask Matrix Method" to calculate the bid and ask quotes:

Step 1: Put the bid-ask quotes into a matrix as below: 
	Currency
	Bid

	Ask
	

	CSK
	36.60000
	36.60500

	PLZ
	4.18000
	4.23000


Step 2: "Divide Out" the diagonals.
(Remember to put CSK in the numerator - because CSK is in the numerator of the quote we are asked to calculate.)
CSKBid  /  PLZ Ask =   36.60000 CSK/$ / 4.23000 PLZ/$ = 8.65248  CSK/PLZ
CSKAsk  /  PLZ Bid =  36.60500 CSK/$ /  4.18000 PLZ/$ = 8.75718 CSK/PLZ
Step 3: Quote :  The CSK/PLZ Bid-Ask spread in is:
(Note: The lower number from Step 2 is the bid, the higher number is the ask.) 
CSK 8.65248 to 8.75718 PLZ, or CSK 8.65248 - 0.10470 PLZ.
 


51) C
This choice is FALSE because of the second sentence. The first part of this explanation is correct - The completed contract method does not recognize revenue and expense until the contract is completed. However, all profits are recognized when the contract is completed, not on a pro-rata basis.  The completed contract method is used when selling price or cost estimates are unreliable. 

The other choices are correct definitions.



52) B

The key word here is "or."  Unusual or infrequent items are unusual or infrequent, but NOT both.  These items are reported (as a separate line item) as a component of net income from continuing operations.
Examples of unusual or infrequent items include: 
· Gains or losses from the disposal of a business segment (employee separation costs, plant shutdown costs, etc.); 

· Gains or losses from the sale of investments in subsidiaries; 

· Provisions for environmental remediation; and 

· Impairments, write-offs, write-downs, and restructuring costs. 



53) B
At issuance, non-interest bearing debt (i.e., a zero-coupon bond) should be initially recorded at its discounted present value, using a discount rate equal to the company's normal borrowing rate. The full amount of this discounted present value increases cash flow from financing.  

A zero-coupon bond has no deduction from cash flow from operations even though it has interest expense. All of its cash flows are included in financing activities.



54) B
The indirect method starts with net income and adds back non-cash expenses or losses and subtracts non-cash revenues or gains. Interest and taxes are cash expenses (if they are current) and are not added back. Non-cash expenses for depreciation ($5,000,000) and inventory write-down ($4,000,000) are added back to net income to arrive at net cash provided by operations ($7,000,000 + $5,000,000 + $4,000,000 = $16,000,000). 



55) C
Under the percentage-of-completion method, revenues are recognized as costs are incurred. As of December 31, 2001, ($7.5 / $15 =) 50 percent of costs have been incurred. Revenues of ($20 million * 0.5=) $10 million should be recognized in 2001. Billings of $9 million have been made, so the difference between revenue recognized and billings made of ($10 - $9 =) $1 million is reported in an asset account as net construction-in-progress. 



56) A
Dividend revenue is considered cash from operations (CFO). Debt proceeds and payments, other than interest paid or received, are considered to be cash flows from financing (CFF). 



57) A
Issuing bonds in exchange for equipment does not affect cash flow. Interest paid is an operating cash flow. Exchanging bonds for stock does not affect cash, but should still be disclosed in a footnote to the Statement of Cash Flows. Dividends paid are considered financing activities. In this case, only the preferred stock dividends paid would be considered CFF. 



58) C
Using the indirect method, net income is increased by depreciation expense, the increase in wages payable and the increase in income taxes payable, and then is reduced by the decrease in interest payable. Dividends paid are financing activities. ($2,000,000 + $2,500,000 + $100,000 + $500,000 - $200,000 = $4,900,000.) 



59) D
The treasury stock method uses the average market price. Anti-dilutive is when Dilutive EPS > Basic EPS. When calculating diluted EPS, you must add the shares created from the conversion of the bonds to the denominator and the interest (1 – tax rate) to the numerator. 



60) A
Operating Leverage is (percent change in operating profit / percent change in sales). For J Company, operating leverage is (((12 – 7) / 7) * 100) / ((40 – 30) / 30 * 100) =) 71 percent / 33 percent = 2.15. For K Company, operating leverage is (((12 – 10) / 10 * 100) / ((25 – 20) / 20 * 100) =) 20 percent / 25 percent = 0.80. The leverage of 2.15 is more than two times that of 0.80. 



61) C
The extended Du Pont formula is: ((EBIT / Sales) * (Sales / Assets) – (Interest Expense / Assets)) * (Assets / Equity) * (1 – Tax Rate)

For 2000 (((80 / 400) * (400 / 300)) – (40 / 300)) * (300 / 420) * (1 – 0.4) = 5.7 percent ROE

For 2001 (((120 / 440) * (440 / 310)) – (45 / 310)) * (310 / 440) * (1 – 0.4) = 10.7 percent ROE

For 2000 (((0.20) * (1.333)) – (0.1333)) * (0.714) * (0.6) = 5.7 percent ROE

For 2001 (((0.28) * (1.419)) – (0.1452)) * (0.705) * (0.6) = 10.7 percent ROE

The EBIT / Sales component is 40 percent higher (0.28 versus 0.20) in 2001 than in 2000. Therefore, the operating profit margin EBIT / Sales provides more explanation for the improvement than any other component. 



62) D
Eastern Concepts’ return on total capital ((net income + interest expense) / average total capital) is ((45 + 25) / 350 =) 20 percent. 



63) A
Generally, there is agreement on how the various ratios are computed. Variations in industries, different divisions within firms, varying accounting practices and, inconsistency among ratio results are weaknesses of financial ratio analysis. 



64) C
After the January 1 balance is adjusted retroactively for the stock dividend, (90,000 * 1.2 =) 108,000 shares are treated as having been outstanding from January 1. The reacquisition of 10,000 shares means that 98,000 shares are treated as having been outstanding for 3 months. The weighted average number of shares is computed as follows:

	Initial shares (108,000 * 12 =)
	1,296,000

	Reacquired treasury shares (- 10,000 * 3 =)
	   -30,000

	 
	1,266,000


Weighted average number of shares is (1,266,000 / 12 =) 105,500. 



65) D
If all of Valuable’s potentially dilutive securities were antidilutive, then EPS would equal Diluted EPS. 



66) C
To compute Hampshire’s basic earnings per share (EPS) ((net income – preferred dividends) / weighted average common shares outstanding), the weighted average common shares must be computed. 100,000 shares were outstanding from January 1, and 30,000 shares were issued on September 1, so the weighted average is (100,000 + (30,000 * 4 / 12) =) 110,000. EPS is (($2,800,000 – (10,000 * $1,000 * .06)) / 110,000 =) $20.00.

Using the treasury stock method, if the warrants were exercised, cash inflow would be (10,000 * $150 * 10 =) $15,000,000. The number of Hampshire shares that can be purchased with the cash inflow (cash inflow / average share price) is ($15,000,000 / $260 =) 57,692. The number of shares that would have been created is (100,000 – 57,692 =) 42,308. Diluted EPS is ($2,200,000 / (110,000 + 42,308) =) $14.44. 



67) A
Inflation has the effect of reducing the ability of depreciation expenses to reflect replacement costs (accelerated depreciation is closest, but still not adequate).  

If the replacement cost of an asset is increasing, then depreciation based on historical cost will not be sufficient to "replace" the asset. In these cases of rising prices, reported income (and thus return on assets and return on equity ratios) and taxes are too high. This is a difficult but important consideration for analysis. 

The two key issues are the correct useful life of the asset and the correct rate of economic depreciation. Depreciation based on the current cost of the asset (as opposed to its historical cost) is superior in predicting future cash flow. For example: An asset with a 3-year life is purchased for $3,000 and depreciated using straight line at $1,000 a year. After 3 years, the asset is replaced at a cost of $5,000 (inflation). Total depreciation expense is an insufficient measure of replacement cash outflow. Depreciation based on current cost would measure the 3 year expense at $5,000 which is cash required for replacement.



68) D
This choice should read "...since the savings will reverse." 

Depreciation: The underlying principle of depreciation is that cash flows generated by an asset over its life cannot be considered income until provision is made for the asset's replacement. This means that the definition of income requires a subtraction for asset replacement. The accounting problem is how to allocate the cost of the asset over time. Depreciation is the systematic allocation of the asset's cost over time.

Accelerated Depreciation: There are two depreciation methods, sum-of-year's digits (SYD) and double-declining balance (DDB), which recognize greater depreciation expense in the early part of an asset's life and less expense in the latter portion of its life. Accelerated depreciation methods are usually used on tax returns (when allowed), because greater depreciation expense in the early portion of the asset's life results in less taxable income and a smaller tax payment. This initial saving on taxes is a deferral because a greater tax payment would be required in the latter part of the asset’s life.
Activity Methods: There are two depreciation methods, the units-of-production and service hours methods of depreciation which calculate depreciation expense based on the use of the asset. These methods require an estimate of total output or hours of life of the asset. Depreciation expense becomes variable and, therefore, will smooth income because the greater usage, the greater revenue and depreciation expense. 

Depletion: The choice above provides the correct definition of depletion. 



69) D
The FIFO ending inventory balance is computed by adding the ending LIFO reserve balance to LIFO ending inventory giving a result of ($395,000 + $2,900,000 =) $3,295,000. 



70) C
Total debt to total equity under LIFO is ($1,800,000 + $1,200,000 + $12,500,000) / ($2,000,000 + $10,400,000) =) 1.25. If Leeward uses FIFO, on the asset side, Inventory will increase by the amount of the ending LIFO reserve ($2,100,000). On the liabilities and equity side, Deferred Tax Liability will increase by the ending LIFO reserve times the tax rate ($2,100,000 * 0.4 =) $840,000. Retained Earnings will increase by the ending LIFO reserve times (1 – tax rate), which is (($2,100,000) (1 – 0.4) =) $1,260,000. Leeward’s total debt to total equity ratio under FIFO will be ($1,800,000 + $1,200,000 + $840,000 + $12,500,000) / (($2,000,000 + $10,400,000 + $1,260,000) =) 1.20. 



71) B
The decision to capitalize instead of expense the franchise will move the cash expenditure for the purchase from a reduction in cash flow from operations to a reduction in cash flow from investing. Cash flow from financing will remain unchanged. 



72) B
Capitalizing intangible assets is preferred to expensing when it is clear that the benefits of the intangible will last over several accounting periods. This is consistent with the matching principle. Where initial development costs result in the development of a proven asset, capitalizing the costs makes sense. However, because so much work in software development does not reach the technologically or economically feasible stage, all such costs are usually expensed. 



73) B
The write-down of the excavation machine in the amount of ((($1,600,000 - $800,000) - $500,000) =) $300,000 decreases retained earnings from $490,000 to $190,000. The total debt to equity ratio increases from (($290,000 + $740,000) / ($290,000 + $740,000 + $800,000 + $490,000) =) 0.44 to (($290,000 + $740,000) / ($290,000 + $740,000 + $800,000 + $190,000) =) 0.51. 



74) C
The liability method takes a balance sheet approach and adjusts tax assets and liabilities to current tax rates. This differs from the deferral method in which no adjustments are made for tax rate changes. SFAS 109 (the liability method) replaced APB 11 (deferral method) in the United States. The liability method is much more common. 



75) B
Jackson’s $2,000,000 post-retirement benefits expense will create a decrease in income tax expense of ($2,000,000 * 0.40 =) $800,000. Income taxes payable will decrease ($200,000 * 0.40 =) $80,000. The difference is an increase in the deferred tax asset account of ($800,000 - $80,000 =) $720,000. 



76) D
The change in Fred’s rates causes its deferred tax liability account to increase (((40 – 30) / 30) * $1,200,000 =) $400,000. The corresponding increase is to current income tax expense. 



77) D
Because the bonds were issued at a higher coupon than market, the bonds will carry a premium. The liability amount is ((N = (2*10) = 20, PMT = $40,000, I/Y = (7/2) = 3.5, FV = $1,000,000) =) $1,071,062. 



78) A
Popular’s debt-to-equity ratio before the conversion was (($2.0 + $5.0) / ($3.0 + $6.0) =) 77.7 percent. After the conversion, the debt-to-equity ratio is (($2.0 + ($5.0 - $3.0)) / ($3.0 + $3.0 + $6.0) =) 33.3 percent. Note that when convertible bonds are converted into equity, the carrying value of the bonds is added to the equity account. 



79) A
Lessors must classify a lease as an operating lease if there are significant uncertainties concerning unreimbursable costs or if collectibility of lease payments are not reasonably predictable. 



80) B

Zapp’s lease is classified as an operating lease, because it meets none of the four alternative criteria for classifying a lease as a capital lease: 

1. There is no title transfer at the end of the lease.  

2. There is no bargain purchase option 

3. The lease period is not at least 75 percent of the asset’s life ((12 years / 18 years =) 67 percent).  

4. The present value of the lease payments using an eight percent interest rate (which is the minimum of the lessee’s incremental borrowing rate (11 percent) or the rate implicit in the lease (8 percent)) is $6,782,470, which is ($6,782,470 / $8,000,000 = 84.8 percent) less than 90 percent of the value of the fair value of the asset.  

The 900,000 payment made December 31, 2001, was allocated ($6,782,470 * 0.08 =) $542,838 to interest and ($900,000 - $542,838 =) $357,162 to principal.  Depreciation expense was computed over 12 years on a straight line basis ($6,782,470 / 12 =) $565,206.  Adjusting the income statement to add back Depreciation on Lease and also to add back Interest on Lease and subtract Lease Expense results in net income of ($2,492,956 + $542,838 + $565,206 - $900,000 =) $2,700,000.  The net profit margin (net income / net sales) then increases from ($2,491,956 / $22,000,000 =) 11.33 percent by the capital lease calculation to ($2,700,000 / $22,000,000 =) 12.27 percent by the operating lease calculation.



81) B

The firm's optimal capital structure is the one that balances the influence of risk and return and thus maximizes the firm's stock price. Return - This optimal capital structure will maximize the firm's stock price. Risk - At the optimum level, the cost of capital (as reflected in WACC) is also minimized.

A firm’s target capital structure is the debt to equity ratio that the firm tries to maintain over time. Should the firm’s current debt ratio fall below the target level, new capital needs will be satisfied by issuing debt. On the other hand, if the debt ratio is greater than the target level, the firm will raise new capital by retaining earnings or issuing new equity. When setting its target capital structure, the firm must weigh the tradeoff between risk and return associated with the use of debt. The use of debt increases the risk borne by shareholders. However, using debt leads to higher expected rates of return by shareholders. The higher risk associated with debt will depress stock prices, while the higher expected return will increase stock prices. Thus, the firm’s optimal capital structure is the one that balances the influence of risk and return and thus maximizes the firm’s stock price. The optimal debt ratio will be the firm’s target capital structure. 



82) D
Debt to equity is 50/50, so if you have 100,000 in income, you can support 100,000 in debt without changing your capital structure. So, your maximum capital budget would be 200,000. Since your optimal capital budget is 150,000, half should be debt and half equity. The equity used up is 75,000. The residual theory says pay out the balance: 100,000 - 75,000 = 25,000. 



83) D
The Dow Jones World Stock Index, the Russell Index, the S&P 500 Index, and Morgan Stanley Capital International Index are all market-value weighted. Only the Dow Jones Industrial Average and the Nikkei Dow Jones Stock Market Averages are price-weighted. 



84) B
Secondary markets provide liquidity and continuous price information 

Primary capital markets relate to the sale of new issues of preferred and common stock. Most issues are distributed with the aid of an underwriter.



85) D



86) B

Technical analysis is quick and easy. If a technical trading proved to be successful, others would copy it. As more traders implement the strategy, its value will be neutralized.

Another advantage of technical analysis is that it incorporates psychological as well as economic reasons behind price changes.



87) A



88) B
Find the present values of the cash flows and add them together.

N = 1; I/Y = 12; FV = 1.75; compute PV = 1.56.

N = 2; I/Y = 12; FV = 2.05; compute PV = 1.63.

N = 2; I/Y = 12; FV = 47.50; compute PV = 37.87.

Stock Price = $1.56 + $1.63 + $37.87 = $41.06. 



89) C
Next year’s dividend = $4.00 * .50 = $2.00.

$2.00/(.12 - .06) = $33.33. 



90) A
The terminal value is 25 * 25 = 625.

N = 1; I/Y = 14; FV = 15 M; compute PV = 13.16 M.

N = 2; I/Y = 14; FV = 20 M; compute PV = 15.39 M.

N = 3; I/Y = 14; FV = 25 M; compute PV = 16.87 M.

N = 3; I/Y = 14; FV = 625 M; compute PV = 421.86 M.

Value of entire firm = 467.279 M / 10 M shares = $46.73 per share. 



91) D

A call feature shortens a bond's duration.



92) A
Explanations for incorrect statements: 

Foreign bonds are issued in a local country’s bond market by an issuer who is not a resident of that country. For example, the Yen denominated bond issued by a German company in Japan would be called a Samurai bond (a bond issued by non-Japanese issuers but traded in Japan). Foreign bonds can be denominated in any currency, and may be privately placed or publicly issued.

Eurobonds are issued outside the legal system of any one country.  Eurobonds are identified by the currency of their denomination (e.g., Eurodollar bonds and Euroyen bonds). The Yen denominated bond issued by a company in Luxembourg is an example of a Eurobond. 



93) B
An accelerated sinking fund provision benefits the issuer, not the bondholder. 



94) D
When bond prices go up faster than they go down, it is called positive convexity. 



95) A
Convexity adjustment: +(Convexity)(change in i)2 

Convexity adjustment = +(80)(-.005)(-.005) = +.0020 or 0.20% or up 20 basis points. 



96) C
985 = 35/1.05 + 1035/(1 + r)2 

985 - 33.33 = 1035/(1 + r)2 (1 + r)2 = 1035/951.67 = 1.0876 

r = (1.0876)1/2 – 1 

r = 4.3%, note this rate is on a semi annual basis, annualized 8.6. 



97) D
First find the bank discount rate and then the money market yield on the bill.

(2500/100000) * (360/200) = 4.5%.

(360 * .045)/(360 – (200 *.045)) = 16.2/(360 – 9) = 4.615%



98) C
N=20 * 2 = 40; I/Y=6.375/2 = 3.1875; PMT = 70/2 = 35; and FV = 1000.

Compute PV = $1070.09. 



99) D
N= 6; PV= -1100.00; PMT = 80; FV = 1080; Compute I/Y = 7.02%. 



100) B

Additional applications of derivatives include:

- Market completeness: A complete market is one in which any and all identifiable payoffs may be obtained by trading the securities available in the market. This is a desirable characteristic of a financial market, because it helps market participants maximize their welfare by enabling them to fulfill their trading needs.

- Trading efficiency: Traders may find trading financial derivatives more attractive than trading the underlying security. Trading market index futures may be cheaper and easier than taking a position in a diversified portfolio, and interest rate futures may be a good substitute for a portfolio of Treasury securities. Derivative markets are frequently more liquid and offer lower transactions costs than the actual securities markets.



101) D
Forwards have default risk. The seller may not deliver, and the buyer may not accept delivery. 

In addition to the characteristics listed above, forward contracts are usually not regulated.



102) C

Margin can be posted in cash, bank letters of credit, or T-bills. 



103) A
Most options throughout the world are American. A call writer who deposits shares of the underlying stock has written a covered call. An open call position can be closed before expiration by selling call options on the underlying stocks. 



104) B

In a currency swap, interest payments are made without netting. Full interest payments are exchanged at each settlement date. Currency swap counterparties actually exchange notional principal because the motivation of the parties is to receive foreign currency. 

In interest rate swaps, there is no need to actually exchange the notional amount, since the notional principal swapped is the same for both counterparties and in the same currency units. Net interest is paid by the one who owes it at settlement dates. 

Swaps are a zero-sum game:  What one party gains, the other loses. 



105) C

EXPLANATIONS FOR INCORRECT ANSWERS: 

- The potential loss to the writer of a put  is limited to the stock price less the premium. 

- The potential loss to the writer of a call is the premium. 

- A put holder will exercise the put if the stock price is less than the strike price.  (When the stock's price (S) is equal to the strike price (X), a put option has no value and is said to be at the money.) 

  

THE TABLES AND INFORMATION BELOW PROVIDE MORE DETAILS ON PUTS AND CALLS: 

PUT OPTION: A put option gives its owner the right to sell an underlying good at a specified price for a specified period of time.  When the stock's price (S) is below the strike price (X), a put option has value and is said to be in the money. 

The table below summarizes the maximum loss and gain for the put writer/owner:

	
	Writer
	Owner

	Maximum Loss
	strike price - premium
	 limited to premium

	Maximum Gain
	limited to premium
	strike price - premium


Note: Trading put options is a zero-sum game. The buyer's profits = the writer's losses. 

  

CALL OPTION: A call option gives its owner the right to purchase an underlying good at a specified price for a specified period of time.  When the stock's price (S) is above the strike price (X), a call option has value and is said to be in the money.

The table below summarizes the maximum loss and gain for the call writer/owner:

	
	Writer
	Owner

	Maximum Loss
	unlimited
	premium

	Maximum Gain
	premium
	unlimited


Note: Trading call options is a zero-sum game. The long profits = the short losses. 

  



106) A

A reverse, or offsetting, trade in the futures market is how most futures positions are settled.  Since the other side of your position is held by the clearinghouse, if you make an exact opposite trade (maturity, quantity, and good) to your current position, the clearinghouse will net your positions out, leaving you with a zero balance. 

The other two, less common ways to get out of a futures position once you take it are: 
- Delivery: You can satisfy the contract by delivering the goods. Depending on the wording of the contract, delivery may be made by physically delivering the goods to the designated location or by making a cash settlement of any gains or losses. Deliveries represent less than one percent of all settlements. 

- Exchange for Physicals (EFP): Here, you find a trader with an opposite position to your own and deliver the goods and settle up between yourselves off the floor of the exchange (called an ex-pit transaction). This is the one exception to the Federal law that requires that all trades take place on the floor of the exchange. You must then contact the clearinghouse and tell them what happened. An exchange for physicals differs from a delivery in that: the traders actually exchanged the goods; the contract is not closed on the floor of the exchange; and the two traders privately negotiated the terms of the transaction.



107) D
75 percent in assets and hold each investment for at least 4 years. 



108) D

Investment companies are owned by individual investors. For example, individuals who purchase shares in a mutual fund are the "owners" of that fund.



109) D
Nominal interest rate = (1 + rr)(1 + inf)(1 + Risk premium)-1. The approximate nominal rate = rr + Inflation + Risk premium. In this problem there is no risk premium given so: 

NR = (1 + .03)(1 + .04) - 1 = 1.0712 - 1 = .0712 or 7.12% 

If you use the approximate method (rr + I), remember the correct answer is just a bit bigger than the sum of the rates. 7.12 > 7. 



110) B
Covariance = (1/n)(S (RX –ERX)(RY – ERY)) 

mean X = (7+9+10+10)/4 = 9; mean Y = (5+8+11+8)/4 = 8 

Cov = [(7-9)(5-8)+(9-9)(8-8)+(10-9)(11-8)+(10-9)(8-8)] / 4 = 2.25 



111) A
Portfolio B has a higher expected return than Portfolio C with a lower standard deviation. Portfolio A has a lower expected return than Portfolio B and C. 



112) B

Correlation coefficient formula, [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2
The correlation coefficient, r1,2, varies from + 1 to - 1. The smaller the correlation coefficient, the smaller σportfolio can be. If the correlation coefficient were - 1, it would be possible to make σportfolio go to zero by picking the proper weightings of W1 and W2.



113) A
7 + .9(11 – 7) = 10.6, but it is expected to yield 10%. It is overpriced, since it is expected to get less. 



114) C
APT = ER = Rfree + B1F1 + B2F2 + B3F3 + .... +BnFn 

ER = .05 + (2.5)(.02) + (2)(.03) = .05 + .05 + .06 = .16 



115) C
Rs = Rf + B(Rm - Rf) = .06 + (1)(.12 - .06) = .12 

If a stock's beta were to equal one, you would and should expect to get the market rate of return from purchasing that stock. 



116) D

If a stock falls on the security market line, it means that the stock is properly priced. An investor may still want to own the stock because of its contribution to the overall make-up (risk/return) of her portfolio.



117) D



118) C

Investment objectives vary over the investor's life cycle. The spending phase begins with retirement. Earnings years have concluded and the time horizon shortens. In the spending phase, protection for assets is sought. You are looking for low risk investments. However, some risk must still be taken to protect the investor against inflation. 

Pension funds receive funds and invest them for future distribution to the pension beneficiaries. There are two basic types of pensions. Defined contribution plans are those in which the employer deposits a fixed contribution in the employee’s name with the fund manager. The employee directs how the funds will be invested. Here the employee bears all investment risk. Defined benefit plans are those in which the employer promises the employee a specific income stream upon retirement. Here the employer bears all reinvestment risk. Liquidity and time horizon considerations of a defined benefit plan are a function of the age of the employees and their turnover rate. However, the typical pension fund has a long investment horizon and low liquidity needs. Both defined contribution and defined benefit plans are tax exempt and governed at the federal level through the Employee Retirement Income Security Act, ERISA. 



119) C
Nominal rate = real rate + inflation premium + risk premium 

12 = 4 + 3 + RP, RP = 5 



120) A
(.30)2(.30)2 + (.70)2(.18)2 + 2(.3)(.7)(.30)(.18)(.4) = 0.03305.

0.03305.5 = 0.1818 or 18.18%. 
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Question: 1 - 28628 

To fulfill your obligation to inform your employer that they need to comply with AIMR's Code and Standards, you: 

	A)
	all of these choices are correct.

	B)
	can notify your employer of their obligation via e-mail.

	C)
	need not inform them if they have publicly adopted the Code and Standards as part of their policy.

	D)
	must inform your immediate supervisor, in writing, of your obligation to comply with the Code and Standards.




Question: 2 - 29147 

There are several procedures to adopt in order to comply with Standard IV(B3), Fair Dealing. All of the following are procedures the firm should employ EXCEPT:
	A)
	establish rules about employee trading activities.

	B)
	maintain a list of clients and their holdings.

	C)
	require clients to "check in" with management at least once per week to facilitate simultaneous dissemination of information regarding recommendations.

	D)
	develop trade allocation procedures.




Question: 3 - 29152 

According to the Code and Standards, a member is a "beneficial owner" if the member has all of the following EXCEPT: 

	A)
	a direct or indirect pecuniary interest in the securities.

	B)
	the power to vote or direct the voting of the shares of the securities or investments.

	C)
	the power to approve and veto changes that affect shareholder wealth. 

	D)
	the power to dispose of or direct the disposition of the security or investment.




Question: 4 - 29156 

Sue Johnson, CFA, has an elderly client with a very large asset base. The client intends to start divesting her fortune to various charities. Sue is on the Board of the local United Way. Sue: 

	A)
	should not discuss anything regarding her client and her client's intentions with the local chapter of United Way in order to comply with Standard IV(B5), Preservation of Confidentiality. 

	B)
	can make this known to the United Way Board so that they can solicit the client, since the client intends to divest assets to charities in the future.

	C)
	should solicit the client herself, along with other Board members to get a larger contribution.

	D)
	can discuss her client's situation with United Way as long as she informs other local charities of her client's intentions in a timely fashion.




Question: 5 - 29160 

Jamie Pyles, a portfolio management trainee for a money management firm, is trying to create a client base. He phones prospective clients, telling them that he is a portfolio manager. He informs prospective clients that based on the last five years of performance of his firm, he can guarantee the client at least a 75% return. He informs them that his firm can provide all of the services that they will ever need. What is the minimum number of misrepresentations Jamie has made to the prospective clients in violation of Standard IV(B6), Prohibition against Misrepresentation. 

	A)
	5.

	B)
	2.

	C)
	3.

	D)
	0.




Question: 6 - 29162 

An analyst is allowed to trade on information that he has predicted, such as a corporate action or event, using perceptive assembly and analysis of material public information or nonmaterial, non-public information. This is called the: 

	A)
	mosaic theory. 

	B)
	deduction theory.

	C)
	assessment theory.

	D)
	creation theory.




Question: 7 - 29203 

Peter Vos, CFA, is a friend and golf partner of Bill Walters, the CEO of Jupiter, Inc. While golfing one day, Bill mentions that there is a tender offer on Jupiter but no one knows yet. Which of the following statements regarding this scenario is FALSE? 

	A)
	Peter Vos is allowed to trade on the information since it came from a reliable source, Bill Walters, CEO. 

	B)
	Bill Walters, CEO, is breaching his fiduciary responsibility by revealing to Peter the information regarding the tender offer.

	C)
	Information about a tender offer is non-public, material information.

	D)
	Peter cannot trade on this information and if he does, he will be violating Standard V(A), Prohibition against Use of Material, Non-public Information.




Question: 8 - 29206 

Which of the following statements regarding Standard V(A), Prohibition Against Use of Material, Non-public Information, is FALSE? 

	A)
	Material, non-public information regarding a tender offer may not be traded on.

	B)
	If you receive the information in a public forum, it has been disseminated, and you can trade on it.

	C)
	If you figure the information via deductive reasoning, via the mosaic theory, you can use it.

	D)
	Information received from an insider who is not breaching his fiduciary responsibility may not be traded on. 




Question: 9 - 29208 

All of the following are major proxy issues EXCEPT: 

	A)
	corporate Governance.

	B)
	takeover defense and related actions.

	C)
	compensation plans.

	D)
	election of internal auditors. 




Question: 10 - 29209 

All of the following activities might constitute a violation of Standard III(B), Duty to Employer, EXCEPT: 

	A)
	conspiracy to bring about a mass resignation of other employees.

	B)
	self-dealing, taking the employer's property or information.

	C)
	consulting on your own time and obtaining written permission from your employer and the party you'll be consulting with. 

	D)
	contacting your current clients and asking them to "come with you" when you resign from your current employer.




Question: 11 - 29211 

Sally Prospect has contracted to do some consulting on the side to earn some extra income to take her family on a ski vacation. She lets her boss know this over lunch one afternoon. Sally is: 

	A)
	not in compliance because according to the AIMR Code and Standards, taking up an independent practice is strictly forbidden.

	B)
	not in compliance with Standard III(B), Duty to Employer, because she failed to get written permission from her employer.

	C)
	in compliance with Standard III(B), because she informed her employer that she was going to do consulting work.

	D)
	not in compliance because the she only informed her boss, but not the CEO and Board of the firm.




Question: 12 - 29212 

With respect to Standard IV(A), Investment Process, members shall do all of the following EXCEPT: 

	A)
	maintain appropriate records to support the reasonableness of recommendations or actions.

	B)
	make reasonable and diligent efforts to avoid any material misrepresentation in any research report or investment recommendation.

	C)
	exercise diligence and thoroughness in making investment recommendations or in taking investment action.

	D)
	quickly inform the injured party(s) when a material misrepresentation has been made.




Question: 13 - 29213 

Tara Bailey was a very strong proponent of Biloxi, Inc. due to a friendship with its founder. She has let her positive feelings for the firm color her research report and has allowed her optimism to be translated into certainty. She has violated all of the following standards EXCEPT: 

	A)
	IV(B1), Fiduciary Duties.

	B)
	III(C), Disclosure of Conflicts to Employer.

	C)
	IV(A1), Reasonable Basis and Representations.

	D)
	IV(A3), Independence and Objectivity.




Question: 14 - 29214 

James Copley, a pension fund manager and a CFA charterholder, has an agreement with a brokerage firm that gives him lower transactions costs on his personal brokerage account along with the firm’s research reports in exchange for directing trades their way. He is violating which of the following standards? 
	A)
	Standard IV(A1), Reasonable Basis and Representations.

	B)
	Standard IV(B1), Fiduciary Duties.

	C)
	Standard IV(A2), Research Reports.

	D)
	Standard IV(B2), Portfolio Investment Recommendations and Actions.




Question: 15 - 29215 

Procedures for compliance with Standard IV(B2), Portfolio Investment Recommendations and Actions, include determining all of the following with respect to a client EXCEPT: 

	A)
	social habits and interests.

	B)
	return objectives.

	C)
	risk tolerances.

	D)
	liquidity needs.




Question: 16 - 29216 

A portfolio manager must determine the client’s constraints, which may include all of the following EXCEPT the client’s: 

	A)
	liquidity needs.

	B)
	time horizon.

	C)
	mortgage payment.

	D)
	tax considerations.




Question: 17 - 29217 

Which of the following statements regarding Standard V(A), Prohibition Against Use of Material, Non-public Information, is FALSE? 
	A)
	If an analyst figures out on her own information that is material, non-public information, she may not trade on that information.

	B)
	Information received in a public forum may be traded on.

	C)
	Information gained through deductive reasoning by the analyst may be traded on.

	D)
	Private information dealing with tender offers may not be traded on.




Question: 18 - 29218 

In research reports, members shall do all of the following EXCEPT: 

	A)
	use reasonable judgment.

	B)
	distinguish between fact and fiction.

	C)
	tailor the research reports for the individual clients.

	D)
	indicate the basic characteristics of the investment.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18906 

Which of the following statements about the arithmetic mean is FALSE? 

	A)
	If the distribution is skewed to the left then the mean will be greater than the median.

	B)
	The arithmetic mean is the only measure of central tendency where the sum of the deviations of each observation from the mean is always zero.

	C)
	The arithmetic mean of a frequency distribution is equal to the sum of the class frequency times the midpoint of the frequency class all divided by the number of observations.

	D)
	All interval and ratio data sets have an arithmetic mean.




Question: 20 - 18909 

There is a 30 percent chance that the economy will be good and a 70 percent chance that it will be bad. If the economy is good, your returns will be 20 percent and if the economy is bad, your returns will be 10 percent. What is your expected return? 

	A)
	15%.

	B)
	13%.

	C)
	17%.

	D)
	18%.




Question: 21 - 18910 

Which of the following statements is FALSE? 

	A)
	The coefficient of variation = (mean / standard deviation)(100).

	B)
	Variance equals the sum of the squared deviation from the mean times the probability that that deviation will occur.

	C)
	If investors are risk averse, they will expect to receive greater returns for holding riskier investments than for safer investments.

	D)
	The standard deviation equals the square root of the variance.




Question: 22 - 18911 

The mean return of a portfolio is 10 percent and its standard deviation is 2 percent. Which of the following statements about this distribution are FALSE? The probability of receiving a return: 

	A)
	of less than 6% is .025.

	B)
	in excess of 8% is .16.

	C)
	between 6% and 14% is .95.

	D)
	between 8% and 14% is .815.




Question: 23 - 28626 

Which of the following statements is FALSE? 

	A)
	In a binomial distribution each observation has only two possible outcomes that are mutually exclusive.

	B)
	A probability distribution is a listing of all the outcomes of an experiment and the probability associated with each of these outcomes.

	C)
	The mean and variance of a Poisson distribution are equal.

	D)
	The Poisson distribution is the limiting form of the normal curve where n is small and p is large.




Question: 24 - 28627 

You borrow $15,000 to buy a car. The loan is to be paid off using 12 percent over 5 years. What will the monthly car payments be? 

	A)
	$456.

	B)
	$546.

	C)
	$334.

	D)
	$680.




Question: 25 - 29085 

Claude Bellow, CFA, is an analyst with a real-estate focused investment firm. Today, one of the partners e-mails Bellow the following table and requests that he “run some numbers.” The table below gives five years of annual returns for Marley REIT (real estate investment trust) and a large urban apartment building. Marley REIT invests in commercial properties. (Note: For this question, calculate the mean returns using the arithmetic mean.)

	Table 1:  Annual returns (in %)

	Asset
	
	
	
	
	

	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	

	Marley REIT
	15.0
	8.0
	13.0
	9.0
	13.0

	Apartment Bldg
	10.0
	-1.0
	8.0
	8.0
	9.0


One of the office assistants begins to “run some numbers,” but is then called away to an important meeting. So far, the assistant calculated the variance of the apartment building returns at 15.76%. (He assumed that the returns given represent the entire population of returns.) Now, Bellow must finish the work. 

Bellow should conclude that the standard deviation of the:
	A)
	apartment building, if the given returns represent a sample of returns, is 19.70%.

	B)
	REIT, assuming the given returns represent the entire population, is 2.97%.

	C)
	apartment building, if the given returns represent a sample of returns, is 4.44%.

	D)
	REIT, assuming the given returns represent a sample of returns, is 7.04%.




Question: 26 - 29342 

If the present value of a 30-year, ordinary annuity cash flow stream is $600,000 and the investor’s opportunity cost of capital is 6%, what must the annual, end of the year payment be? 

	A)
	$41,122.02.

	B)
	$36,000.00.

	C)
	$46,204.71.

	D)
	$43,589.35.




Question: 27 - 29343 

Find the present value of the following uneven cash flow stream.  Assume end of the year payments.  The discount rate is 12%.
	Yr 1
	-2,000

	Yr 2
	-3,000

	Yr 3
	6,000

	Yr 4
	25,000

	Yr 5
	30,000


	A)
	$58,164.58.

	B)
	$33,004.15.

	C)
	$36,964.65.

	D)
	$65,144.33.




Question: 28 - 29344 

Find the future value of the following uneven cash flow stream.  Assume end of the year payments.  The discount rate is 12%.
	Yr 1
	-2,000

	Yr 2
	-3,000

	Yr 3
	  6,000

	Yr 4
	25,000

	Yr 5
	30,000


	A)
	$58,164.58.

	B)
	$33,004.15.

	C)
	$36,964.65.

	D)
	$65,144.33.




Question: 29 - 29345 

If the standard deviation of returns of Stock A is 10.04% and the standard deviation of returns of Stock B is 2.05% and the covariance between the two stocks is 0.00109, what is the correlation coefficient between the two stocks? 

	A)
	0.5296.

	B)
	0.6556.

	C)
	0.7658.

	D)
	0.4587.




Question: 30 - 18576 

Which of the following statements about the standard error of estimate is FALSE? The standard error of estimate: 

	A)
	measures the Y variable's variability that is not explained by the regression equation.

	B)
	measures the distance of the Y variables from the values projected by the regression line.

	C)
	is the square root of the sum of the squared deviations from the regression line divided by n-2.

	D)
	is the square of the coefficient of determination.




Question: 31 - 18577 

Which of the following statements about confidence intervals is FALSE? 

	A)
	Confidence and prediction intervals are used to test the quality of predictions using the regression equation.

	B)
	The confidence interval is wider than the prediction interval.

	C)
	Confidence intervals are boundaries about the entire regression line while prediction intervals are boundaries about a specific dependent variable.

	D)
	A confidence interval is a + or - band about the regression line estimation. You can say with the selected degree of confidence that the actual value will fall within these boundaries.




Question: 32 - 28622 

What is the following hypothesis? 

Null H0: B = 0 

Alt HA: B > 0 

	A)
	two tailed test.

	B)
	multidirectional test.

	C)
	improperly worded hypothesis.

	D)
	one tailed test.




Question: 33 - 28623 

Which of the following statements about the correlation coefficient is FALSE? 

	A)
	The correlation coefficient can vary between -1 and +1.

	B)
	If the correlation coefficient is negative it indicates that the regression line has a negative beta.

	C)
	If the regression line is flat and the observations are dispersed uniformly about the line the correlation coefficient will be + 1.

	D)
	The correlation coefficient describes the strength of the relationship between the X variable and the Y variable.




Question: 34 - 28624 

Which of the following statements is FALSE? 

	A)
	1 - R2 is the percent of Y's variability that is unique to the Y variable.

	B)
	When the coefficient of determination is high (close to 1) it proves that there is a causal relationship between the X and Y variables.

	C)
	The coefficient of determination is the square of the correlation coefficient.

	D)
	A high R2 indicates that most of the independent variable's variability is explained by the regression equation.




Question: 35 - 28625 

Given the following regression statistics:
· X is equal to 10 

· The Y-intercept is 2 

· The slope coefficient is 3 

· The standard error of the estimate is 2 

· The coefficient of determination is .6 

What is the projected value of Y?
	A)
	8.

	B)
	20.

	C)
	24.

	D)
	32.




Question: 36 - 29346 

Given a mean of 10% and a standard deviation of 14%, what is a 95% confidence interval for the return next year? 

	A)
	-17.44% to 37.44%.

	B)
	-4.00% to 24.00%.

	C)
	-17.00% to 38.00%.

	D)
	-12.56% to 25.44%.




Economics - 14 Questions - 21 minutes



Question: 37 - 12365 

Keynesian countercyclical budget policy suggests that: 

	A)
	a budget deficit is needed if the full-employment level of income is less than the current equilibrium level of income.

	B)
	a budget deficit is needed if current output is less than the economy's long-run, full employment equilibrium.

	C)
	the budget should always be in balance.

	D)
	a budget deficit should be planned during an inflationary boom.




Question: 38 - 28594 

The velocity of money is the: 

	A)
	rate at which the price index for consumer goods rises.

	B)
	output expansion multiple of government expenditures.

	C)
	number of times a dollar is taken out of the country during a year.

	D)
	average number of times a dollar is used to purchase goods and services.




Question: 39 - 29324 

Which of the following actions by the Federal Reserve would NOT be considered part of expansionary policy? 

	A)
	Raising the reserve requirement.

	B)
	Lowering the discount rate.

	C)
	Lowering the reserve requirement

	D)
	Buying government securities.




Question: 40 - 28595 

Which of the following statements are TRUE? 

	A)
	All of these choices are correct.

	B)
	Given the assumptions of the competitive model, allocative efficiency would be present if all markets were in long run competitive equilibrium.

	C)
	A profit-maximizing firm will heed the desires of consumers, including the desires of consumers whom the owners of the firm have never met.

	D)
	In long run equilibrium, purely competitive firms will charge a price that is just equal to their minimum average total costs.




Question: 41 - 29055 

Which of the following statements about price takers and price searchers is TRUE? 

	A)
	In the long run, both price takers and price searchers maximize profits at the quantity corresponding to the minimum point on the average total cost curve (ATC).

	B)
	In the long run, both price takers and price searchers will have zero economic profits.

	C)
	Price takers maximize profits at the point Price = Marginal Revenue = Marginal Costs.

	D)
	The potential allocative inefficiency of a price searcher engaged in monopolistic competition includes the social cost of producing where P=MC. 




Question: 42 - 29326 

Movements along a demand curve result from changes in: 

	A)
	disposable income.

	B)
	the availability of substitutes.

	C)
	the price of the good.

	D)
	demographics such as the number of consumers.




Question: 43 - 29327 

Which of the following is an example of the law of diminishing marginal utility? 

	A)
	You eat an apple, a sandwich and a glass of milk for lunch.

	B)
	You decide to get gas for your car later in the week in case the price drops a bit.

	C)
	After three orders of french fries you decide an apple would be better than a fourth order of fries.

	D)
	You take the bus to work instead of your car to lower your expenses for the week.




Question: 44 - 29329 

All of the following market and product features define monopolistic competition EXCEPT: 

	A)
	sellers produce a differentiated product.

	B)
	the market has low barriers to entry.

	C)
	demand is highly elastic.

	D)
	there are a small number of independent sellers.




Question: 45 - 12825 

The law of comparative advantage states that: 

	A)
	a nation can gain from trade even if its trading partners are low-wage countries.

	B)
	specialization and exchange will permit trading partners to maximize their joint output.

	C)
	all of these choices are correct.

	D)
	a nation can gain from trade even when it is at an absolute disadvantage in the production of all goods.




Question: 46 - 28596 

If the exchange rate value of the Guilder goes from $.50 to $.60, then the Guilder has: 

	A)
	depreciated and the Dutch will find U.S. goods cheaper.

	B)
	appreciated and the Dutch will find U.S. goods more expensive.

	C)
	depreciated and the Dutch will find U.S. goods more expensive.

	D)
	appreciated and the Dutch will find U.S. goods cheaper.




Question: 47 - 28597 

Which of the following statements are TRUE? 

	A)
	If the DEM goes from 2 DEM/USD to 1.75 DEM/USD the dollar has appreciated.

	B)
	Standard interbank dealer quotes are foreign currency over the U.S. dollar.

	C)
	The ask price (DEM / USD) is what the bank will sell a DEM for.

	D)
	The bid price (DEM / USD) is what the bank will buy a DEM for.




Question: 48 - 28598 

Which of the following statements about exchange rates are TRUE? 

	A)
	Given the bid ask spread between francs and dollars is 6.0000-25, and the bid ask spread between marks and dollars is 2.0000-15, then the bid ask spread between francs and marks is 2.875-2.934.

	B)
	A bid of 8.000 pesos/dollar, means the bank will sell you a dollar for 8 pesos.

	C)
	Spot exchange rates, forward exchange rates, and interest rates are only loosely linked.

	D)
	The bid ask spread is a function of breadth, depth, and volatility of the market for a currency.




Question: 49 - 29060 

One year ago, the Canadian Dollar (CAD) was quoted at Australian Dollar (AUD) 0.79800. Today, the CAD is trading at AUD 0.82400. Assume that Canada and Australia are trading partners. Which of the following statements is most accurate? Over the past year, the Canadian: 

	A)
	government recently undertook an unanticipated expansionary fiscal policy action.

	B)
	real interest rate decreased (relative to Australia's real interest rate).

	C)
	economy grew at a faster rate than the Australian economy.

	D)
	government undertook an unanticipated expansionary monetary policy action.




Question: 50 - 29073 

Calvin Gooden, an assistant economist with the World Bank, is a member of a Level 1 CFA study group. Most of the members of his group do not have an economics background and are frustrated with the material on comparative advantage. Gooden devises the following question to help them study. The table below gives the prices of four goods (jeans, wine, cheese, and LCD screens) in France and the United Kingdom (U.K.). Gooden tells the group to assume that the current exchange rate is €1.5 / £1.0.
	Good

	France (in €)
	United Kingdom (in £)

	Jeans
	42
	26

	Wine
	18
	14

	Cheese
	5
	3

	LCD Screens
	85
	50


Acting to minimize costs, French consumers will purchase:
	A)
	French wine and cheese and British jeans and LCD screens.

	B)
	British jeans and cheese and French wine and LCD screens.

	C)
	British wine and French jeans, cheese, and LCD screens.

	D)
	French wine and British jeans, cheese, and LCD screens.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 28612 

If a company recognizes revenue faster than justified, which of the following best describes whether accounts receivable, inventory, and retained earnings are overstated or understated, respectively?
	A)
	Understated, understated, understated.

	B)
	Overstated, overstated, overstated.

	C)
	Understated, understated, overstated.

	D)
	Overstated, understated, overstated.




Question: 52 - 29435 

Ultimate Furniture, Inc. is a manufacturer of unique specialty furniture. Its products are sold to wholesalers who are invoiced 15 days after delivery. The wholesalers have the right to return unsold items within six months of delivery for a full refund of the invoice price. Ultimate Furniture sold furniture to Johnson Furniture Store for $100,000, which was both sold and delivered in September 2001. The furniture was invoiced in October 2001 and payment was received in December 2001.

Ultimate Furniture should recognize $100,000 of revenue in: 
	A)
	September 2001.

	B)
	March 2002.

	C)
	October 2001.

	D)
	December 2001.




Question: 53 - 29436 

Embassy Corp. purchased a milling machine on June 30, 1998, for $6,600,000. The machine was being depreciated using the straight-line method over five years until January 1, 2001, when the total useful life was revised downward to four years and the salvage value was changed from $600,000 to $300,000

Depreciation Expense related to this machine as shown on Embassy’s income statement for the year ended December 31, 2001, is: 
	A)
	$2,000,000.

	B)
	$2,200,000.

	C)
	$1,800,000.

	D)
	$1,200,000.




Question: 54 - 29437 

Copper, Inc. initially issued 100,000 shares of $1 par value stock for $500,000 in 1998. In 2000 the company repurchased 10,000 shares for $100,000. In 2001, 5,000 of the repurchased shares were resold for $80,000.

In its balance sheet dated December 31, 2001 Copper, Inc.’s Treasury Stock account shows a balance of: 
	A)
	$0.

	B)
	$20,000.

	C)
	$50,000.

	D)
	$100,000.




Question: 55 - 29438 

Timber Corp., a logging company, contracted with Woodhouse, Inc. to provide lumber for Woodhouse’s building operations for a three-year period beginning in 2001. The total contract is for $60 million and Timber’s costs are expected to be $45 million. Because the costs cannot be reliably estimated, Timber elected to use the completed contract method to account for this contract.

In 2001, Timber incurred costs of $15 million, issued advance billings of $25 million, and collected $22 million in cash from the advance billing.

Timber Corp.’s balance sheet for the year ended December 31, 2001, shows a balance of: 
	A)
	$5 million in the Net Advance Billings liability account.

	B)
	$3 million in the Net Advance Billings liability account.

	C)
	$5 million in the Net Construction-in-Process asset account.

	D)
	$10 million in the Net Advance Billings liability account.




Question: 56 - 29439 

Each of the following is included in Horizon Company’s cash flows from operations (CFO) EXCEPT: 

	A)
	income taxes paid on Horizon's reacquisition of treasury stock at a gain.

	B)
	income taxes paid on a gain on sale of equipment by Horizon.

	C)
	principal payments received on a loan to a purchaser of used equipment from Horizon Company.

	D)
	advance payments received in the first year of a multi-year construction contract in excess of the cost of the contract to date.




Question: 57 - 29440 

Capital Corp.’s activities in the year 2001 included the following:
· At the beginning of the year, Capital purchased a cargo plane from Aviation Partners for $10 million in a transaction consisting of $2 million cash, $3 million in Capital Corp. bonds and $5 million in Capital Corp. preferred stock. 
· Interest of $150,000 was paid on the bonds, and dividends of $250,000 were paid on the preferred stock. 
· At the end of the year, the cargo plane was sold for $12,000,000 cash to Standard Company.  Proceeds from the sale were used to pay off the $3 million in bonds held by Aviation Partners. 
On Capital Corp.’s Statement of Cash Flow for the year ended December 31, 2001, cash flow from investments (CFI) related to the above activities is:

	A)
	$9,750,000.

	B)
	$6,750,000.

	C)
	$6,600,000.

	D)
	$10,000,000.




Question: 58 - 14649 

Return on equity equals: 

	A)
	(sales/Equity)(EAT/Sales).

	B)
	(after tax profit margin)(Total asset turnover)(Assets to equity).

	C)
	[(pre-interest Profit margin)(asset turnover) - (interest expense)](leverage)(tax retention).

	D)
	all of these choices are correct.




Question: 59 - 29441 

Comparative income statements for E Company and G Company for the year ended December 31, 2001, show the following (in $ millions):
	 
	E Company
	G Company

	Sales
	70
	90

	Cost of Goods Sold
	(30)
	(40)

	  Gross Profit
	40
	50

	Sales and Administration
	 (5)
	(15)

	Depreciation
	 (5)
	(10)

	  Operating Profit
	30
	25

	Interest Expense
	(20)
	 (5)

	  Earnings Before Taxes
	10
	20

	Income Taxes
	 (4)
	 (8)

	  Earnings after Taxes
	 6
	12


The financial risk of E Company, as measured by the interest coverage ratio, is:
	A)
	higher than G Company's because its interest coverage ratio is less than G Company's, but at least one-third of G Company's. 

	B)
	higher than G Company's because its interest coverage ratio is less than one-third of G Company's.

	C)
	lower than G Company's because its interest coverage ratio is more than G Company's but less than three times G Company's. 

	D)
	lower than G Company's because its interest coverage ratio is at least three times G Company's. 




Question: 60 - 29442 

When the external liquidity of a company’s shares is generally improving, which of the following conditions is NOT present? The: 

	A)
	market value of the outstanding securities is growing.

	B)
	trading turnover is increasing.

	C)
	total market value of the shares is increasing.

	D)
	size of the bid-ask spread is growing.




Question: 61 - 29443 

Selected financial data for Alabama Corp. for the year ended December 31, 2001, was as follows (in $ millions): 

	 
	2000
	2001

	Retained Earnings at January 1
	120 
	200 

	Net Income for the year
	215 
	240 

	Preferred Stock Dividends
	(25)
	(50)

	Common Stock Dividends
	(110)
	(130)

	  Retained Earnings at December 31
	200 
	260 


Alabama Corp.’s average common equity was $800 million in 2000 and $860 million in 2001.  Alabama’s return on common equity in 2001:

	A)
	decreased by less than 1 percentage point as compared to 2000.

	B)
	increased by less than 1 percentage point as compared to 2000.

	C)
	increased by at least 1 percentage point as compared to 2000.

	D)
	decreased by at least 1 percentage point as compared to 2000.




Question: 62 - 29444 

Connecticut, Inc.’s stock transactions during the year 2001 were as follows:

· January 1                      360,000 common shares outstanding. 

· April 1                           1 for 3 reverse stock split. 

· July 1                            60,000 common shares issued. 

When computing for earnings per share (EPS) computation purposes, what is Connecticut’s weighted average number of shares outstanding during 2001?
	A)
	210,000.

	B)
	140,000.

	C)
	270,000.

	D)
	150,000.




Question: 63 - 29445 

Selected information from Ebony, Inc.’s financial activities in the year 2001 is as follows:

· Net income was $1,200,000. 

· 870,000 shares of common stock were outstanding on January 1. 
· The average market price per share was $6 in 2001. 
· Dividends were paid in 2001. 
· 8,000 shares of seven percent $200 par value preferred shares, convertible into common shares at a rate of 20 common shares for each preferred share, were outstanding for the entire year. 
· 1,000 warrants, which allow the holder to purchase 100 shares of common stock for each warrant held at a price of $8.00 per common share, were outstanding for the entire year. 
Ebony, Inc.’s Diluted earnings per share (Diluted EPS) for 2001 is closest to: (If there are no dilutive securities, use basic EPS.)
	A)
	$1.25.

	B)
	$1.33.

	C)
	$1.17.

	D)
	$1.12.




Question: 64 - 29446 

Orange Company’s net income for 2001 was $7,600,000 with 2,000,000 shares outstanding. The average share price in 2001 was $55. Orange had 10,000 shares of eight percent $1,000 par value convertible preferred stock outstanding since 2000. Each preferred share was convertible into 20 shares of common stock.

Orange Company’s diluted earnings per share (Diluted EPS) for 2001 is closest to: 
	A)
	$3.45.

	B)
	$3.80.

	C)
	$3.40.

	D)
	$3.25.




Question: 65 - 14820 

During periods of rising prices: 

	A)
	LIFO COGS > Weighted Average COGS > FIFO COGS.

	B)
	LIFO COGS < Weighted Average COGS < FIFO COGS.

	C)
	LIFO COGS = Weighted Average COGS = FIFO COGS.

	D)
	LIFO COGS > Weighted Average COGS < FIFO COGS.




Question: 66 - 14822 

Which of the following is a result of a firm using LIFO in periods of rising prices and stable or increasing inventory quantities? Taxes and cash flows, respectively, will be: 

	A)
	higher, higher.

	B)
	lower, lower.

	C)
	lower, higher.

	D)
	higher, lower.




Question: 67 - 28613 

Two growing firms are identical except that Firm A capitalizes whereas Firm B expenses costs for long-lived resources over time. For these two firms, which of the following financial statement effects is/are generally FALSE? 

	A)
	Firm A will show a less volatile pattern of reported income than Firm B.

	B)
	Firm A will show a more volatile pattern of return on assets than Firm B.

	C)
	Firm A will show higher cash flows from operations than Firm B.

	D)
	None of these choices are false.




Question: 68 - 28614 

Which of the following statements about depreciation is FALSE? 

	A)
	To account for the purchase of a machine, a company may use either SL or the SYD depreciation. Return on investment for the machine will initially be higher under SL than under SYD.

	B)
	A company acquires a machine with an estimated ten-year service life. If the company uses the sum-of-the-year's-digits (SYD) depreciation method instead of the SL method its income will be higher in the tenth year.

	C)
	Accelerated depreciation methods tend to increase both net income and stockholders' equity when compared with the straight-line method.

	D)
	Straight-line depreciation (SL) introduces a built-in increase in return on investment over the asset's life.




Question: 69 - 29447 

In a period of rising prices and stable or increasing inventory quantities, use of the first in, first out (FIFO) inventory cost flow assumption results in all of the following EXCEPT: 

	A)
	higher earnings before taxes than under last in, first out (LIFO).

	B)
	higher earnings after taxes than under last in, first out (LIFO).

	C)
	lower inventory balances than under last in, first out (LIFO).

	D)
	higher working capital than under last in, first out (LIFO).




Question: 70 - 29448 

Selected information from Mendota, Inc.’s financial statements for the year ended December 31, 2001, includes the following (in $):
	Sales
	7,000,000

	Cost of Goods Sold
	5,000,000

	LIFO Reserve on Jan. 1  
	600,000

	LIFO Reserve on Dec. 31
	850,000


Mendota uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate is 40 percent.  If Mendota changed from LIFO to first in, first out (FIFO), the gross profit margin would:
	A)
	increase from 28.6 percent to 30.0 percent.

	B)
	increase from 28.6 percent to 40.1 percent.

	C)
	remain unchanged at 28.6 percent.

	D)
	increase from 28.6 percent to 32.1 percent.




Question: 71 - 29449 

Zanzibar Corp. incurs interest costs of $1 million in 2000 and $1.5 million in 2001 constructing a new factory facility for its operations.  In Zanzibar’s financial statements for the years ended December 31, 2000, and 2001, the interest cost is capitalized.  The building is not placed in service until 2002.
Other information from the 2001 financial statements is as follows (in $ millions):
	Interest Expense
	3.0

	Income Tax Expense
	0.0

	Net Income
	9.0


Ignoring income taxes, if the construction interest is expensed, Zanzibar’s interest coverage ratio in 2001 will:
	A)
	decrease from 4.0 to 2.7 times.

	B)
	decrease from 4.0 to 2.0 times.

	C)
	decrease from 3.0 to 2.0 times.

	D)
	increase from 3.0 to 8.0 times.




Question: 72 - 29450 

Accounting depreciation is based on the concept that provisions must be made for an asset’s replacement. However, accounting depreciation often falls short of true economic depreciation. The following factors all hinder the ability of accounting depreciation to approximate true economic depreciation EXCEPT: 

	A)
	depreciable basis being limited to historical cost.

	B)
	accelerated depreciation methods.

	C)
	difficulty predicting assets' useful life accurately.

	D)
	the effects of inflation.




Question: 73 - 29451 

Selected information from Jason Corp.’s financial statements for the year ended December 31, 2001, is as follows (before considering the asset write-down)(in $):
	Sales
	27,000,000 

	Cost of Goods Sold
	(15,000,000)

	  Gross Profit
	12,000,000 

	Depreciation Expense
	(5,000,000)

	Other Expenses
	(1,000,000)

	  Operating Income (EBIT)
	6,000,000 

	Interest Expense
	(1,000,000)

	Income Taxes Expense
	(2,000,000)

	  Net Income
	3,000,000 


Jason Corp. has a permanently impaired asset that must be written down from its carrying value of $5,000,000 to its present value of future cash flows of $3,500,000.  The asset’s salvage value is $1,000,000.  As a result of the write-down, Jason’s operating profit margin will be:
	A)
	reduced from 22.2 percent to 18.5 percent.

	B)
	reduced from 22.2 percent to 16.7 percent.

	C)
	unchanged.

	D)
	reduced from 22.2 percent to 14.2 percent.




Question: 74 - 28615 

Which of the following statements about leasing is FALSE? 

	A)
	The interest rate implicit in a lease is the discount rate that the lessor used to determine the lease payments.

	B)
	When a sale leaseback represents substantially the entire asset any profit from the sale must be deferred and amortized over the life of the lease.

	C)
	If it is determined that the lessor is only financing the purchase of an asset the capital lease is considered to be a direct financing lease. In this case gross profits must be recognized at the inception of the lease.

	D)
	Firms that capitalize their leases will have lower current ratios and higher debt to equity ratios than firms that treat the leases as operating leases.




Question: 75 - 28616 

The following information is regarding a plane being leased:
· The lease is a 10-year capital lease with annual payments of $500,000 

· There is a guaranteed residual value of $600,000 at the end of the lease 

· The present value of the lease discounted at the appropriate interest rate (10%) is $3,600,000 

· The company uses the straight-line depreciation method 

In the first year, the reported lease related expense is:
	A)
	0.

	B)
	$660,000.

	C)
	$300,000.

	D)
	$600,000.




Question: 76 - 29452 

Dalrymple, Inc. has operations in a country that taxes ordinary net income at a rate of 40 percent, has gains on the sale of long-term assets at 20 percent and exempts interest income from any taxation.  For the year ended December 31, 2001, Dalrymple’s net income before taxes is derived from the following sources:

	Net Income from Ordinary Activities
	$2,000,000

	Net Income from Sale of Long-term Asset
	1,000,000

	Net Interest Income
	  1,000,000

	Net Income before Taxes
	4,000,000


On its Income Statement for the year ended December 31, 2001, Dalrymple should:
	A)
	apply an effective tax rate of 25 percent.

	B)
	show its income in different categories and apply the appropriate tax rate to each.

	C)
	apply an effective tax rate of 40 percent and add $600,000 to its deferred tax liability account.

	D)
	apply an effective tax rate of 40 percent and add $600,000 to its deferred tax equity account.




Question: 77 - 29453 

On December 31, 2001, Kringle Corp. sold a portion of its computer inventory on a four-year installment sale basis for a total of $10,000,000, with 25 percent paid on the date of the sale and the balance due in three equal annual installments. Kringle’s cost in the computer equipment was $6,000,000. The computers carry a two-year warranty estimated at $600,000. Kringle recognizes revenue at the point of sale and expense at the time of accrual. For tax reporting purposes, however, Kringle recognizes income when cash is received and is not permitted to recognize warranty expense until actual warranty expense is incurred. Kringle’s tax rate is 30 percent.

For the year ended December 31, 2001, Kringle should show, based on the above transaction, an increase in its tax-deferred: 
	A)
	liability account of $720,000.

	B)
	asset account of $720,000.

	C)
	liability account of $900,000 and an increase in its tax-deferred asset account of $180,000. 

	D)
	asset account of $900,000 and an increase in its tax-deferred asset account of $180,000.




Question: 78 - 29454 

On December 31, 2000, Newberg, Inc. issued 5,000 $1,000 face value seven percent bonds to yield six percent. The bonds pay interest semi-annually and are due December 31, 2007.

On its December 31, 2001, income statement, Newburg should record interest expense of: 
	A)
	$350,000.

	B)
	$316,448.

	C)
	$300,000.

	D)
	$309,344.




Question: 79 - 29455 

Sundial Manufacturing Company’s balance sheet includes the following as of December 31, 2001 (in $ millions):
	Accounts Payable
	14

	Long-term Bonds
	22

	Common Stock
	15

	Retained Earnings
	28

	  Total Liabilities and Equity
	79


If Sundial issues $10 million in convertible preferred stock, the total debt ratio will:
	A)
	decrease from 45.6 percent to 58.2 percent.

	B)
	decrease from 45.6 percent to 40.4 percent.

	C)
	decrease from 83.7 percent to 67.9 percent.

	D)
	be unchanged.




Question: 80 - 29456 

On December 31, 2000, Baxter Corp. executed a seven-year lease with annual payments of $300,000 for factory equipment.  

· The economic life of the equipment is 10 years. 

· Baxter has the option to purchase the equipment for its then-current fair market value at the end of the lease.  

· The interest rate implicit in the lease is seven percent. 

· Baxter Company’s incremental borrowing rate is eight percent. 

· The fair market value of the factory equipment on December 31, 2000, was $1,750,000. 

Treating the above transaction as an operating lease, Baxter’s income statement for the year ended December 31, 2001, is as follows:

	Sales
	$4,000,000 

	Cost of Goods Sold
	(2,200,000)

	  Gross Profit
	1,800,000 

	Depreciation
	(200,000)

	Lease Expense
	(300,000)

	Sales and Administration
	(500,000)

	  Operating Profit
	800,000 

	Interest Expense
	(200,000)

	Income Taxes
	(200,000)

	  Net Income
	$400,000 


Assuming Income Taxes are constant at $200,000 and after considering whether the factory equipment lease should be reclassified as a capital lease, Baxter’s operating profit margin ratio will:
	A)
	decrease from 20.0 to 27.5 percent.

	B)
	increase from 20.0 to 24.6 percent.

	C)
	increase from 20.0 to 21.7 percent.

	D)
	remain unchanged.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28619 

Which of the following statements are TRUE?
   I.    When calculating the cash flows for a project, you should include interest payments.
  II.    Cash flows that are classified as incremental are relevant to capital budgeting project analysis.
 III.    If an investment project would make use of property that the firm currently owns, the project should be charged with the opportunity cost (rental income) of the property.
IV.    Since capital budgeting is based on cash flows rather than net accounting income, changes in non-cash balance sheet accounts such as inventory are not relevant to the analysis.   
	A)
	I and III only.

	B)
	II and III only.

	C)
	III and IV only.

	D)
	I and IV only.




Question: 82 - 28620 

Which of the following statements about projects is FALSE? 

	A)
	If investors are not well diversified they may want management to concentrate more on project risk than on market (beta) risk.

	B)
	The pure play approach to risk analysis adjusts the project's cost of equity capital based on the average beta coefficients of existing firms similar to the project.

	C)
	The riskier the project's income stream, the higher the discount rate should be.

	D)
	Mutually exclusive projects should be analyzed using the internal rate of return method.




Question: 83 - 28621 

Which of the following statements about dividends is FALSE? 

	A)
	The bird-in-hand theory implies that investors prefer capital gains to current dividends.

	B)
	If a company has an established clientele who prefer large dividends the company is unlikely to adopt a residual dividend policy.

	C)
	If a firm follows a residual dividend policy, its dividend payout will tend to fall whenever the firm's investment opportunities improve.

	D)
	Current tax law encourages companies to pay low dividends to their shareholders.




Question: 84 - 28606 

Which of the following statements about how to construct an index is FALSE? 

	A)
	Select a representative sample of the market or sector to be measured.

	B)
	Determine the weighting to be given to each individual security in the sample.

	C)
	Determine the computational procedure to use to average the individual securities in the sample.

	D)
	Selecting a larger sample size is preferable to a smaller sample size.




Question: 85 - 28617 

Which of the following statements about estimating a company's profit margin is FALSE? 

	A)
	Analyze the firm's internal performance.

	B)
	Study the firm's relationship with its industry.

	C)
	Identify and evaluate the firm's specific competitive strategies.

	D)
	Determine the firm's sales estimate.




Question: 86 - 28618 

Which of the following is a bearish signal to a contrarian? 

	A)
	The OTC versus NYSE Volume Ratio is low.

	B)
	A high mutual funds cash to total assets position.

	C)
	A low CBOE put/call ratio.

	D)
	A large proportion of stock futures speculators are bearish.




Question: 87 - 13607 

Which of the following statements does NOT accurately describe a characteristic of an inverse floater? A floating-rate issue: 

	A)
	whose coupon rate will increase as market rates decrease and decrease as market rates increase.

	B)
	whose coupon is determined by subtracting a reference rate from some stated maximum rate.

	C)
	that has an implicit cap on the maximum coupon rate and typically includes a floor on the minimum coupon rate.

	D)
	that may, under certain circumstances, require the bondholder to make payments to the issuer.




Question: 88 - 28600 

The term structure of interest rate theory that says long term maturities have greater market risk than shorter maturities is called the: 

	A)
	liquidity premium theory.

	B)
	market segmentation theory.

	C)
	preferred habitat theory.

	D)
	pure expectations theory.




Question: 89 - 28604 

Which statement describes a premium bond? 

	A)
	Coupon rate > current yield > yield-to-maturity.

	B)
	Coupon rate > current yield < yield-to-maturity.

	C)
	Coupon rate = current yield = yield-to-maturity.

	D)
	Coupon rate < current yield < yield-to-maturity.




Question: 90 - 28605 

In the United States, an income bond not currently paying interest and a bond of the highest quality would be assigned the following quality ratings (by Standard & Poors), respectively:
	A)
	CI, AAA

	B)
	B, A

	C)
	D, AA

	D)
	F, AAA




Question: 91 - 28599 

The six-month spot rate is 4 percent and the 1 year annualized spot rate is 9 percent (4.5 on a semi annual basis). Based on the pure expectations theory of interest rates, what is the market projecting the six-month implied rate six months from now? 

	A)
	5%.

	B)
	4%.

	C)
	3%.

	D)
	6%.




Question: 92 - 28601 

An $850 bond has a modified duration of 8. If interest rates fall 50 basis points the bond's price will: 

	A)
	rise 22.50%.

	B)
	rise $4.00.

	C)
	fall $22.50.

	D)
	rise $34.00.




Question: 93 - 28602 

Convexity is important because: 

	A)
	it measures the volatility of non-callable bonds.

	B)
	the slope of the price yield curve is not linear.

	C)
	it can be used to indicate the optimal hedge ratio.

	D)
	the slope of the callable bond price/yield curve is backward bending at high interest rates.




Question: 94 - 28603 

A $1,000 par value, 10 percent semi-annual, 20-year debenture bond is currently selling for $1,100. What is this bond's current yield? 

	A)
	8.9%.

	B)
	9.1%.

	C)
	10.0%.

	D)
	10.5%.




Question: 95 - 29381 

An investor is interested in buying a 4-year, $1000 face value bond with a 7 percent semi-annual coupon rate. The bond is currently priced at $875.60. The cash value of each coupon is $35 and the first put price is $950 in 2 years. What is the yield to put? 

	A)
	14.38%.

	B)
	8.65%.

	C)
	10.37%.

	D)
	11.88%.




Question: 96 - 29382 

A bond analyst needs to calculate the discount margin on a semi-annual floater. The bond has 6 years to maturity and pays 150 basis points above LIBOR. LIBOR is currently 6 percent and the bond is trading for $975.00. What is the discount margin? 

	A)
	150 basis points.

	B)
	250 basis points.

	C)
	25 basis points.

	D)
	203 basis points.




Question: 97 - 29384 

Given the following yield curve, find the 2-period forward rate, 1 period from today. Z1 = 6.36 percent; Z2 = 7.23 percent; Z3 = 8.04 percent. 
	A)
	8.89%.

	B)
	8.11%.

	C)
	7.98%.

	D)
	9.04%.




Question: 98 - 29386 

What is the holding period yield of a T-bill that has a bank discount yield of 4.5 percent and a money market yield of 4.615 percent if the T-bill matures in 200 days? 

	A)
	2.500%.

	B)
	2.250%.

	C)
	2.564%.

	D)
	4.615%.




Question: 99 - 29387 

What is the effective annual yield of a T-bill that has a money market yield of 5.665 percent and 255 days to maturity? 

	A)
	4.01%.

	B)
	5.92%.

	C)
	5.665%.

	D)
	5.71%. 




Question: 100 - 28607 

Which of the following statements about futures contracts is FALSE? 

	A)
	The futures clearinghouse allows traders to reverse their positions without having to contract the other side of the initial trade.

	B)
	Offsetting trades rather than exchanges for physicals are used to close most futures contracts.

	C)
	To safeguard the clearinghouse, the exchange requires traders to post margin and settle their accounts on a weekly basis.

	D)
	The major difference between forwards and futures is that futures contracts have standardized contract terms.




Question: 101 - 28608 

Which of the following statements is FALSE? 

	A)
	A plain vanilla interest rate swap involves trading fixed interest rate payments for floating rate payments.

	B)
	In a currency swap, the net notational principal is exchanged at the beginning and termination of the swap. Full interest rate payments are exchanged on each settlement date.

	C)
	In an interest rate swap the net interest rate payments are paid on each settlement date by the party owing it.

	D)
	A plain vanilla currency swap involves trading floating rate interest payments on dollars for fixed rate interest payments on foreign currency.




Question: 102 - 28609 

A call option sells for $4 on a $25 stock with a strike price of $30. Which one of the following statements is FALSE? 

	A)
	At termination, the writer of the call will only experience a net loss if the price of the stock exceeds $34.

	B)
	The call holder will only exercise the call if the stock's price equals or exceeds $25 at expiration.

	C)
	The buyer's maximum loss is $4 and maximum gain is infinite.

	D)
	The writer's maximum gain is $9 and maximum loss is infinite.




Question: 103 - 28610 

Which of the following statements about put and call options at expiration is FALSE? 

	A)
	A call buyer's maximum loss is the call option's premium.

	B)
	The potential loss to the writer of the call option is unlimited.

	C)
	The maximum gain to the buyer of a put is unlimited.

	D)
	The greatest profit the writer of a put can make is the premium.




Question: 104 - 28611 

Which of the following statements about swaps is FALSE? 

	A)
	The main motivation for a swap is cost reduction and privacy.

	B)
	The notational principal is swapped at the beginning and end of a currency swap.

	C)
	The notational principal is swapped at the beginning of an interest rate swap.

	D)
	A plain vanilla interest rate swap is the exchange of fixed for variable rate interest.




Question: 105 - 29385 

Which of the following statements regarding futures and forward contracts is FALSE? 

	A)
	Futures contracts are highly standardized.

	B)
	Forwards have default risk.

	C)
	Forwards require no cash transactions until the delivery date while futures require a margin deposit when the position is opened.

	D)
	Both forward contracts and futures contracts trade on an organized exchange.




Question: 106 - 29388 

Which of the following statements regarding option buyers and option writers is FALSE? 

	A)
	The writer of a put option promises to sell an asset at a specific price for a specific period of time.

	B)
	The buyer of a call option has the right to buy an asset at a specific price for a specific period of time.

	C)
	The buyer of a put or call option has limited loss potential (the option premium).

	D)
	Options are a zero-sum gain. What the writer makes, the purchaser loses and vice versa.




Question: 107 - 10797 

The gross rental income for an apartment building allowing for vacancies is $500,000. Estimated expenses total $200,000. If the capitalization rate is 10 percent what would be the value of this building using the direct capitalization approach? 

	A)
	$3,000,000.

	B)
	$3,500,000.

	C)
	$0.

	D)
	$2,500,000.




Question: 108 - 28583 

Which of the following statements about investment companies is FALSE? 

	A)
	The 12b-1 plan allows funds to deduct up to 1.25 percent of average assets per year to cover marketing expenses.

	B)
	The fund's net asset value is the prevailing market value of all the fund's assets divided by the number of fund shares outstanding.

	C)
	Closed end investment companies trade at the net asset value of the shares.

	D)
	The typical management fees charged to compensate the Management Company for the expense of running the fund are between 1/4 and 1 percent of the fund's net asset value.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28584 

Which on the following statements are TRUE? 

	A)
	Property and causality companies are taxed and regulated at the federal level.

	B)
	Banks are taxed and regulated at the state and federal levels.

	C)
	Pension funds are generally tax exempt and regulated at the state level through ERISA.

	D)
	Endowment funds are generally tax exempt and regulated at the federal level through ENDSA.




Question: 110 - 28585 

An investor has the following asset allocation:
· 60 percent of their money is in T-bills that earn 5 percent 

· 40 percent of their money is in stocks that are expected to earn 10 percent and have an expected standard deviation of 12 percent 

What is the expected return of their portfolio and its expected standard deviation, respectively?
	A)
	7%, 6%.

	B)
	4%, 3%.

	C)
	6%, 7%.

	D)
	7%, 5%.




Question: 111 - 28586 

The standard deviation of the rates of return is 0.25 for Stock J and 0.30 for Stock K. The covariance between the returns of J and K is 0.025. The correlation of the rates of return between J and K is: 

	A)
	0.10.

	B)
	0.20.

	C)
	0.35.

	D)
	0.33.




Question: 112 - 28587 

Which of the following statements about portfolio diversification is TRUE? 

	A)
	Because diversification reduces the portfolio's total risk, it necessarily reduces the portfolio's return.

	B)
	Ninety-five percent of the risk reducing benefits of diversification occurs when approximately 20 individual securities have been added to the portfolio.

	C)
	Proper diversification can reduce or eliminate a portfolio's nonsystematic risk.

	D)
	Proper diversification can reduce or eliminate a portfolio's systematic risk.




Question: 113 - 28588 

Stock A has a standard deviation of 10 percent. Stock B has a standard deviation of 15 percent. The covariance between A and B is 0.0105. The correlation between A and B is: 

	A)
	0.70.

	B)
	0.25.

	C)
	0.40.

	D)
	0.55.




Question: 114 - 28589 

Which of the following statements about asset allocation is FALSE? 

	A)
	Asset allocation helps to reduce volatility of a portfolio's returns.

	B)
	Eighty-five to 95 percent of a portfolio's total return comes from the asset allocation decision.

	C)
	Since equity securities are risky, a portfolio needs a sizable allocation of government securities in it to preserve capital value over long periods of time.

	D)
	The division of a fund's assets between different investment classes is called asset allocation.




Question: 115 - 28590 

Given:
	Scenario
	Probability
	Stock A's return
	Stock B's return

	1
	.5
	.30
	.150

	2
	.5
	.15
	.075


What is the covariance between the rate of return of Stock A and Stock B?
	A)
	0.0076.

	B)
	0.0876.

	C)
	0.0014.

	D)
	0.0028.




Question: 116 - 28591 

Which objectives and constraints must be considered when developing an investment policy statement? 

	A)
	All of these choices are correct.

	B)
	The investor's risk and return preferences.

	C)
	The investor's time horizon and liquidity needs.

	D)
	The investor's tax considerations and legal and regulatory requirements.




Question: 117 - 28592 

Barriers to international diversification come from all of the following EXCEPT: 

	A)
	highly developed capital markets.

	B)
	currency controls.

	C)
	exchange rate risk.

	D)
	lack of information.




Question: 118 - 28593 

Which of the following statements about the arbitrage pricing theory (APT) is FALSE? 

	A)
	The APT is a multi-factored risk model while the CAPM is a single factor risk model.

	B)
	The APT assumes competitive capital markets and the existence of zero investment arbitrage.

	C)
	Zero investment arbitrage means that when an investor shorts an overpriced security, the investor is given access to the short sale funds to buy underpriced securities.

	D)
	The APT has more restrictive assumptions than the capital asset pricing model (CAPM).




Question: 119 - 29371 

According to a study on bond returns during the period 1987-1996, the U.S. dollar generally weakened relative to the other countries in the study (specifically, Canada, France, Germany, Japan and the U.K.). Which of the following statements regarding the impact of exchange rates on security returns is TRUE? 

	A)
	When the home currency is weakening, the investor should invest less in foreign bonds.

	B)
	When the home currency is weakening, the investor should invest more in foreign bonds.

	C)
	Exchange rates have little impact on returns.

	D)
	Because the investor is earning dollars and spending dollars, he should invest solely in U.S. securities.




Question: 120 - 29372 

There are benefits to diversification as long as: 

	A)
	the correlation coefficient between the assets is less than 1.

	B)
	there is perfect positive correlation between the assets.

	C)
	there must be perfect negative correlation between the assets.

	D)
	there correlation coefficient between the assets is 1.


=========================================================================

Test # = 613417

Correct Answers

	1) A
	2) C
	3) C
	4) A
	5) C
	6) A
	7) A
	8) D
	9) D
	10) C

	11) B
	12) D
	13) A
	14) B
	15) A
	16) C
	17) A
	18) C
	19) A
	20) B

	21) A
	22) B
	23) D
	24) C
	25) C
	26) D
	27) B
	28) A
	29) A
	30) D

	31) B
	32) D
	33) C
	34) B
	35) D
	36) A
	37) B
	38) D
	39) A
	40) A

	41) C
	42) C
	43) C
	44) D
	45) C
	46) D
	47) B
	48) D
	49) A
	50) D

	51) D
	52) B
	53) B
	54) C
	55) D
	56) C
	57) D
	58) D
	59) B
	60) D

	61) D
	62) D
	63) C
	64) C
	65) A
	66) C
	67) B
	68) C
	69) C
	70) D

	71) A
	72) B
	73) B
	74) C
	75) B
	76) A
	77) C
	78) B
	79) B
	80) C

	81) B
	82) D
	83) A
	84) D
	85) D
	86) C
	87) D
	88) A
	89) A
	90) A

	91) A
	92) D
	93) B
	94) B
	95) D
	96) D
	97) A
	98) C
	99) D
	100) C

	101) B
	102) B
	103) C
	104) C
	105) D
	106) A
	107) A
	108) C
	109) B
	110) D

	111) D
	112) C
	113) A
	114) C
	115) D
	116) A
	117) A
	118) D
	119) B
	120) A

	
	
	
	
	
	
	
	
	
	


Answers

1) A
Standard III applies. Standard III(A1) states, "Members shall inform their employer in writing, through their direct supervisor, that they are obligated to comply with the Code and Standards and are subject to disciplinary sanctions for violations thereof." 

AIMR considers the responsibility required by III(A) to be an integral part of professional practice. "In writing" includes any form of communication that can be documented, even e-mail. "Employer" means immediate (direct) supervisor. Members should not assume that someone else will take care of it. New employees need to be alerted to the expectation that their conduct will meet high ethical standards. 



2) C

The fair dealing standard does not require clients to "check in" with management at least once per week to facilitate simultaneous dissemination of information regarding recommendations. Simultaneous dissemination is important though.


3) C
The power to approve or veto changes that affect shareholder wealth is not a requirement of "beneficial ownership." 



4) A
Sue should not discuss anything regarding her client and her client's intentions with the local chapter of United Way in order to comply with Standard IV(B5), Preservation of Confidentiality. It does not matter that her client intends to give money to charities in the near future. 



5) C
There are at least three misrepresentations. First, that Jamie is a portfolio manager, when he's really a trainee. Second, that the firm can provide all of the services they will ever need. Third, that he can guarantee a 75% return. 



6) A
This deductive reasoning is legal (does not constitute trading with inside information) and is called the mosaic theory. 



7) A
Peter may not trade on this information because it involves information about a tender offer. 



8) D
As long as the insider is not breaching his fiduciary responsibility, the information may be traded on. 



9) D
Election of internal auditors is not a major proxy issue. 



10) C
Consulting on your own time and obtaining written permission from your employer and the party you will be consulting for does not constitute a violation of Standard III(B). 



11) B
Sally is not in compliance with Standard III(B), Duty to Employer, because she failed to get written permission from her employer. She would also need written permission from the firm hiring her for the consulting work. 



12) D
Standard IV(A) does not require the member to quickly inform injured parties after a material misrepresentation has been made. 


13) A
She is violating all of the above except Standard IV(B1), Fiduciary Duties. Biloxi is not a client and Bailey owes no fiduciary duty. Her objectivity is compromised by her relationship with the founder. She has not disclosed this to her employer, and she does not have a reasonable basis for representations about the firm. 



14) B
He is violating fiduciary duties by benefitting, potentially at the expense of his clients, from the brokerage benefits to his personal accounts. Members must act for the benefit of their clients and place their clients’ interests before their own. 



15) A
The procedures for compliance with Standard IV(B2) include determining all of the aspects of a client’s investment objectives and constraints mentioned above, but do not include gathering information about the client’s social habits and interests. 



16) C
The mortgage payment per se is of interest to the portfolio manager only insofar as it affects the bigger picture issues such as liquidity needs, cash flow, etc. 



17) A
If an analyst figures out information on her own, she may trade on that information (called the mosaic theory). 


18) C
Research reports need not be tailored for the individual client. 


19) A
Skewed left mean < median. 



20) B
Expected value = (probability)(observation) 

Expected return = (.3)(.2) + (.7)(.1) = (.06) + (.07) = .13 



21) A
CV = (standard deviation / mean)100 



22) B
The probability of receiving a return greater than 8.00% is calculated as follows (where prob = probability): 

(prob of 8.0% - 10.0%) +  (prob of 10.0% - 12.0%) +   (prob of 12.0% - 14.0%)  (prob of over 14.0%) 
0.340 + 0.340 + 0.135 + 0.025 = 0.840. 
Note: 0.16 is the probability of receiving a return less than 8.00%. 



23) D
A normal curve is continuous. A binomial is discrete. The Poisson is the limiting form of the binomial where n is large and p is small. 



24) C
i = 12/12 = 1; n = 5 *12 = 60; PV = 15,000. Compute PMT = 333.67 



25) C
Suggested Strategy: Since you will have approximately 1.5 minutes for each question and this question appears very calculation intensive, it is likely that there is a “trick.” Here, start with the apartment building because the labor-intensive part of the calculation has been completed.  Remember that the standard deviation is the square root of the variance and that both the formula for the population variance and the formula for the sample variance have the same numerator (the sum of the squared result of the observation less the mean). The denominator of the population variance is the entire data set n, (5 here). The denominator of the sample variance is n-1, (or 4 here).
Thus, the population variance = (the sum of the square result of the observation less the mean) / number of observations.  Here, 15.76 = x / 5, x = 78.80.
So, the sample variance = 78.80 / 4 = 19.70, and the sample standard deviation = 19.701/2 = 4.44%.
The other statements are false. FYI, the calculations for the REIT are as follows:
· Mean = (15 + 8 + 13 + 9 + 13) / 5 = 11.6 

· (The sum of the observation less the mean)2 = [(15-11.6)2 + (8 – 11.6)2 + (13 – 11.6)2 + (9 – 11.6)2 + (13 – 11.6)2]  = 35.2 

· The population standard deviation = [(35.2 / 5.0)]1/2 = [7.04]1/2 = 2.65% 

· The sample standard deviation = [(35.2 / 4.0)]1/2 = [8.80]1/2 = 2.97% 



26) D
N=30; I/Y=6; PV=600,000; CPT PMT = 43,589.35. 



27) B
N=1; I/Y=12; PMT=0; FV =-2,000; CPT PV = -1,785.71.

N=2; I/Y=12; PMT=0; FV =-3,000; CPT PV = -2,391.58.

N=3; I/Y=12; PMT=0; FV =6,000; CPT PV = 4,270.68.

N=4; I/Y=12; PMT=0; FV =25,000; CPT PV = 15,887.95.

N=5; I/Y=12; PMT=0; FV =30,000; CPT PV = 17,022.81.

Sum the cash flows: $33,004.15. 


28) A
N=4; I/Y=12; PMT=0; PV =-2,000; CPT FV = -3,147.04.

N=3; I/Y=12; PMT=0; PV =-3,000; CPT FV = -4,214.78.

N=2; I/Y=12; PMT=0; PV =6,000; CPT FV = 7,526.40.

N=1; I/Y=12; PMT=0; PV =25,000; CPT FV = 28,000.00.

N=0; I/Y=12; PMT=0; PV =30,000; CPT FV = 30,000.00.

Sum the cash flows: $58,164.58. 


29) A
0.00109/(0.0205)(0.1004) = 0.5296. 



30) D

Note: The coefficient of determination (R2) is the square of the correlation coefficient.


31) B
Since you would generally be less confident about a specific forecast than all the forecasts, the prediction interval is wider than the confidence interval. 



32) D
The way the alternative hypothesis is written you are only looking at the right side of the distribution. You are only interested in showing that B is greater than 0. You don't care if it is less than zero. This is a one tailed test. 



33) C

Correlation analysis is a statistical technique used to measure the strength of the relationship between two variables. The measure of this relationship is called the coefficient of correlation. 
If the regression line is flat and the observations are dispersed uniformly about the line, there is no linear relationship between the two variables and the correlation coefficient will be zero.
All other choices are TRUE. 


34) B
Regression and correlation analysis does not prove a causal relationship. Rather it assumes it. 



35) D
Y = a + bX = 2 + (3)(10) = 32. 



36) A
10% +/-14(1.96) = -17.44% to 37.44%. 



37) B

Keynesian economists believe that a market economy, if left alone, is unstable and likely to experience prolonged recessions. As a result, governments should run budget deficits during a recession in order to stimulate demand and direct the economy back to full employment. 
Counter-Cyclical Policy
According to the Keynesian view, fluctuations in aggregate demand are the major source of economic disturbances. If demand can be stabilized and maintained at a level consistent with the economy's full employment capacity, the major source of economic instability will be eliminated.
If you combine the Keynesian aggregate expenditure model with an active expenditure on the part of the government, you can see that active fiscal policy can be used to help regulate economic instability. 
General Keynes 
Keynes' overall message can be summarized as follows: Businesses will produce only the quantity of goods and services they believe consumers, investors, governments, and foreigners will plan to buy. If these planned aggregate expenditures are less than the economy's full employment output, output will fall short of its potential. When aggregate expenditures are deficient, there are no automatic forces capable of assuring full employment. Prolonged unemployment will persist.
A key to this message is the expenditure multiplier, which builds on the point that ones individual's expenditure becomes the income of another. This multiplier explains why even small changes in investment, government, or consumption spending can trigger much larger changes in output. The multiplier magnifies the fluctuations in output and employment that emanate from autonomous changes in spending.


38) D

This is the basic definition of the velocity of money.


39) A
The Fed would lower, not raise the reserve requirement in an expansionary phase. The other answers would all serve to increase the growth rate of the money supply. 



40) A



41) C
Because price takers face a horizontal demand curve, they must take price as given and thus maximize profits when P=MR=MC.

The other statements are false. Although firms engaged in pure competition (price takers) maximize profits at the quantity corresponding to the minimum point on the average total cost curve (ATC) (in the long run), this is not necessarily true for price searchers. Price searchers face a downward-sloping demand curve. They produce at the quantity MR=MC and take price from the demand curve. The demand curve may be above the ATC curve. The potential allocative inefficiency of a price searcher engaged in monopolistic competition includes the social cost of not producing where P=MC. This potential allocative inefficiency may be outweighed by the benefits of product diversity. Some price searchers, (monopolists, for example), can earn positive economic profits in the long run. 


42) C
Movements along a demand curve result from changes in the price of the good. The other options, such as a change in disposable income, cause shifts in the entire curve. 



43) C
Choosing an apple over a fourth order of fries is an example of the law of diminishing marginal utility. The law of diminishing marginal utility states that as consumption increases, the benefit from consuming an additional unit decreases. 



44) D
In monopolistic competition, there is a large, not small, number of independent sellers. Monopolistic competition is another name for competitive price searcher markets. 



45) C

It is comparative advantage, not absolute advantage, that determines the pattern of trade. As long as there is some variation in the relative opportunity cost of goods across countries, each country will always have a comparative advantage in the production of some goods.
Comparative advantage is the ability to produce a good at a lower opportunity cost than others can produce it. According to the law of comparative advantage, trading partners are both better off if they specialize in the production of goods for which they are the low-opportunity cost producer and trade for those goods for which they are the high-opportunity cost producer. Relative cost determines comparative advantage. When trading partners specialize in producing products for which they have comparative advantage, costs are minimized, output is greater, and both trading partners benefit. 

Absolute advantage is the ability to produce a good using fewer resources (labor costs are an example of a resource). As long as the relative production costs of the two goods differ between the countries, gains from trade are possible.
The wages of a high-wage country will not decline if the country trades freely with a low-wage country. When each country produces goods for which it has a comparative advantage, both countries will benefit. High-wage countries will have an advantage in high tech manufacturing and low wage countries will have an advantage in labor-intensive goods. When both produce the goods for which they have an advantage, total output and the availability of goods will increase. If wages in a high-wage country were three times the wages in a low-wage country, the labor cost per unit of output in the high-wage country may be higher or lower than the per unit labor cost in the low-wage country. A high hourly wage does not necessarily mean high per unit labor costs. Labor productivity must be considered. The worker’s skill level, the amount of invested capital, and production methods may produce labor costs per unit of output below that found in low-wage countries. 



46) D
The Guilder now buys more dollars. 



47) B
The asking price is what the bank will sell a dollar for. The bid price is what the bank will buy a dollar for. In regular interbank transactions the dollar is always in the denominator (European terms), answer D the dollar depreciated while the DEM appreciated. 



48) D
When the bank bids they are buying and you are selling. Spot exchange rates, forward exchange rates, and interest rates are closely linked. The bid-ask spread between marks and dollars is 6.000/2.0015 = 2.9978 and 6.0025/2.000 = 3.0013. 



49) A
From the given exchange rates, we determine that the Canadian Dollar has appreciated against the Australian Dollar (the CAD now buys more units of AUD). An unanticipated shift to a more expansionary fiscal policy will, in the short run, lead to appreciation. The increased aggregate demand results in higher economic growth and higher inflation. These two factors normally result in currency depreciation. However, the third impact of the policy, increased budget deficits and government borrowing, increases real interest rates, resulting in currency appreciation. This last effect dominates in the short run.
 The other statements are false. An unanticipated shift to expansionary monetary policy would lead to currency depreciation.  The expansionary policy leads to higher economic growth, an accelerated inflation rate, and lower real interest rates. All these factors cause a nation’s currency to depreciate. Domestic products are more expensive, foreign investment is discouraged, and exports decline. 


50) D
First, convert to one currency (we will convert £ to €), then assume that consumers will purchase from the cheapest suppliers. The cheapest country appears in bold.
	Good

	France (in €)
	United Kingdom (in €)

	Jeans
	42
	26 * 1.5 = 39

	Wine
	18
	14 * 1.5 = 21

	Cheese
	5
	3 * 1.5 = 4.5

	LCD Screens
	85
	50 * 1.5 = 75


Thus, French consumers will minimize cost by purchasing French wine and British jeans, cheese, and LCD screens.


51) D
An analyst should be aware that management might try to manipulate earnings and other financial information. Management has this ability because they have discretion in reporting some items. If management is recognizing revenue (sales) more quickly than justified (for example, before title transfer):

· Accounts Receivable will be overstated because the firm debits (increases) this account when the sale is booked. (For this example, assume a $1,000 credit sale.) 

· Inventory will be understated because the cost of goods sold is credited to the inventory account at the time of sale. 

	For example, (Debits to the left, credits indented to the right):

	 
	 
	 
	 
	 

	Cost of Goods Sold
	$500
	 
	Inventory
	$500


 

· Retained earnings (through net income) will be overstated by the difference between the sales price and the cost of goods sold (or gross margin). In this example, the amount would be $1,000 - $500, or $500*. 

* Note: This example somewhat unrealistically assumes all gross margin flows through to the bottom line.



52) B
Revenue recognition requires completion of the earnings process and assurance of payment. For as long as Johnson has the right to return the purchased furniture (six months from date of delivery in September 2001 = March 2002), revenue is not recognized even though cash is received. If the buyer has the right of return, the revenue cannot be recognized until the right of return period has expired. 



53) B
The book value of the machine at January 1, 2001, was $3,600,000 (the purchase price of $6,600,000 less straight line depreciation for 30 of the 60 months of useful life based on purchase price less salvage value (($6,600,000 - $600,000) / 60 * 30 = $3,000,000). Revising the salvage value to $300,000 means that $3,300,000 ($3,600,000 - $300,000) remains to be depreciated over the revised remaining useful life of 18 months. Therefore, 12 of the final 18 months of depreciation take place in 2001, and 2001 depreciation is ($3,300,000 / 18 * 12 =) $2,200,000. 


54) C
A treasury stock account is created when a company reacquires its own stock. The full purchase price is debited to Treasury Stock. When treasury stock is sold, the Treasury Stock account is credited for the repurchase amount per share, with an additional credit to Paid-in Capital, Treasury Stock, if the sale price exceeds the reacquisition price. The 2000 repurchase is accounted for with a debit to Treasury Stock for $100,000. When half of the treasury stock is resold, $50,000 is credited to Treasury Stock and $30,000 is credited to Paid-In Capital, Treasury Stock. The balance in the Treasury Stock account is ($100,000 - $50,000 =) $50,000. 



55) D
Under the completed contract method, gross profit is not recognized until the contract is completed. Revenues are recognized to the extent of costs incurred, and the difference between advance billings and costs incurred of ($25 - $15 =) $10 million is maintained in the Net Advance Billings liability account. 



56) C
Receiving cash related to sale of equipment is an investing activity (CFF). Income taxes are considered to be from operating activities, even if they are from a purchase or sale of property. Cash received on a operating contract is cash flow from operations. 



57) D
Investing cash of $2 million was used to purchase the cargo plane. Proceeds from the sale of the plane were a source of $12 million of investing cash. Net CFI is $12 million - $2 million = $10 million. The interest payment is included in cash from operations (CFO) and the dividend payment in cash from financing (CFF). Redemption of the bonds is a use of cash from financing (CFF). 



58) D

The equations above all represent Return on Equity (ROE). The equations are from The DuPont system, which is used to calculate and analyze ROE. The DuPont system is the method of breaking down return ratios into their components - net profit margin and equity turnover.
 The traditional version of the DuPont equation is:  
Return on Equity (ROE) = (Net Profit Margin) * (Asset Turnover) * (Leverage Multiplier)
Learn this equation and remember it! The leverage term (Assets/Equity) is called the firm’s equity multiplier (a.k.a. financial leverage multiplier). It tells you the purchasing power of one new dollar of equity.


59) B
E Company’s interest coverage ratio (EBIT / interest expense) is (30 / 20 =) 1.5.

G Company’s interest coverage ratio is (25 / 5 =) 5.0. Higher interest coverage means greater ability to cover required interest and lease payments. Note that 1.5/5.0 = 0.30, which means the interest coverage for E Company is less than 1/3 that of G Company. 


60) D
When there is greater buying and selling activity in a stock, the size of the bid-ask spread is shrinking. The other answers are factors that indicate the general liquidity of a company’s shares is improving. 



61) D
Alabama Corp’s return on common equity ((net income – preferred dividends) / average common equity) for 2000 was ((215 – 25) / 800 =) 23.75 percent, and for 2001 was ((240 – 50) / 860 =) 22.10 percent, so there was a decrease of 1.65 points from 2000 to 2001. 



62) D
Connecticut’s January 1 balance of common shares outstanding is adjusted retroactively for the 1 for 3 reverse stock split, meaning there are (360,000 / 3 =) 120,000 “new” shares treated as if they had been outstanding since January 1. The weighted average of the shares issued in July, (60,000 * 6 / 12 =) 30,000 is added to that figure, for a total of 150,000. 



63) C
Basic earnings per share (EPS) ((net income – preferred dividends) / weighted average shares outstanding) is (($1,200,000 -$112,000) / 870,000 =) $1.25. Diluted EPS, which is calculated by redeeming the convertible preferred and eliminating the subtraction for preferred dividends, is ($1,200,000 / $1,030,000 =) $1.165 = $1.17 (accounting for rounding).

The warrants will be redeemed for common stock at a cost of $800,000 (1,000 * 100 * $8). Under the treasury stock method, exercising the warrants will provide Ebony cash in the amount of $800,000. At the average market price of $6.00, the $800,000 will purchase ($800,000) / $6 =) 133,333 shares. Net shares purchased will be (100,000 – 133,000 =) –33,000. This security is antidilutive because its calculated value is more than the average share price. It is therefore not included in computing Diluted EPS. Note that you could figure that the warrants are antidilutive without making any calculations. Simply observing that the average market price of $6 is less than the exercise price of $8 per share means that the warrants will be antidilutive. 


64) C
Orange’s basic EPS ((net income – preferred dividends) / weighted average common shares outstanding) is ((($7,600,000 – (10,000 * $1,000 * 0.08)) / 2,000,000 =) $3.40. Diluted EPS is calculated under the assumption that the convertible preferred shares are converted into common shares at the beginning of the year. The preferred dividends paid are added back to the numerator of the Diluted EPS equation, and the additional common shares are added to the denominator of the equation. Orange’s Diluted EPS is ($7,600,000 / (2,000,000 + 200,000) =) $3.45. Because computed Diluted EPS is higher than basic EPS, the preferred stock is antidilutive and only basic EPS is reported. 



65) A

During periods of rising prices, the last units purchased are more expensive than the existing units. Under LIFO, the cost of the last units purchased is assigned to cost of goods sold. This higher cost of goods sold results in lower income, as compared to the FIFO method.
As the name suggests, the weighted average method is based on mathematical averages rather than timing of purchase/use. Thus, cost of goods sold using this method falls between that of LIFO and FIFO.


66) C

	Sales
	

	- Big COGS
	

	= Little EBT
	

	- Small taxes
	Since taxes paid out are a cash outflow.

	= Small profits
	If taxes are smaller, then cash flow will be bigger.




67) B
Capitalization smoothes the reported income by spreading costs over the years, this will also make earnings ratios like ROA less volatile. The capitalizing company runs cost through CFI instead of CFO. So A's CFO will be higher and CFI lower. 



68) C

This statement should read, "Accelerated depreciation methods tend to decrease both net income and stockholders' equity when compared with the straight-line method." 

Depreciation: The underlying principle of depreciation is that cash flows generated by an asset over its life cannot be considered income until provision is made for the asset's replacement. This means that the definition of income requires a subtraction for asset replacement. The accounting problem is how to allocate the cost of the asset over time. Depreciation is the systematic allocation of the asset's cost over time.
Straight-Line Depreciation applies a constant amount of depreciation for each period over the life of the asset.
Accelerated Depreciation: There are two depreciation methods, sum-of-year's digits (SYD) and double-declining balance (DDB), which recognize greater depreciation expense in the early part of an asset's life and less expense in the latter portion of its life. Accelerated depreciation methods are usually used on tax returns (when allowed), because greater depreciation expense in the early portion of the asset's life results in less taxable income and a smaller tax payment.
Assuming the firm continues to invest in new assets, the following relationships hold: 

	
	Straight Line
	Accelerated (DDB & SDY)

	Depreciation Expense
	Lower
	Higher

	Net Income
	Higher
	Lower

	Assets
	Higher
	Lower

	Equity
	Higher
	Lower

	Return on Assets
	Higher
	Lower

	Return on Equity
	Higher 
	Lower

	Turnover Ratios
	Lower
	Higher

	Cash Flow
	Same
	Same


  

Note: The relationships indicated in the above table are reversed in the latter years of the asset's life if the firm's capital expenditures decline.


69) C
Ending Inventory under FIFO includes more recently purchased higher cost goods than under LIFO. The LIFO inventory consists of older, cheaper goods. Both before and after tax earnings under FIFO will be higher because less expensive goods are used for the cost of goods sold (COGS). Working capital, which is equal to current assets – current liabilities will also be higher under FIFO due the higher inventory balance causing a higher level of current assets. 



70) D
The gross profit margin under LIFO ((sales – cost of goods sold) / sales) is (($7,000,000 - $5,000,000) / $7,000,000 =) 28.6 percent. Under FIFO, cost of goods sold is reduced by the increase in the LIFO reserve, and the resulting FIFO gross profit margin is (($7,000,000 – ($5,000,000 – ($850,000 - $600,000)) / $7,000,000). Note that the tax rate only affects income totals after income tax expense is shown and does not affect the gross profit margin. 



71) A
With interest being capitalized, the interest coverage ratio (earnings before interest and taxes (EBIT) / Interest Expense) is (($9.0 + $3.0) / $3.0) = 4.0 times, given that Net Income + Interest Expense + Income Tax Expense = EBIT. If interest of $1.5 million is expensed, interest expense will increase to $4.5 million, and EBIT will still be ($7.5 + $4.5 =) $12.0 million. The interest coverage ratio after expensing of interest will be (12.0 / 4.5 =) 2.7 times. 



72) B
In an inflationary environment, straight-line depreciation based on historical cost is inadequate to provide for the asset’s replacement. The use of accelerated depreciation methods makes accounting depreciation closer to true economic depreciation for the early periods of an assets useful life. 


73) B
The write-down of a permanently impaired asset is considered a loss from continuing operations, and reduces operating profit (EBIT). After the write-down, the operating profit margin (operating profit / sales) will be reduced from ($6,000,000 / $27,000,000 =) 22.2 percent to ((($6,000,000 – ($5,000,000 - $3,500,000)) / $27,000,000 =) 16.7 percent. Salvage value is not relevant, except that the eventual sale price of the asset is factored into the computation of future cash flows. 



74) C
To be true, this should read profit is recognized as interest revenue over the life of the lease. The sales type lease allows the lessor to recognize profits at the lease inception. 



75) B
Capital Leases impact on the income statement: 

1. Calculate the depreciation charge: (3600000 - 600000) / 10 = 300,000 

2. Calculate the interest expense: 3,600,000(.10) = 360,000 

Sum of the two: 300,000 + 360,000 = 660,000 



76) A
Permanent tax differences are not deferred, but are considered increases or decreases in the effective tax rate. Dalrymple’s effective tax rate is ((($2,000,000 * 0.40) + ($1,000,000 * 0.20) + ($1,000,000 * 0.00)) / $4,000,000 =) 0.25. 



77) C
Income tax expense related to the installment sale is (($10,000,000 - $6,000,000) * 0.30 =) $1,200,000. Income taxes payable are (0.25 * $1,200,000 =) $300,000. The difference between income tax expense and income taxes payable, ($1,200,000 - $300,000 =) $900,000, increases the deferred tax liability account. The warranty results in tax expense reduction of ($600,000 * 0.30 =) $180,000. Taxes payable are not reduced because no warranty expense has been incurred. The tax-deferred asset account is increased by $180,000. The deferred tax asset and liability accounts exist at the same time and are not netted. 



78) B
Newberg, upon issuance of the bonds, recorded bonds payable of (N = (2*7) = 14, PMT = $175,000, I/Y = (6/2) = 3, FV = $5,000,000) $5,282,402. Interest paid June 30, 2001, was ($5,282,402 * (0.06 / 2) =) $158,472. The coupon payment was $175,000, reducing bonds payable to ($5,282,402 – ($175,000 - $158,472) =) $5,265,874. Interest paid December 31, 2001, was ($5,265,874 * (0.06 / 2) =) $157,976. Total interest paid in 2001 was ($158,472 + $157,976 =) $316,448. 



79) B
Convertible Preferred Stock is treated as equity in the total debt ratio. The total debt ratio (total debt / total assets) will decrease from (($14 + $22) / $79 =) 45.6 percent to (($14 + $22) / ($79 + 10) =) 40.4 percent. 



80) C
Baxter’s operating profit margin (earnings before interest and taxes (EBIT) / net sales) with the lease classified as an operating lease, is ($800,000) / $4,000,000 =) 20.0 percent. The factory equipment lease is for (7 years / 10 years =) 70 percent of the asset’s economic life. The minimum interest rate is seven percent based on the lease’s implicit interest rate of seven percent and Baxter Company’s incremental borrowing rate of eight percent, so the present value of the lease payments at a seven percent interest rate is (PV annuity N = 7, I/Y = 7, PMT = $300,000) $1,616,787. This is ($1,616,787 / $1,750,000 =) 92.4 percent of the asset’s fair market value at lease signing, so, because this is more than 90 percent of $1,750,000, the lease is a capital lease. The $300,000 payment made December 31, 2001, is allocated ($1,616,787 * 0.07 =) $113,175 to interest and ($300,000 - $113,175 =) $186,825 to principal. Depreciation expense is computed over seven years on a straight-line basis ($1,616,787 / 7 =) $230,970. Adjusting the income statement to remove operating lease expense and include depreciation expense results in operating income of ($800,000 + $300,000 - $230,970 =) $869,030. The operating profit margin is ($869,030 / $4,000,000 =) 21.7 percent. Note that interest expense of $113,175 will reduce net income but is below the “operating profit” line. 



81) B

You must consider changes in working capital at the beginning and ending of the project.


82) D

If projects are mutually exclusive, only one project will be accepted and the other will be rejected. For mutually exclusive projects, sometimes the IRR and NPV methods give different accept or reject decisions. The NPV method is better then since the NPV method is the one that selects the project that maximizes shareholders’ wealth.
Example:
The following is an attempt to explain this in more detail.  Say that we have two mutually exclusive projects, A (with IRR 14.5%) and B (with IRR 11.8%). Plotting the NPV's on a graph with the cost of capital on the x-axis and the NPV on the y-axis shows that the lines intersect at a "crossover rate" at which the NPV's of both projects are equal. At discount rates less than this crossover rate, NPVB > NPVA. At discount rates more than this crossover rate, NPVA > NPVB.   
To find this crossover rate, calculate the differences between the cash flows of the two projects and then find the IRR of the cash flows. Assume the cash flow differences are as follows:CF0=0, DCF1 = 1,000 – 200 = 800, DCF2 = 800 – 600 = 200, DCF3 = 600 - 800 = – 200 and DCF4 = 200 – 1,000 = – 1000. The IRR(A-B) = 7.2%. 
As long as the cost of capital is greater than the crossover rate of 7.2% both methods give the same decision, so accept A. (NPVA>NPVB>0 and IRRA>IRRB>10.0%>7.2%). However, if the cost of capital is less than the crossover rate the NPV method ranks Project B higher while the IRR method ranks Project A higher. Thus, a conflict exists. Only the NPV method selects the project that maximizes shareholders’ wealth.
 



83) A
This statement should read, "The bird in hand theory implies that investors prefer current dividends to capital gains.” 
More detail on the Bird in Hand Theory: Myron Gordon and John Lintner argue that ks decreases as the dividend payout increases. Why? Because investors are less certain of receiving future capital gains from the reinvested retained earnings than they are of receiving current certain dividend payments. Gordon/Lintner argue that investors value a dollar of expected dividends more highly than a dollar of expected capital gains because the dividend yield component (D1/Po) is less risky than the growth component (g) in the total expected return equation: ks =D1/Po + g. The Gordon/Lintner argument is called the bird-in-hand-theory. 

The tax preference theory: There are three tax related reasons why investors might prefer the shares of firms offering a low payout: 

· Capital gains are taxed at a lower rate than dividend income. 

· Capital gains taxes are not paid until they are realized. Thus, retentions are allowed to accumulate in a tax-free environment. 

· If stock is held until the owner’s death, the stock’s basis is increased and no capital gains taxes are due. 

Residual Dividend Model: For a given firm, the optimal payout ratio is a function of the following four factors: investors’ preferences for dividends versus capital gains, the firm’s investment opportunity schedule (IOS), the firm’s target capital structure, and the availability and cost of external capital to the firm. 

The last three items constitute the residual dividend model. Here the firm follows four steps to determine its target payout ratio: determine the firm’s optimal capital budget, determine the amount of equity needed to finance that capital budget given the firm’s target capital structure, use retained earnings to meet equity requirements to the greatest extent possible, and pay dividends only if more earnings are available than are needed to support the optimal capital budget. Residual means “leftover,” and the residual policy implies that dividends are paid out of leftover earnings.
If a firm follows the residual dividend policy, its dividend payments may be unstable. If the firm's investment opportunities improve, the dividend payout will tend to fall. Since investment opportunities and earnings may vary from year to year, strict adherence to a residual dividend policy would result in fluctuating dividends.



84) D

When constructing indexes, a small percentage of the total population will provide valid indications of the behavior of the total population if the sample is properly selected. At some point the costs of taking a larger sample will almost certainly outweigh any benefits of increased size.  Unless a sample is representative of the total population, its size is meaningless. A large biased sample is not better than a small biased sample.


85) D

The other choices represent the three steps in estimating a firm's profit margin, which is one step in estimating a firm's earnings per share (EPS). Determining the firm's sales estimate is also a step in estimating EPS, but is a separate calculation.


86) C
Since contrarians feel that the majority of investors are always wrong, they wait to see what the investing public is doing and do the opposite. This approach comes from the greed/panic view of the investment process. As the market advances, the investing public is afraid they will be left behind. Their greed tells them to buy. Later, as the market plunges, investors panic. Fearing that they won't be able to get out, they sell. In the end, investors tend to do the wrong thing at the right time. Thus, a wise contrary-opinion technician does the opposite of what the general public does. 

Contrary-opinion technicians use the following technical indicators to make investment decisions:
 - CBOE put/call ratio: A decreasing put call ratio (PCR) would indicate that investors are becoming bullish, so contrary-opinion technicians would become bearish. If the PCR is = to or > .50 the market is bearish, so contrarians are bullish and buy. If the PCR is = to or < .35 the market is bullish, so contrarians are bearish and sell.  

 - Futures traders bullish on stock index futures: When a smaller percentage of  speculators are bearish, contrarians will become bearish. In other words, when 75 percent or more of speculators are bullish, contrarians become bearish and sell. When 25 percent or less of speculators are bullish, contrarians become bullish and buy. 

 - Mutual fund cash positions: You should also note that when the mutual fund cash ratio is high, a technician would read it as a bearish indicator. Why? Because the lack of cash holdings indicate lack of potential future buying power in the market, which would be bearish. 

The mutual fund cash position is a function of investor expectations and the institution’s view of market expectations. Contrary-opinion technicians feel mutual fund cash positions are a good indicator of institutional investors and that they are usually wrong at picking the peaks and troughs of the market cycle. If the MFR is greater than 13 percent, it implies funds are holding cash and are, therefore, bearish on the market. On the other hand, contrary-opinion technicians are bullish and are therefore, buying securities. If the MRF is less than 5 percent, it implies funds are investing cash and are, therefore, bullish on the market. On the other hand, contrary-opinion technicians are selling, which implies they are bearish. 

- OTC vs NYSE Volume: OTC issues are more speculative than NYSE issues. If the volume ratio (VR) is equal to or greater than 112 percent, speculation in the bull market is high. Therefore, contrarians are bearish and selling, since they feel that the market has peaked. If the VR is equal to or less than 87 percent, investors are bearish. Therefore, contrarians are bullish (buying). You should note that the volume ratio limits (112 percent and 87 percent) vary significantly over time. Currently, the direction of the volume ratio is used as a guide for the degree of speculation trading. 

- Investor credit balances in brokerage accounts. The contrarian view is: Falling balances mean investors are bullish, so contrarians will be bearish and sell. Rising balances mean investors are bearish, so contrarians will be bullish and buy. Note that a technical view of a build up in credit balances would be that there is an increase in potential future buying power in the market, which would be bullish. 

- Investment advisory opinions: If the IAR is equal to or greater than 60 percent, it implies the market is bearish. Therefore, contrarians are bullish and buy. If the IAR is less than or equal to 20 percent, it implies the market is bullish. Therefore, contrarians are bearish and sell. 



87) D
The bondholder always receives coupon payments made by the issuer and not the opposite since would correspond to a negative interest rate. 



88) A
According to the liquidity premium hypothesis, the yield curve should slope upward. It holds that long-term securities should provide higher returns than short-term obligations because investors are willing to sacrifice some yields to invest in short-maturity obligations to avoid the higher price volatility of longer-maturity bonds.  

Explanation for other choices:
According to the pure expectations hypothesis, the shape of the yield curve results from the interest rate expectations of market participants. More specifically, it holds that any long-term interest rate simply represents the geometric mean of current and future 1-year interest rates expected to prevail over the maturity of the issue. The expectations theory can explain any shape of yield curve. 
The segmented market hypothesis contends that borrowers and lenders prefer particular segments of the yield curve. Preferred habitat is another name for the segmented market theory.


89) A
Coupon rate = $ coupon/1000 par 

Current yield = $ coupon/price 

YTM = current yield - amortized premium or + discount. 



90) A

 There are three primary rating agencies in the U.S:  

- Moody’s assigns ratings on a system that employs up to four symbols, such, Aaa, Aa etc. with Aaa being the highest or safest rating. 

- Standard & Poors (S&P) employs a system that uses + and – along with letters such as AAA, AA+ etc. 

 - Fitch (formerly known as Dodge and Phelps) uses a system similar to S&P.  

The three rating agencies’ systems are summarized in the table below: 

	S & P
	Fitch
	Moody's 
	Explanation

	High Credit Quality - Investment Grade

	AAA
	AAA
	Aaa
	Prime Grade, Highest Safety 

	AA+
	AA+
	Aa1
	High Credit Quality 

	AA
	AA
	Aa2
	

	AA-
	AA-
	Aa3
	

	A+
	A+
	A1
	Upper-Medium Credit Quality 

	A
	A
	A2
	

	A-
	A-
	A3
	

	BBB+
	BBB+
	Baa1
	 

	BBB
	BBB
	Baa2
	Lower-Medium Credit Quality 

	BBB-
	BBB-
	Baa3
	 

	Lower Credit Quality - Speculative Grade

	BB+
	BB+
	Ba1
	 

	BB
	BB
	Ba2
	Speculative - low quality 

	BB-
	BB-
	Ba3
	 

	B
	B+
	B1
	Highly speculative nature 

	
	B
	B2
	

	
	B-
	B3
	

	CCC+
	CCC+
	Caa
	Very high risk, poor quality 

	CCC
	CCC
	
	

	CC
	CC
	Ca
	May be in default soon 

	C
	C
	C
	Very, very, speculative 

	CI
	
	
	For income bonds, interest not being paid 

	 
	DDD
	
	 

	D
	DD
	
	Securities already in default 

	
	D
	
	 

	
	
	
	


 



91) A
1r1 = [(1 + R2)2 / (1 + R1)1] - 1 = [(1.045)2/(1.04)1] - 1 

[1.092 / 1.04] - 1 = .05 



92) D
ΔP/P = (-)(MD)(Δi) 

ΔP = (-)(P)(MD)(Δi) 

ΔP = (-)(8)(850)(-.005) = +$34 



93) B
Modified duration is a good approximation of price changes for an option-free bond only for relatively small changes in interest rates. As rate changes grow larger, the curvature of the bond price/yield relationship becomes more prevalent, meaning that a linear estimate of price changes will contain errors. The modified duration estimate is a linear estimate, as it assumes that the change is the same for each basis point change in required yield. The error in the estimate is due to the curvature of the actual price path. This is the degree of convexity. If we can generate a measure of this convexity, we can use this to improve our estimate of bond price changes. 



94) B
Current yield = annual coupon payment/price of the bond 

CY = 100/1100 = .0909 



95) D
N=2*2=4; PV = -875.60; PMT = 70/2 = 35; FV = 950; Compute I/Y = 5.94 * 2 = 11.88%. 



96) D
N = 6*2=12; PV = -975.00; PMT = 75/2 = 37.50; FV = 1000; Compute I/Y = 4.016 * 2 = 8.03%. 8.03% - 6% = 2.03% or 203 basis points above LIBOR. 



97) A
(1.0804)3 = (1.0636)1(1+t+1f2)2, (1+t+1f2)2 = 1.1857, ((1+t+1f2)2)1/2 = 1.18571/2, 1+t+1f2  = 1.0889, t+1f2 = 8.89%. 


98) C
4.615/(360/200) = 2.564%. 



99) D
Holding Period Yield = 5.665/(360/255) = 4.0127%

Effective Annual Yield = (1.040127)360/255 = 1.0571 – 1 = 5.71%. 


100) C

Each exchange has a clearinghouse. The clearinghouse guarantees that traders in the futures market will honor their obligations. The clearinghouse does this by splitting each trade once it is made and acting as the opposite side of each position. To safeguard the clearinghouse, the exchange requires traders to post margin and settle their accounts on a daily basis. Before trading, the trader must deposit funds (called margin) with their broker (who, in return, will post margin with the clearinghouse). The purpose of margin is to ensure that traders will perform their contractual obligations. Margin can be posted in cash, bank letters of credit, or in T-Bills.
The clearinghouse acts as the buyer to every seller and the seller to every buyer. By doing this, the clearinghouse allows either side of the trade to reverse positions later without having to contact the other side of the initial trade. This allows traders to enter the market knowing that they will be able to reverse their position any time that they want. Traders are also freed from having to worry about the other side of the trade defaulting, since the other side of their trade is now the clearinghouse. In the history of U.S. futures trading, the clearinghouse has never defaulted.
Explanations for other choices:
A reverse, or offsetting, trade in the futures market is how most futures positions are settled.  Since the other side of your position is held by the clearinghouse, if you make an exact opposite trade (maturity, quantity, and good) to your current position, the clearinghouse will net your positions out, leaving you with a zero balance. 
Listed below is additional information contrasting futures and forwards:
- Forwards are private contracts and do not trade on an organized exchange. Futures contracts trade on organized exchanges. 
- Forwards are unique contracts satisfying the needs of the parties involved. Futures contracts are highly standardized. A futures contract specifies the quantity, quality, delivery date, and delivery mechanism. 
- Forwards have default risk. The seller may not deliver, and the buyer may not accept delivery. With futures contracts, performance is guaranteed by the exchange’s clearinghouse.
- Forwards require no cash transactions until the delivery date. Futures contracts require that traders post margin money to trade. Margin is good faith money that supports the trader’s promise to fulfill their obligation.
- Forward contracts are usually not regulated. The government regulates futures markets.


101) B
Full notational principal is swapped at the beginning and end. 



102) B
The maximum gain is 4 premium and 5 appreciation. The call holder will exercise if S>$30. At $30 the option will be exercised, but the writer will only lose money in a net sense when the stock's price exceeds X + C. 



103) C
The maximum gain to the buyer of a put is limited to the value of the stock less the premium. 



104) C

In interest rate swaps, there is no need to actually exchange the notional amount, since the notional principal swapped is the same for both counterparties and in the same currency units. Net interest is paid by the one who owes it at settlement dates.
Explanations for other responses:
- The reasons given now for using the swap markets are to: reduce transactions costs, avoid costly regulations, and maintain privacy. Historically, there were two basic motivations for swaps: to exploit perceived market inefficiencies and to attempt to obtain cheaper financing. Both of these motivations are based on the concept that the financial markets are inefficient. This fact, unfortunately, is no longer true.  Today, the swap markets are mature and offer few arbitrage opportunities. Swap markets are now viewed as being more operationally efficient and a more flexible means of packaging and transforming cash flows than any other method. Currency swaps often occur because of comparative advantage. For example, parties may want to reduce borrowing costs. One firm may have better access to a country’s domestic capital markets than another firm. The U.S. firm (D) may have access to the U.S. capital markets but not the German markets, while the German firm (M) may have access to the German markets but not the U.S. markets. If each firm borrows locally and then exchanges the funds, they will both gain.
- In a currency swap, interest payments are made without netting. Full interest payments are exchanged at each settlement date. Currency swap counterparties actually exchange notional principal because the motivation of the parties is to receive foreign currency. 



105) D
Forward contracts are custom-tailored contracts and are not exchange traded while futures contracts are standardized and are traded on an organized exchange. 



106) A
The put seller or writer is agreeing to buy, not sell, at a specific price. 



107) A
NOI = 500,000 - 200,000 = 300,000 

MV = NOI / Capitalization rate = 300,000 / .10 = 3,000,000 


108) C
Closed end funds sell for whatever people will pay for them. Closed end funds typically sell at premiums or discounts from their NAV. 



109) B
Pension funds are regulated at the federal level, endowment funds are regulated at the state level. 



110) D

ERtwo stock portfolio = W1ER1 + W2ER2 = (.6)(.05) + (.4)(.1) = .07
σportfolio = [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2
σportfolio = [(.6)2(0)2 + (.4)2(.12)2 + 2(.6)(.4)(0)(.12)(0)]1/2
σportfolio = [.0023]1/2 = .048


111) D
Covariance = (standard deviation J)(standard deviation K)(correlation coefficient) 

.025 = (.25)(.30)(correlation coefficient) 

Correlation coefficient = .025/(.25)(.30) = .33 



112) C
Total risk = systematic risk + unsystematic risk. 

Unique or company risk is unsystematic and can be diversified away.
Explanations for other choices:
- Market or systematic risk cannot be diversified away. 
- Academic studies show as you increase the number of stocks in a portfolio, the portfolio’s risk falls toward the market risk. One study showed it only took about 12 to 18 stocks in your portfolio to reach the point of maximum diversification. Another study indicated it took 30. Whatever the number, it is significantly less than all the securities. 

- Diversification reduces the standard deviation of return. In equilibrium, all assets and all portfolios should plot on the security market line - that is, they should be priced so that their estimated rates of return are consistent with their levels of systematic risk.


113) A

Covariance = σxσyrxy
Covariance = 0.0105 = (0.1)(0.15)rxy
rxy = 0.0105/0.015 = 0.7


114) C
Over long time periods, equities are riskier (more volatile) than governments. Over short time periods, however, governments may be more volatile than equities. Historically, equities have outperformed bonds and government securities over time. On a real basis (return less inflation), governments don’t always provide positive real returns. Even though equities are risky, a portfolio needs a sizable allocation in equities to preserve capital value over long time periods. 
All other choices are TRUE.


115) D

 

CovarianceA,B =σ(prob)(RA - RAave)(RB - RBave)
Mean A = (.5)(.3) + (.5)(.15) = .225
Mean B = (.5)(.15) + (.5)(.075) = .1125
Covariance = (.5)(.3 - .225)(.15 - .1125) + (.5)(.15 - .225)(.075 - .1125) = + 0.0028
Note: This is the covariance, it is in return units squared (.28%2).  It is not the correlation coefficient, which is a pure number between + 1 and - 1.


116) A



117) A
This choice should read, "less developed capital markets." 

Other barriers to international diversification include: lack of liquidity and country specific tax regulations.



118) D
The APT is a multi-factored model (meaning it allows multiple risk factors), and it relies on very few assumptions. The theory behind this model is that arbitrage activities will cause security prices to remain in equilibrium. The CAPM relies on several restrictive assumptions and is a one-factor model, meaning it considers only market risk. 

The APT also assumes investors prefer more wealth to less wealth. The APT does not specify or identify what the risk factors are. If, however, there were only one risk factor (market risk), the APT would equal the CAPM.



119) B
When the home currency is weakening, the investor should invest more in foreign bonds. As the dollar weakens, a U.S. investor will earn a higher return on foreign investments because each foreign currency unit buys more dollars. 



120) A
There are benefits to diversification as long as the correlation coefficient between the assets is less than 1. 
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Ethics - 18 Questions - 27 minutes



Question: 1 - 23424 

The Investment Banking Department of MLB&J often receives material nonpublic information that could have considerable value to MLB&J's brokerage clients. To protect itself and to conform to the AIMR Code of Ethics and Standards of Professional Conduct MLB&J should: 

	A)
	temporarily prohibit buy and sell recommendations on the securities during periods when the Investment Banking Department has access to material nonpublic information.

	B)
	carefully monitor the flow of information between the Investment Banking Department and the brokerage operation.

	C)
	contact the firms involved and request that they make this information available to the public before MLB&J allows its clients to trade in these securities.

	D)
	prohibit MLB&J analysts from making buy or sell recommendations on this information until ten business days after the receipt of this information.




Question: 2 - 28579 

If an analyst undertakes an independent consulting practice while employed, they must get written permission from both their employer and the firm who is hiring their consulting services. This permission request to your consulting client should mention: 

	A)
	the identity of your employer.

	B)
	what your employer would charge for similar services.

	C)
	that you are performing independently of your employer.

	D)
	all of these choices are correct.




Question: 3 - 28580 

Which of the following are violations of Standard II(B), Professional Misconduct? Being: 

	A)
	all of these choices are correct.

	B)
	convicted of a felony.

	C)
	intoxicated at the office.

	D)
	convicted of multiple misdemeanors.




Question: 4 - 28581 

If you suspect that a colleague is violating the law you should: 

	A)
	consult with the company counsel to determine if in fact a law is being violated.

	B)
	report the illegal activity to AIMR's Professional Standards Review Board for action.

	C)
	report all illegal activities to the appropriate regulatory agency.

	D)
	associate yourself with the illegal activity.




Question: 5 - 28582 

Gordon McKinney, CFA, works in the trust department of a bank. The bank's trust account holds a large block of a particular company. McKinney learns that this company is going to buy back one million shares at 15 percent over market on a first come first served basis. McKinney immediately told his mother in law to tender her shares but waited until the end of the day to tender the trust's shares. McKinney: 

	A)
	violated Standard IV(A.3), Independence and Objectivity.

	B)
	violated Standard IV(B.4), Priority of Transactions.

	C)
	violated Standard V(A), Prohibition Against the Use of Material Nonpublic Information.

	D)
	violated Standard III(B), Duty to Employer.




Question: 6 - 29268 

All of the following activities might constitute a violation of Standard III(B), Duty to Employer, EXCEPT: 

	A)
	solicitation of the employer's clients prior to termination of employment.

	B)
	misappropriation of client lists.

	C)
	solicitation of the employer's clients following termination of employment.

	D)
	misuse of confidential information.




Question: 7 - 29269 

Jacob Allen, CFA, decides he could make more money if he started his own company. Which of the following steps would NOT violate Standard III(B), Duty to Employer? 

	A)
	Getting written permission from his employer to call the clients and solicit their business for his new firm.

	B)
	Taking home his current employer's client lists, investment statements and marketing presentations.

	C)
	Copying his employer's computer models because they fit perfectly with his new business.

	D)
	Taking home the employer's buy lists.




Question: 8 - 29270 

When providing outside services, a member should provide all of the following information to her current employer EXCEPT: 

	A)
	the types of services to be provided.

	B)
	the compensation she will receive.

	C)
	the expected duration of the services.

	D)
	a promise to remit an agreed-upon percentage of the proceeds to the current employer.




Question: 9 - 29271 

Chip Lawson, CFA, is working on an outside consulting project for which he has not yet been paid. His boss, a CFA charterholder as well, finds out and accuses Chip of violating Standard III(B), Duty to Employer. Chip disagrees. Which of the following statements regarding this situation is TRUE? 

	A)
	The boss is correct, a violation has occurred because Chip could eventually be paid for the project.

	B)
	The boss is wrong, no violation has occurred because no money has changed hands.

	C)
	The boss is wrong, no violation has occurred because the Duty to Employer standard does not address consulting opportunities.

	D)
	Chip is correct, no violation has occurred because Standard III(B) specifically states that in order for a violation to occur, the firm receiving the consulting work must file a complaint with Chip's employer.




Question: 10 - 29272 

With respect to possible conflicts of interest, members have a duty to disclose to: 

	A)
	both their employer and their clients.

	B)
	only their employer.

	C)
	only their clients.

	D)
	neither employers nor clients must be informed but the member must use "prudent judgment." 




Question: 11 - 29273 

To comply with standard III(D), Disclosure of Additional Compensation Arrangements, members should do all of the following EXCEPT: 

	A)
	immediately make a written report to their employer specifying any compensation benefits they receive.

	B)
	reject any outside compensation immediately because it is not appropriate to accept outside compensation in a business setting.

	C)
	immediately make a written report of any services they expect to receive.

	D)
	state the terms of oral or written agreements regarding the compensation and the duration of the agreement.




Question: 12 - 29274 

If a supervisor fails to detect violations of the Code and Standards, all of the following are possible EXCEPT: 

	A)
	If the supervisor makes a reasonable effort to detect violations and fails, she is not in violation of III(E), Responsibilities of Supervisors.

	B)
	If no effort is made to detect violations, the supervisor is in violation of III(E), Responsibilities of Supervisors.

	C)
	If the supervisor makes a reasonable effort to detect violations and fails, she is in violation of III(E), Responsibilities of Supervisors.

	D)
	Even if the supervisor delegates supervisory responsibility, she is still responsible for violations.




Question: 13 - 29275 

An incentive offered by a client, such as a free vacation or a cash bonus, to inspire high performance is: 

	A)
	not allowable under any circumstances.

	B)
	allowable if the manager gets approval from her employer to accept the incentive.

	C)
	allowable under any circumstances.

	D)
	allowable as long as she informs her employer that she intends to accept the incentive.




Question: 14 - 29276 

Standard IV, Relationships with and Responsibilities to Clients and Prospects, require members to do all of the following EXCEPT: 

	A)
	get employer approval for all investment recommendations involving high dollar amounts.

	B)
	exercise diligence and thoroughness in making investment recommendations or in taking investment actions.

	C)
	have a reasonable and adequate basis, supported by appropriate research and investigation, for such recommendations or actions.

	D)
	maintain appropriate records to support the reasonableness of such recommendations or actions.




Question: 15 - 29277 

Members are allowed to make recommendations based on all of the following EXCEPT: 

	A)
	the firm's research.

	B)
	the research of another party or firm that has exercised diligence and thoroughness.

	C)
	a quantitatively oriented process designed to rank securities.

	D)
	the well-reasoned opinion of the money manager.




Question: 16 - 29278 

One of the most common violations of Standard IV(A2), Research Reports, is the failure to separate: 

	A)
	fact from fiction.

	B)
	optimism from fact.

	C)
	optimism from pessimism.

	D)
	the past from the future.




Question: 17 - 29279 

Which of the following statements about fiduciaries is FALSE? 

	A)
	Fiduciaries act for the benefit of another party.

	B)
	The duty of a fiduciary exceeds that of other business relationships because the fiduciary is in a position of trust.

	C)
	Fiduciaries are often required by securities laws to make up losses when they occur as a result of inappropriate investments.

	D)
	Fiduciaries owe undivided loyalty to their clients and must place the clients' interests before their own.




Question: 18 - 29280 

There are several procedures to adopt and comply with Standard IV(B3), Fair Dealing. All of the following are procedures the firm should employ EXCEPT: 

	A)
	require board approval for all recommendation changes.

	B)
	limit the number of people privy to recommendations and changes.

	C)
	shorten the time frame between initiation and dissemination.

	D)
	publish personnel guidelines for pre-dissemination.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18896 

Given the following frequency distribution:
	Class
	Frequency

	10 up to 30
	5

	30 up to 50
	10

	50 up to 70
	15

	70 up to 90
	5


Which of the following statements is FALSE?
	A)
	The class interval is 20.

	B)
	The class frequency of the third class is 15.

	C)
	The relative class frequency of the second class is 14.28.

	D)
	The mean of the frequency distribution is 51.43.




Question: 20 - 18897 

Which of the following statements is TRUE? 

	A)
	The geometric mean is always less than or equal to the arithmetic mean.

	B)
	When a data set's distribution is significantly skewed the mean should not be used to represent the data set.

	C)
	The mode for data grouped into a frequency distribution can be approximated by the midpoint of the class with the largest class frequency.

	D)
	All of these choices are correct.




Question: 21 - 28572 

Which of the following statements about the normal probability distribution is TRUE? 

	A)
	The normal curve can be used to approximate a binomial probability distribution if an adjustment factor of ± .5 is added to the observation when calculating Z. Z = [(X ± adj)- mean]/σ. 

	B)
	The normal curve is asymmetrical about its mean.

	C)
	The standardized normal distribution has a mean of zero and a standard deviation of 10.

	D)
	Sixty-eight percent of the area under the normal curve falls between 0 and +1 standard deviations from the mean.




Question: 22 - 28573 

How much would the following income stream be worth assuming a 12 percent discount rate?
· $100 received today 

· $200 received 1 year from today 

· $400 received 2 years from today 

· $300 received 3 years from today 

	A)
	$1,112.44.

	B)
	$810.98.

	C)
	$721.32.

	D)
	$865.34.




Question: 23 - 28574 

What is the value in five years of $100 invested today at an interest rate of 10 percent compounded quarterly? 

	A)
	$150.00.

	B)
	$159.33.

	C)
	$163.86.

	D)
	$161.05.




Question: 24 - 28575 

An investor wants to be sure to always earn at least a 5 percent rate of return on their investments. They are looking at an investment that has a normally distributed probability distribution with an expected rate of return of 10 percent and a standard deviation of 5 percent. What is the probability of meeting or exceeding the return expectations in any given year? 

	A)
	84.0%.

	B)
	97.5%.

	C)
	34.0%.

	D)
	50.0%.




· There is a 40 percent chance that the economy will be good next year and a 60 percent chance that it will be bad. 

· If the economy is good, there is a 50 percent chance of a bull market, a 30 percent chance of a normal market, and a 20 percent chance of a bear market. 

· If the economy is bad, there is a 20 percent change of a bull market, a 30 percent chance of a normal market, and a 50 percent chance of a bear market. 

Question: 25 - 28576 

What is the joint probability of a good economy and a bull market? 

	A)
	20%.

	B)
	12%.

	C)
	32%.

	D)
	50%.


Question: 26 - 28576 

What is the probability of a bull market next year? 

	A)
	50%.

	B)
	32%.

	C)
	12%.

	D)
	20%.




Question: 27 - 28577 

You project that XYZ's return on equity varies with the state of the economy in the following way:
	State of Economy
	Probability of Occurrence
	Company Returns

	Good
	.20
	20%

	Normal
	.50
	15%

	Poor
	.30
	10%


What is the standard deviation of XYZ's expected return on equity?
	A)
	12.250%.

	B)
	3.500%.

	C)
	1.225%.

	D)
	1.450%.




Question: 28 - 28578 

Given the following data:
· 40 percent of your prospects have only undergraduate degrees while 60 percent have MBA's. 

· 80 percent of the undergraduates buy your product while 50 percent of the MBA's do 

· You have just learned that X purchased your product. 

Based on this information, you would like to know the revised probability of X having an MBA. Which of the following statements is FALSE?
	A)
	The posterior probability (P(A1|B) of X being an MBA is .26.

	B)
	The posterior probability (P(A1|B) of X being an MBA is .48.

	C)
	The probability that undergraduates (A2) will buy (B) is P(B|A2) and is called a conditional probability.

	D)
	The prior probability (P(A1)) of X having an MBA is .60.




Question: 29 - 29341 

Given the following probability distribution, find the covariance the of expected returns for stocks A and B.

	Event 
	P(Ri)
	RA
	RB

	Recession
	.10
	-5%
	 4

	Below Average
	.30
	-2%
	 8

	Normal
	.50
	10%
	10

	Boom
	.10
	31%
	12


	A)
	0.00109.

	B)
	0.00032.

	C)
	0.00174.

	D)
	0.00213.




Question: 30 - 28564 

Which of the following statements is FALSE? 

	A)
	A Type I error is rejecting the null hypothesis when it is actually true.

	B)
	If the calculated Z statistic exceeds the critical Z statistic range reject the null hypothesis.

	C)
	The test statistic (Z =(X - µ) / (σ/√n)) tells you which significance level to use.

	D)
	The confidence interval for a two tailed test at the .05 level of significance is that the sample mean falls between + or -1.96 σ/√n of the null hypothesis value.




Question: 31 - 28565 

Given the following hypothesis:
· The null hypothesis is H0:µ = 5 

· The alternative is H1:µ does not equal 5 

· The mean of a sample of 17 is 7 

· The population standard deviation is 2.0 

What is the calculated Z statistic? 
	A)
	4.00.

	B)
	8.00.

	C)
	8.25.

	D)
	4.12.




Question: 32 - 28566 

Which of the following are assumptions concerning linear regression? 

	A)
	Homoskedasticity: the standard deviations of each of the Y distributions are equal.

	B)
	Linearity: relative to the X variable the mean of each Y distribution lies along a straight line.

	C)
	All of these choices are correct.

	D)
	Independence: the deviations of the various Y variables from the regression line are independent from each other.




Question: 33 - 28567 

The R2 of a simple regression of two factors measures the: 

	A)
	percent of variability of the independent variable that is explained by the variability of the dependent variable.

	B)
	percent of variability of the dependent variable that is explained by the variability of the independent variable.

	C)
	the standard error of the residuals of the regression equation.

	D)
	the statistical significance of the coefficients of the regression equation.




Question: 34 - 28568 

An analyst performs two simple regressions. The first regression analysis has an R-squared of .40 and a beta coefficient of 1.2. The second regression analysis has an R-squared of .77 and a beta coefficient of 1.75. Which one of the following statements is TRUE? 

	A)
	The results of the first regression are more valid than the second regression.

	B)
	The results of the second regression are more valid than the first regression.

	C)
	The beta coefficient of the 2nd regression indicates this regression is more valid than the first.

	D)
	The R-squared of the first regression indicates that there is a .40 correlation between the independent and the dependent variables.




Question: 35 - 28570 

The results of regressing X against Y gives a y-intercept of 5.0 and a beta of 10. If the value of X were projected to be 7, what would be your projection of Y? 

	A)
	75.

	B)
	22.

	C)
	45.

	D)
	65.




Question: 36 - 28571 

If X and Y are perfectly correlated when you regress Y on to X you will find that: 

	A)
	the alpha coefficient will be zero.

	B)
	the regression line will be sloped upward.

	C)
	the standard error of estimate will be zero.

	D)
	exactly half of the observations will plot above the regression line and half will plot below the regression line.




Economics - 14 Questions - 21 minutes



Question: 37 - 12360 

Supply-side economics stresses that: 

	A)
	expansionary monetary policy will cause real output to expand without causing the rate of inflation to accelerate.

	B)
	tax rates are not a major determinant of real output.

	C)
	aggregate demand is the major determinant of real output.

	D)
	marginal tax rate changes can exert a significant impact on real output.




Question: 38 - 28539 

If the Federal Reserve wants to follow a more expansionary monetary policy, which one of the following should it do? 

	A)
	Buy bonds in the open market.

	B)
	Increase the federal funds rate.

	C)
	Increase the discount rate.

	D)
	Increase reserve requirements.




Question: 39 - 28540 

If the adaptive expectations hypothesis is correct, a shift to a more expansionary macroeconomic policy will: 

	A)
	increase the unemployment rate in the short run, but not in the long run.

	B)
	reduce the unemployment rate in the short run, but not in the long run.

	C)
	fail to systematically reduce the unemployment rate in either the short run or the long run.

	D)
	reduce the unemployment rate in the long run, but not in the short run.




Question: 40 - 29316 

Given the following hypothetical data from the national income accounts of an unidentified country, calculate gross domestic product (GDP) using the resource cost-income approach.
	National Income Accounts for 2000

	 
	Billions 

	Government Consumption and Investment
	680

	Net Income of Foreigners
	10

	Gross Private Investment:
	 

	             Fixed Investment
	450

	             Inventory
	20

	Proprietor’s Income
	316

	Employee Compensation
	2000

	Personal Consumption
	2262

	Indirect Business Tax
	300

	Rents
	67

	Net Exports
	-50

	Depreciation
	300

	Interest Income
	119

	Corporate Profits
	280


 
	A)
	$3,362.

	B)
	$3,392.

	C)
	$4,250.

	D)
	$3,392.




Question: 41 - 29317 

Nominal gross domestic product (GDP) in 2000 is $3.2 billion, up from $2.6 billion in 1992. The 1992 GDP deflator is 100 and the 2000 deflator is 116.3. What is the change in real GDP over the period in percentage terms? 

	A)
	5.83%.

	B)
	4.25%.

	C)
	6.45%.

	D)
	5.01%.




Question: 42 - 29318 

Which of the following statements regarding federal open market operations is FALSE? 

	A)
	Open market operations is the most commonly used tool of the Fed.

	B)
	If the Fed wants to stimulate the economy, they will sell Treasury securities to banks.

	C)
	When the Fed sells Treasury securities they are shrinking excess reserves and the monetary base.

	D)
	When the Fed buys Treasury securities, short-term interest rates will generally fall.




Question: 43 - 29319 

A restrictive monetary policy will have what long-run effects on the following variables, respectively?
	I
	II
	III

	inflation
	real output and employment
	real interest rate


 
	A)
	decrease, decrease, decrease.

	B)
	decrease, no change, no change.

	C)
	increase, no change, increase.

	D)
	increase, increase, increase.




Question: 44 - 29323 

All of the following are emerging consensus views regarding policy changes and economic stabilization EXCEPT: 

	A)
	high employment should be the focus of monetary policy.

	B)
	governments should avoid wide swings in both monetary and fiscal policy.

	C)
	price stability should be the focus of monetary policy.

	D)
	in the long run, demand stimulus cannot reduce the unemployment rate below the natural rate.




Question: 45 - 28541 

Under monopolistic competition there are: 

	A)
	few firms.

	B)
	many firms.

	C)
	low barriers to entry.

	D)
	many firms and low barriers to entry.




Question: 46 - 29050 

Which of the following statements about price elasticity is most likely FALSE? 

	A)
	The elasticity of demand of a good increases over time.

	B)
	If the price of a brand of toilet paper increases, total expenditure on that brand of toilet paper will increase.

	C)
	If the price of gasoline increases, total expenditures on gasoline will increase.

	D)
	The demand for the manufacturer of PikitOut Toothpicks is more elastic than that of the market for toothpicks.




Question: 47 - 12822 

If a country can produce a product at a lower cost they have: 

	A)
	a natural advantage.

	B)
	both an absolute and a comparative advantage.

	C)
	an absolute advantage.

	D)
	a comparative advantage.




Question: 48 - 28542 

Which of the following statements about exchange rates is FALSE? 

	A)
	The standard method of listing interbank quotes is to list the traded currency over the U.S. Dollar. This is called European terms.

	B)
	Transaction costs hamper arbitrage opportunities allowing market inefficiencies to exist. Thus there will be a trading range around an exchange rate where arbitrage does not occur.

	C)
	Forward exchange rate / Spot exchange rate should equal (1+r domestic) / (1+r foreign).

	D)
	When rD-rF < [(f-s) / s] borrow foreign currency, convert it to local currency and lend it out in the local market.




Question: 49 - 29061 

A nation’s currency is least likely to depreciate on the foreign exchange market because the: 

	A)
	country removes a high tariff on a major imported good.

	B)
	country runs a current account deficit.

	C)
	government recently undertook an unanticipated contractionary monetary policy action.

	D)
	country's inflation rate increased.




Question: 50 - 29066 

Given the European terms for the Czech Koruna (CSK) and the Polish Zloty (PLZ), determine the CSK/PLZ bid-ask spread. (Note: Carry calculations to at least five decimal places.)
CSK/$ Bid Ask  CSK 36.60000 - 0.00500 / US $
PLZ/$ Bid Ask  PLZ 4.18000 - 0.05000 / US $
	A)
	CSK 8.75718 - 0.10470 PLZ.

	B)
	CSK 8.65366 - 0.102317 PLZ.

	C)
	CSK 8.11557 - 0.001372 PLZ.

	D)
	CSK 8.65248 - 0.10470 PLZ.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 28555 

Which one of the following statements is FALSE? 

	A)
	The cost recovery method is similar to the installment sales method in that revenue is recognized when cash is received, but no profit is recognized until all the cost of goods sold has been recovered.

	B)
	The installment sales method recognizes revenue and the associated cost of goods sold only when cash is received. The profit recognized is the collected cash less the proportionate cost of goods sold.

	C)
	The completed contract method doesn't recognize revenue and expense until the contact is completed and title is transferred. Profits are recognized on a prorata basis.

	D)
	The percent-of-sales method recognizes profit corresponding to the percentage of cost incurred to total estimated costs associated with long-term construction contracts.




Question: 52 - 28556 

Which of the following statements is FALSE? 

	A)
	The results of discontinued operations are reported below income from continuing operations on the income statement net of taxes.

	B)
	Items that are unusual in nature or infrequent in occurrence appear below income from continuing operations on a pretax basis.

	C)
	Extraordinary items are both unusual in nature and infrequent in occurrence. Extra-ordinary items are disclosed net of taxes after income from continuing operations in the income statements.

	D)
	Changes in accounting principle are reported net of taxes after extraordinary items on the income statement.




Question: 53 - 28557 

Which of the following describes how issuing zero-coupon bonds affects a company's financial statements? 

	A)
	Cash flow from investing decreases during the year of maturity.

	B)
	Cash flow from financing increases during the year of issuance.

	C)
	Company net income is overstated every year until maturity.

	D)
	Cash flow from operations decreases for the life of the bond.




Question: 54 - 29457 

Indigo Corp.’s Income Statement for the year ended December 31, 2001, is as follows:

	Sales
	$73,000,000 

	Cost of Goods Sold
	(47,000,000)

	  Gross Profit
	26,000,000 

	Interest Expense
	(7,000,000)

	Depreciation Expense
	(5,000,000)

	Loss on Inventory Write Down
	 

	to Lower of Cost or Market
	(4,000,000)

	Income Tax Expense (current)
	(3,000,000)

	  Net Income
	 $ 7,000,000 


Assume there were no changes in balance sheet accounts for Indigo in 2001.  Using the indirect method, what is the net cash provided or used by operating activities for the year ended December 31, 2001?

	A)
	$9,000,000.

	B)
	$16,000,000.

	C)
	$11,000,000.

	D)
	$7,000,000.




Question: 55 - 29458 

In 2001, Wilson, Inc. entered into a long-term construction contract with the Gordon School District to construct an elementary school for $20 million. The cost to complete the contract has been reliably estimated at $15 million. During 2001, costs of $7.5 million were incurred under the contract. A total of $9 million in advance billings were made and $5 million of those billings were received in cash.

If Wilson used the percentage-of-completion method to account for this contract, Wilson, Inc.’s balance sheet as of December 31, 2001, will show a balance of: 
	A)
	$4 million in the Net Construction-in-Progress asset account.

	B)
	$4 million in the Net Advance Billings liability account.

	C)
	$1 million in the Net Construction-in-Progress asset account.

	D)
	$1 million in the Net Advance Billings liability account.




Question: 56 - 29459 

All of the following should be classified as cash flows from financing (CFF) by Gordon, Inc. EXCEPT: 

	A)
	preferred stock dividends paid to Gordon, Inc. on account of Gordon's ownership of nine percent par value preferred stock in Venture, Inc.

	B)
	the portion of long-term debt principal payable within the current year operating cycle of the business .

	C)
	preferred stock dividends paid by Gordon, Inc. to its preferred shareholders at eight percent of par value. 

	D)
	proceeds from the issuance of eight percent preferred stock of Gordon, Inc.




Question: 57 - 29460 

Favor, Inc.’s capital and related transactions during 2001 were as follows:

· On January 1, $1,000,000 of 5-year 10 percent annual interest bonds were issued to Cover Industries in exchange for old equipment owned by Cover. 

· On June 30, $50,000 of interest was paid to Cover 

· On July 1, the bonds were returned to Favor in exchange for $1,500,000 par value six percent preferred stock. 

· On December 31, preferred stock dividends of $45,000 were paid to Cover. 

Favor, Inc.’s cash flow from financing (CFF) for 2001 is:

	A)
	-$45,000.

	B)
	-$95,000.

	C)
	-$1,045,000.

	D)
	-$1,095,000.




Question: 58 - 29461 

Mark Industries Income Statement and related notes for the year ended December 31, 2001, are as follows (in $):
	Sales
	42,000,000 

	Cost of Goods Sold
	(32,000,000)

	Wages Expense
	(1,500,000)

	Depreciation Expense
	(2,500,000)

	Interest Expense
	(1,000,000)

	Income Tax Expense
	(2,000,000)

	  Net Income
	2,000,000 


· Wages Payable increased $100,000 in 2001. 
· Accumulated Depreciation increased $2,500,000 in 2001. 
· Interest Payable decreased $200,000 in 2001. 
· Income Taxes Payable increased $500,000 in 2001. 
· No dividends were declared in 2001. 
· Dividends of $100,000 were declared in 2000 and paid in 2001. 
Mark Industries’ cash flow from operations (CFO) for the year ended December 31, 2001, was:
	A)
	$4,800,000.

	B)
	$4,500,000.

	C)
	$4,900,000.

	D)
	$4,400,000.




Question: 59 - 28558 

Which of the following statements about the Earning Per Share calculation are TRUE? 

	A)
	If the Diluted EPS is less than the Basic EPS, then the Diluted EPS is said to be anti-dilutive.

	B)
	When calculating Diluted EPS you must add the shares created from the conversion of the bonds to the denominator and the interest expense times the tax rate to the numerator.

	C)
	The treasury stock method for Diluted EPS uses the stock price at the end of the period.

	D)
	None of these choices are correct.




Question: 60 - 29462 

Data generated over two consecutive quarters reveals the following about J Company and K Company (in $ millions):
	 
	J (1st Q)
	K (1st Q)
	J (2nd Q)
	K (2nd Q)

	Sales
	30
	20
	40
	25

	Cost of Goods Sold
	(20)
	(8)
	(26)
	(10)

	  Gross Profit
	10
	12
	14
	15

	Other Expenses
	(3)
	(2)
	(2)
	(3)

	  Operating Profit
	7
	10
	12
	12

	Interest 
	(3)
	(1)
	(6)
	(1)

	Taxes
	(1)
	(3)
	(3)
	(3)

	  Net Income
	3
	6
	3
	8


An analysis of the operating leverage of each company reveals that J Company’s operating leverage is:
	A)
	at least two times that of K Company.

	B)
	more than that of K Company but less than two times that of K Company.

	C)
	less than that of K Company but more than half that of K Company.

	D)
	less than half that of K Company.




Question: 61 - 29463 

Selected financial information for Plain Company for the years ending December 31, 2000, and December 31, 2001, is as follows (in $ millions):
	 
	2000
	2001
	 

	Sales
	400
	440
	 

	Earnings before Int. & Taxes (EBIT)
	80
	120
	 

	Interest Expense
	40
	45
	 

	Assets  
	300
	310
	 

	Equity   
	420
	440
	 

	Average Tax Rate
	           40 percent         40 percent


Which component of the extended Du Pont equation explains more of Plain’s Return on Equity (ROE) improvement than any other component?
	A)
	total asset turnover.

	B)
	financial leverage multiplier.

	C)
	operating profit margin.

	D)
	interest expense rate.




Question: 62 - 29464 

Selected data from Eastern Concepts, Inc. financial statements for the year ended December 31, 2001, are as follows (in $ millions):
	Sales
	620 

	Cost of Goods Sold
	(215)

	  Gross Profit
	405 

	Sales and Administration
	(240)

	Depreciation
	(55)

	  Operating Profit
	110 

	Interest Expense
	(25)

	  Earnings Before Taxes
	85 

	Income Taxes
	(40)

	  Net Income
	45 


Eastern Concepts average total capital is $350 million.  Compared to the industry average of 20 percent, Eastern Concept’s return on total capital for the year ended December 31, 2001, is:
	A)
	more than the industry average.

	B)
	at least 25 percent below the industry average.

	C)
	below the industry average by less than 25 percent.

	D)
	the same as the industry average.




Question: 63 - 29465 

Limitations on the accuracy and usefulness of financial ratio comparisons across firms include all of the following EXCEPT: 

	A)
	There is no consensus on how different ratios are computed

	B)
	Ratios do not always give consistent readings and can sometimes be misleading.

	C)
	Different firms have different accounting practices.

	D)
	Firms have divisions operating in different industries.




Question: 64 - 29466 

Bluff, Inc.’s stock transactions during the year 2001 were as follows:
· January 1                      90,000 common shares outstanding. 
· April 1                           20 percent stock dividend is declared and issued. 
· October 1                     10,000 shares are reacquired as treasury stock. 
When computing for earnings per share (EPS) computation purposes, what is Bluff’s weighted average number of shares outstanding during 2001?
	A)
	98,000.

	B)
	101,000.

	C)
	105,500.

	D)
	103,333.




Question: 65 - 29467 

Valuable Corp.’s basic earnings per share (EPS) and Diluted EPS for 2001 are different, which implies that all of the following are true EXCEPT: 

	A)
	Diluted EPS is less than EPS.

	B)
	Valuable Corp.'s financial structure includes a potentially dilutive security.

	C)
	Valuable Corp. may hold both options and warrants.

	D)
	All of Valuable's potentially dilutive security holdings are antidilutive.




Question: 66 - 29468 

An analyst compiled the following information from Hampshire Inc.’s financial activities in the year 2001:

· Net income was $2,800,000. 

· 100,000 shares of common stock were outstanding on January 1. 

· The average market price per share was $260 in 2001. 

· 10,000 shares of six percent, $1000 par value preferred shares were outstanding on January 1. 

· Dividends were paid in 2001. 

· 10,000 warrants, which allow the holder to purchase 10 shares of common stock for each warrant held at a price of $150 per common share, were outstanding the entire year. 

· 30,000 shares of common stock were issued on September 1. 

Hampshire, Inc.’s Diluted earnings per share for 2001 (Diluted EPS) is closest to:  (If there are no dilutive securities, use basic EPS.)
	A)
	$20.00.

	B)
	$18.38.

	C)
	$14.44.

	D)
	$10.47.




Question: 67 - 14819 

Which one of the following statements is FALSE? In an inflationary period: 

	A)
	reported return on assets and return on equity will be too low.

	B)
	depreciation based on historical costs will not be sufficient to replace the asset.

	C)
	depreciation based on the current cost of the asset (rather than historical costs) will create superior future cash flow estimates.

	D)
	reported income and taxes will be too high.




Question: 68 - 28559 

Which of the following statements is FALSE? 

	A)
	The activity method of depreciation calculates depreciation expense based on the use of the asset.

	B)
	Depreciation is the allocation of the cost of equipment to expense over the equipment's useful life.

	C)
	Depletion is the allocation of the cost of extracting natural resources to inventory or expense based on the amount of those resources extracted.

	D)
	When accelerated depreciation is used rather than straight line depreciation a tax savings is created that should be treated as a deferral since the savings will NOT reverse in the latter years of the asset's life.




Question: 69 - 29469 

Electronics Corp.’s financial information for the year ended December 31, 2001, includes the following:

· Beginning Inventory was $2,400,000. 

· Ending Inventory was $2,900,000. 

· Purchases were $14,900,000. 

· Beginning LIFO Reserve was $320,000. 

· Ending LIFO Reserve was $395,000. 

If Electronics Corp converts its ending inventory from the last in, first out (LIFO) inventory cost flow assumption to first in, first out (FIFO), the FIFO ending inventory balance will be:

 

	A)
	$2,505,000.

	B)
	$2,975,000.

	C)
	$3,220,000.

	D)
	$3,295,000.




Question: 70 - 29470 

Selected information from Leeward Company’s financial statements for the year ended December 31, 2001, is as follows (in $):
	Cash
	3,000,000
	 
	Accounts Payable
	1,800,000

	Accounts Receivable
	3,400,000
	 
	Deferred Tax Liability
	1,200,000

	Inventory
	6,300,000
	 
	Long-term Debt
	12,500,000

	Property, Plant & Eq.
	15,200,000
	 
	Common Stock
	2,000,000

	  Total Assets
	27,900,000
	 
	Retained Earnings
	10,400,000

	LIFO Reserve Jan. 1
	1,600,000
	 
	  Total Liab. & Equity    
	27,900,000

	LIFO Reserve Dec. 31
	2,100,000
	 
	 
	 


Leeward uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate is 40 percent.  If Leeward changed from LIFO to first in, first out (FIFO), the total debt-to-total equity ratio will:
	A)
	increase from 1.25 to 1.32.

	B)
	decrease from 1.25 to 1.16.

	C)
	decrease from 1.25 to 1.20.

	D)
	remain unchanged at 1.25.




Question: 71 - 29471 

Voluminous Corp.’s Statement of Cash Flow for the year ended December 31, 2001, is as follows (in $ millions):

	Cash Collections
	 

	 
	Revenues
	14 

	 
	less increase in Accounts Receivable
	(1)

	 
	Cash collected from customers
	13 

	 
	 

	Direct Cash Inputs
	 

	 
	Cost of Goods Sold
	(6)

	 
	add increase in Accounts Payable
	1 

	 
	Cash paid to suppliers
	(5)

	 
	 
	 

	Other Cash Outflows
	 

	 
	Cash paid for franchise expense
	(5)

	 
	 
	 

	Cash Flow from Operations
	3 

	 
	 
	 

	Cash Flow from Investing Activities
	(0)

	 
	 
	 

	Cash Flow from Financing Activities
	(0)

	 
	 
	 

	Net Increase in Cash
	3 

	Beginning Cash January 1, 2001
	  8 

	Ending Cash December 31, 2001
	11 


If Voluminous elects to amortize the cost of the franchise it acquired in 2001 over five years, on the revised Statement of Cash Flow for 2001 all of the following will change EXCEPT: 

	A)
	Cash Flows from Operations.

	B)
	Cash Flow from Financing Activities.

	C)
	Cash Flow from Investing Activities.

	D)
	Other Cash Outflows.




Question: 72 - 29472 

Intangible assets are normally capitalized when the following occur EXCEPT when: 

	A)
	intangible assets are acquired rather than developed.

	B)
	costs are incurred to develop the feasibility of software.

	C)
	costs are incurred for direct-response advertising.

	D)
	goodwill is obtained in a purchase method acquisition.




Question: 73 - 29473 

Selected information from Ingot Company’s financial statements for the year ended December 31, 2001, was as follows prior to the consideration of its impaired asset write-down (in $):

	Cash
	120,000
	 
	Accounts Payable
	290,000

	Accounts Receivable
	200,000
	 
	Long-term Debt
	740,000

	Inventory
	300,000
	 
	Common Stock
	800,000

	Property Plant & Eq. (net)
	1,700,000
	 
	Retained Earnings
	490,000

	  Total Assets
	2,320,000
	 
	  Total Liab. & Equity
	2,320,000


Ingot Company’s excavation machine is permanently impaired. Its purchase price was $1,600,000 and its accumulated depreciation was $800,000 through 2001. The present value of its future cash flows is $500,000.

The write-down of the excavation machine will cause Ingot’s total debt ratio (total debt-to-total capital) to: 
	A)
	increase from 0.44 to 0.48.

	B)
	increase from 0.44 to 0.51.

	C)
	decrease from 0.44 to 0.40.

	D)
	be unchanged.




Question: 74 - 29474 

Under the liability method of accounting for deferred taxes, deferred tax: 

	A)
	expense is calculated using current tax rates with no adjustments.

	B)
	liability and asset accounts are maintained at historical tax rates until they reverse.

	C)
	liability and asset accounts are adjusted to changes in tax rates as changes take place. 

	D)
	liability and asset accounts come into existence when tax rates change.




Question: 75 - 29475 

On its financial statements for the year ended December 31, 2001, Jackson, Inc. listed $2,000,000 in post retirement benefits expense. Jackson, Inc. contributed $200,000 of the expense to its retirement plan in 2001. Tax law recognizes cash contributions to a pension account as tax deductible, but not expense accruals. Jackson’s tax rate is 40 percent.

For the year ended December 31, 2001, Jackson, Inc. should show, based on the above transaction, an increase in its deferred tax: 
	A)
	asset account of $800,000.

	B)
	asset account of $720,000.

	C)
	liability account of $80,000.

	D)
	tax liability account of $720,000.




Question: 76 - 29476 

Fred Company has a deferred tax liability balance of $1,200,000 at the end of 2001. Tax rates increased from 30 percent to 40 percent in 2001. Fred Company should increase its tax liability account and also increase its: 
	A)
	2001 income tax expense by $120,000.

	B)
	income taxes payable by $400,000.

	C)
	income taxes payable by $120,000.

	D)
	2001 income tax expense by $400,000.




Question: 77 - 29477 

On December 31, 2001, Modern Company issued 1,000 $1,000 face-value eight percent bonds to yield seven percent. The bonds pay interest semi-annually and are due December 31, 2011.

On its December 31, 2001, balance sheet Modern should record bonds payable of: 
	A)
	$1,062,053.

	B)
	$1,051,372.

	C)
	$1,000,000.

	D)
	$1,071,062.




Question: 78 - 29478 

Selected information from Popular Company’s balance sheet as of December 30, 2001, is as follows (in $ millions):

	Accounts Payable
	2.0

	Long-term Debt
	5.0

	Common Stock
	3.0

	Retained Earnings
	6.0

	  Total Liabilities and Equity
	16.0


On December 31, 2001, holders of $3.0 million of convertible bonds elected to convert their bonds to common stock. Following this transaction, the debt-to-equity ratio of Popular will: 

	A)
	decrease from 77.7 percent to 33.3 percent.

	B)
	decrease from 77.7 percent to 44.4 percent.

	C)
	decrease from 77.7 percent to 58.3 percent.

	D)
	remain unchanged, but the conversion will be disclosed in the footnotes.




Question: 79 - 29479 

A lessor is required to classify a lease as an operating lease if which of the following is present? 

	A)
	There are significant uncertainties concerning unreimbursable costs.

	B)
	Title is transferred to the lessee at the end of the lease period.

	C)
	A bargain purchase option exists.

	D)
	The lease period is at least 75 percent of the asset's life.




Question: 80 - 29480 

On December 31, 2000, Zapp Company executed a 12-year lease with annual payments of $900,000 beginning December 31, 2001, for factory equipment.  

· The economic life of the equipment was 18 years.  

· The interest rate implicit in the lease was eight percent.  

· Zapp’s incremental borrowing rate was 11 percent. 

· Under the terms of the lease, Zapp may purchase the equipment at the end of the lease at the then-current fair market value of the equipment.  

· The fair market value of the equipment on December 31, 2000, was $8,000,000. 

Zapp’s Income Statement for the year ended December 31, 2001, is as follows (note that this statement is prepared under the assumption that the factory equipment lease was a capital lease):

	Sales
	$22,000,000 

	Cost of Goods Sold
	   (9,000,000)

	  Gross Profit
	13,000,000 

	Depreciation on Lease
	(565,206)

	Other Depreciation
	(2,900,000)

	Sales and Administration
	(2,600,000)

	  Operating Profit
	6,934.794 

	Interest Expense on Lease
	(542,838)

	Other Interest Expense
	(1,900,000)

	Income Taxes
	(2,000,000)

	  Net Income
	$2,491,956 


After considering whether the factory equipment lease should be reclassified as an operating lease and holding income taxes constant at $2,000,000, Zapp’s net profit margin will:
	A)
	decrease from 11.33 percent to 9.67 percent.

	B)
	increase from 11.33 percent to 12.27 percent.

	C)
	increase from 11.33 percent to 15.42 percent.

	D)
	remain unchanged.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28562 

Which one of the following statements is TRUE? The optimal capital structure: 

	A)
	maximizes expected EPS, maximizes the price per share of common stock.

	B)
	maximizes the stock price, minimizes the weighted average cost of capital.

	C)
	minimizes the interest rate on debt, maximizes the expected EPS.

	D)
	minimizes the required rate on equity, maximizes the stock price.




Question: 82 - 28563 

Use the following information about a firm:
· They expect to have net income of $100,000 next year 

· The current capital structure is 50 percent debt and 50 percent equity 

· The optimal capital budget for next year is expected to be $150,000 

If the company uses the residual dividend model to determine next year's dividend payout, how much will they pay out in dividends next year?
	A)
	$50,000.

	B)
	$0.

	C)
	$10,000.

	D)
	$25,000.




Question: 83 - 13879 

Which of the following sets of indexes are price-weighted? 

	A)
	Dow Jones World Stock Index and Russell Index.

	B)
	S&P 500 Index and Dow Jones Industrial Average.

	C)
	Morgan Stanley Capital International Index and S&P 500 Index.

	D)
	Dow Jones Industrial Average and Nikkei Dow Jones Stock Market Average.




Question: 84 - 28547 

Which of the following statements are FALSE? 

	A)
	A national market system is expected to provide centralized reporting of all transactions, a centralized quotation system, and competition among all qualified market makers.

	B)
	Primary capital markets represent the major national markets providing investors with liquidity and continuous price information.

	C)
	Underwriters provide issuers with origination, risk bearing, and distribution.

	D)
	Good capital markets provide information, liquidity, low transactions costs, and rapid price adjustments to new information.




Question: 85 - 28548 

Which of the following statements relating to indexes is TRUE? 

	A)
	The Financial Times/Standard & Poor Actuaries World indexes are all market value weighted.

	B)
	The Nikkei-Dow Jones average is a price-weighted index of 225 stocks from the first tier of the Tokyo Stock Exchange.

	C)
	The three principle weighting schemes used in the construction of an index are: price weighting, value weighting, and equal weighting.

	D)
	All of these choices are correct.




Question: 86 - 28560 

Which of the following is NOT a perceived advantage of technical analysis? 

	A)
	Technicians do not rely on getting information first.

	B)
	Technical trading techniques are difficult to mimic.

	C)
	Technical investors are only invested once price movement has begun.

	D)
	Technical investors do not depend on accounting information, which can be manipulated.




Question: 87 - 28561 

Which of the following statements is TRUE? 

	A)
	All of these choices are correct.

	B)
	Firms with low price/book value (P/BV) ratios tend to outperform high P/BV ratio firms on a risk-adjusted basis.

	C)
	Cash flow figures are typically more stable than earnings figures.

	D)
	P/BV and price/cash flow (P/CF) ratios should be used in conjunction with price/earnings (P/E) ratios in fundamental analysis.




Question: 88 - 29374 

Billie Blake is interested in a stock that has an expected dividend one year from today of $1.50, i.e., D1 = $1.50, D2 = $1.75 and D3 = 2.05. She expects to sell the stock for $47.50 at the end of year 3. What is Billie willing to pay one year from today if investor’s require a 12 percent return on the stock. 

	A)
	$38.01.

	B)
	$41.06.

	C)
	$33.45.

	D)
	$52.30.




Question: 89 - 29375 

A firm has an expected dividend payout ratio of 50 percent, a required rate of return of 12 percent and a dividend growth rate of 6 percent. If you expect next year’s earnings to be $4.00, what is the value of the stock today? 

	A)
	$35.33.

	B)
	$66.67.

	C)
	$33.33.

	D)
	$16.67.




Question: 90 - 29376 

Sam Seymour is interested in using the free cash-flow to equity (FCFE) method to value Jojaba, Inc. The required rate of return is 14 percent. Jojaba has 10 million shares of stock outstanding. Sam thinks the stock will sell at a multiple of 25 times predicted FCFE in 3 years. What will Sam pay per share for Jojaba? The FCFE for the next 3 years are as follows: Year 1 $15 million, Year 2 $20 million and Year 3 $25 million. 

	A)
	$46.73.

	B)
	$41.55.

	C)
	$68.50.

	D)
	$52.50.




Question: 91 - 13567 

Which of the following statements about the call feature is FALSE? 

	A)
	The call feature exposes investors to additional reinvestment rate risk.

	B)
	The cash flow pattern of callable bonds cannot be known with certainty.

	C)
	The call feature reduces the bond's capital appreciation potential.

	D)
	The call feature lengthens the bond's duration, increasing price risk.




Question: 92 - 28546 

Which of the following statements are TRUE? 

	A)
	A Yen denominated bond issued by a Japanese company in Japan is an example of a domestic bond.

	B)
	A Yen denominated bond issued by a German company in Luxembourg is an example of a foreign bond.

	C)
	A Yen denominated bond issued by a German company in Japan is an example of a Eurobond.

	D)
	All of these choices are correct.




Question: 93 - 29377 

All of the following are examples of embedded options that favor the bondholder EXCEPT: 

	A)
	conversion provisions.

	B)
	accelerated sinking fund provision.

	C)
	floor placed under the floating coupon rate bond.

	D)
	a put option.




Question: 94 - 29378 

Non-callable bond prices go up faster than they go down. This is referred to as: 

	A)
	inverse features.

	B)
	negative convexity.

	C)
	embedded benefits.

	D)
	positive convexity.




Question: 95 - 28544 

A 7 percent coupon bond with semi-annual coupons has a convexity in years of 80. The bond is currently priced at a yield to maturity (YTM) of 8.5 percent. If the YTM decreases to 8 percent, the predicted contribution to the percentage change in price due to convexity would be: 

	A)
	rise 20 basis points.

	B)
	rise 40 basis points.

	C)
	rise 1%.

	D)
	fall 50 basis points.




Question: 96 - 28545 

You have a 1-year, 7 percent semi-annual coupon bond with a price of $985. If the 6-month T-bill rate is 5 percent, what is the one-year annualized theoretical spot rate? 

	A)
	6.5%.

	B)
	7.4%.

	C)
	8.6%.

	D)
	8.0%.




Question: 97 - 29373 

Jane Peebles purchased a T-bill that matures in 200 days for $97,500. The face value of the bill is $100,000. What is the money market yield on the bill? 

	A)
	4.500%.

	B)
	4.756%.

	C)
	5.000%.

	D)
	4.615%.




Question: 98 - 29379 

What is the present value of a 7 percent semi-annual pay bond with a $1000 face value and 20 years to maturity if similar bonds are now yielding 6.375 percent? 

	A)
	$1000.00.

	B)
	$1121.23.

	C)
	$1070.09.

	D)
	$912.34. 




Question: 99 - 29380 

What is the yield to call on a bond that has an 8 percent coupon paid annually, $1000 face value, 10 years to maturity and is first callable in 6 years? The current market price is $1100. The call price is the face value plus 1-year’s interest. 
	A)
	6.00%.

	B)
	7.14%.

	C)
	9.06%.

	D)
	7.02%.




Question: 100 - 13940 

Derivatives are important because: 

	A)
	they enable arbitrage.

	B)
	all of these choices are correct.

	C)
	they enable traders to speculate.

	D)
	they enable firms to manage their risk by hedging.




Question: 101 - 28549 

Which of the following statements about forward contracts is FALSE? 

	A)
	Forwards are unique contracts.

	B)
	Forwards are private contracts.

	C)
	Forwards require no up front cash.

	D)
	Forwards are default risk free.




Question: 102 - 28550 

Which of the following statements is FALSE? 

	A)
	Hedging is the prime social rationale for futures trading.

	B)
	The clearinghouse protects futures traders from the risk of default on contracts.

	C)
	Initial margin can only be posted in cash.

	D)
	The futures markets allow market participants to discover the market's expectation of future cash market prices.




Question: 103 - 28551 

Which of the following statements about options is TRUE? 

	A)
	Standardization of options contracts promotes liquidity.

	B)
	Most options throughout the world are European options.

	C)
	A put writer who deposits shares of the underlying stock has written a covered put.

	D)
	An open call position can be closed before expiration by buying put options on the underlying stocks.




Question: 104 - 28552 

Which one of the following statements about swaps is FALSE? 

	A)
	In an interest rate swap, only the net interest payments are swapped.

	B)
	In a currency swap, only net interest payments are made.

	C)
	In a currency swap, the notational principal is actually swapped twice, once at the beginning of the swap and again at the termination of the swap.

	D)
	Swaps are a zero sum game.




Question: 105 - 28553 

Which of the following statements about puts and calls is TRUE? 

	A)
	The most the writer of a call can lose is the stock's price less the premium.

	B)
	A put holder will exercise the put if the price of the stock is equal to or less than the strike price.

	C)
	The most the buyer of a call can lose is the premium.

	D)
	The potential loss to the writer of a put is unlimited.




Question: 106 - 28554 

Which is the most common method of closing a futures contract? 

	A)
	Reversing or offsetting trade.

	B)
	Physical delivery.

	C)
	Exchange of physicals.

	D)
	Clearinghouse adjustment.




Question: 107 - 10788 

Which of the following statements about REITs is FALSE? 

	A)
	Equity REITs invest in properties such as apartments, office buildings, shopping centers, and hotels.

	B)
	REITs have historically yielded 1 to 2 percent above money market funds and about the same as high-grade corporate bond funds.

	C)
	REITs must pay out 95 percent of earnings as dividends.

	D)
	REITs must have all of their assets invested in real estate.




Question: 108 - 28527 

Which of the following statements about investment companies is FALSE? 

	A)
	Generally the investment advisory firm initiating the fund will also act as the fund's investment management company.

	B)
	The investment company's board of directors hires an investment management company to select securities, manage the portfolio, and handle administrative duties.

	C)
	The typical management fee is 1/4 to 1 percent of the fund's net asset value.

	D)
	Investment companies are generally wholly owned subsidiaries of the investment advisory firm that creates them.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 11168 

If the real rate of interest was 3 percent and the inflation expectation was 4 percent what is the nominal rate of interest? 

	A)
	10.55%.

	B)
	11.00%.

	C)
	12.35%.

	D)
	7.12%.




Question: 110 - 28528 

An analyst observes the following return behavior between stocks X and Y.
	Time Period
	X's Return
	Y's return

	1
	7
	5

	2
	9
	8

	3
	10
	11

	4
	10
	8


What is the covariance of returns between stocks X and Y?
	A)
	+ 2.75.

	B)
	+ 2.25.

	C)
	- 1.50.

	D)
	+ 1.50.




Question: 111 - 28529 

Which one of the following portfolios does not lie on the efficient frontier?
	Portfolio
	Expected Return
	Standard Deviation

	A
	7
	5

	B
	9
	12

	C
	11
	10

	D
	15
	15


	A)
	B.

	B)
	A.

	C)
	C.

	D)
	D.




Question: 112 - 28530 

Using the following correlation matrix, which two stocks would make the best portfolio (assume the stocks have equal risk and returns)?
	Stock
	A
	B
	C

	A
	+ 1
	--
	--

	B
	- 0.2
	+ 1
	--

	C
	+ 0.6
	- 0.1
	+ 1


	A)
	A and C.

	B)
	A and B.

	C)
	C and B.

	D)
	B alone.




Question: 113 - 28533 

A stock has a beta of .9 and an expected return of 10 percent. The risk free rate is 7 percent and the market is expected to yield 11 percent. This stock is: 

	A)
	overpriced.

	B)
	underpriced.

	C)
	properly priced.

	D)
	cannot be determined from the information given.




Question: 114 - 28534 

Using the arbitrage pricing theory (APT) to determine the expected return on a stock you determine that the risk free rate is 5 percent; B1 is 2.5; B2 is 2; risk factor F1 is .02 and risk factor F2 is .03. What return would you expect to receive on the stock? 

	A)
	9.5.

	B)
	12.2.

	C)
	16.0.

	D)
	14.5.




Question: 115 - 28535 

If a stock has a beta of 1.0 and the risk free rate is 6 percent, what return would you expect when the market return is 12 percent? 

	A)
	13.2%.

	B)
	14.4%.

	C)
	12.0%.

	D)
	15.2%.




Question: 116 - 28536 

Which of the following statements about the security market line (SML) is FALSE? 

	A)
	Securities that fall above the SML are undervalued.

	B)
	The risk free rate defines where the SML intersects the Y-axis.

	C)
	The market portfolio consists of all the risky assets in the universe.

	D)
	Securities that fall on the SML have no intrinsic value to the investor.




Question: 117 - 28537 

The portfolio management process involves: 

	A)
	Developing and implementing strategies through the optimal combinations of assets.

	B)
	Making portfolio adjustments.

	C)
	All of these choices are correct.

	D)
	Identifying the investor's objectives, preferences and constraints.




Question: 118 - 28538 

An analyst is managing two portfolios. Portfolio A is income oriented, has a low risk tolerance, and is taxable. Portfolio B has a total return objective and has an infinite life. Portfolio A is: 

	A)
	a pension fund's portfolio while B is a retiree's portfolio.

	B)
	an endowment fund's portfolio while B is an investment fund's portfolio.

	C)
	a retiree's portfolio while B is a pension fund's portfolio.

	D)
	an investment company's portfolio while B is an endowment fund's portfolio.




Question: 119 - 28543 

A bond's nominal rate of interest is 12 percent, the risk free rate of interest is 4 percent, and the expected inflation rate is 3 percent. What is the expected risk premium built into the nominal yield of this bond? 
	A)
	6%.

	B)
	7%.

	C)
	5%.

	D)
	4%.




Question: 120 - 29370 

James Billings is investing in a two stock portfolio. He wants to know the risk, measured by standard deviation, of the two-stock portfolio. The expected return of stock A is 20% with a standard deviation of 30% and the expected return of stock B is 15% with a standard deviation of 18%. Being more conservative, James intends to invest 30% of his money in stock A, and 70% in stock B. The correlation coefficient between the two stocks is 0.4. What is the standard deviation of the two stock portfolio? 

	A)
	Standard Deviation = 18.18%.

	B)
	Standard Deviation = 21.60%.

	C)
	Standard Deviation = 14.85%.

	D)
	Standard Deviation = 14.02%.


Schweser Printable Test Entry Form

Back to Schweser Online


Test # = 613412

Correct Answers

	1) A
	2) D
	3) A
	4) A
	5) B
	6) C
	7) A
	8) D
	9) A
	10) A

	11) B
	12) C
	13) B
	14) A
	15) D
	16) D
	17) C
	18) A
	19) C
	20) D

	21) A
	22) B
	23) C
	24) A
	25) A
	26) B
	27) B
	28) A
	29) C
	30) C

	31) D
	32) C
	33) B
	34) B
	35) A
	36) C
	37) D
	38) A
	39) B
	40) D

	41) A
	42) B
	43) B
	44) A
	45) D
	46) B
	47) D
	48) D
	49) C
	50) D

	51) C
	52) B
	53) B
	54) B
	55) C
	56) A
	57) A
	58) C
	59) D
	60) A

	61) C
	62) D
	63) A
	64) C
	65) D
	66) C
	67) A
	68) D
	69) D
	70) C

	71) B
	72) B
	73) B
	74) C
	75) B
	76) D
	77) D
	78) A
	79) A
	80) B

	81) B
	82) D
	83) D
	84) B
	85) D
	86) B
	87) A
	88) B
	89) C
	90) A

	91) D
	92) A
	93) B
	94) D
	95) A
	96) C
	97) D
	98) C
	99) D
	100) B

	101) D
	102) C
	103) A
	104) B
	105) C
	106) A
	107) D
	108) D
	109) D
	110) B

	111) A
	112) B
	113) A
	114) C
	115) C
	116) D
	117) D
	118) C
	119) C
	120) A

	
	
	
	
	
	
	
	
	
	


Answers

1) A
Standard V(A), Prohibition against Use of Material Nonpublic Information, applies in this situation.  Standard V(A)  suggest the use of "fire walls" to protect the firm and conform to the Standards. A fire wall is an information barrier designed to prevent the communication of  material nonpublic information between departments of a firm. In this situation, MLB&J should remove any controversial companies from the research universe and put them on a restricted list so that the firm disseminates only factual information about the company. A restricted list is one example of a "fire wall." 

The statement, "carefully monitor the flow of information between the Investment Banking Department and the brokerage operation" should read "..restrict the flow of information."



2) D
Standard III(B), Duty to Employer, applies in this situation.  The Standards of Practice Handbook lists all three choices above as items a member should mention in the permission request to the consulting client. 



3) A
Standard II(B), Professional Conduct, applies in this situation. Generally, complying with Standard II(B) is a matter of the member's own personal integrity and moral character. The standard addresses the overall obligation to comply with the laws and rules governing your professional activities. Standard II(B) extends beyond technical compliance. Standard II(B) addresses your personal integrity and prohibits individual behavior that reflects adversely on the entire profession. 

The text of Standard II(B) states, " (1) Members shall not engage in any professional conduct involving dishonesty, fraud, deceit, or misrepresentation or commit any act that reflects adversely on their honesty, trustworthiness, or professional competence. (2) Members and candidates shall not engage in any conduct or commit any act that compromises the integrity of the CFA designation or the integrity or validity of the examinations leading to the award of the right to use the CFA designation."


4) A

Standard I (B), Fundamental Responsibilities, applies in this situation. According to this standard, members shall not knowingly participate or assist in any violation of  laws, rules, or regulations governing CFAs.

When members suspect a client or a colleague of planning or engaging in ongoing illegal activities, members should take the following actions: 

· Consult counsel to determine if the conduct is, in fact, illegal. 

· Disassociate from any illegal or unethical activity. When members have reasonable grounds to believe that a client’s or employee’s activities are illegal or unethical, the members should dissociate from these activities and urge their firm to attempt to persuade the perpetrator to cease such activity.  

Note:  The Code and Standards do not require that members report legal violations to the appropriate governmental or regulatory organizations, but such disclosure may be prudent in certain circumstances.



5) B
Standard IV(B.4), Priority of Transactions, applies. If an analyst decides to make a recommendation about the purchase or sale of a security, he shall give his customers or employer adequate opportunity to act on this recommendation before acting on his own behalf.  Personal transactions include those made for the member's own account and family accounts. Here, McKinney violated Standard IV(B.4) by acting on his mother-in-law's behalf and then waiting until the end of the day  to act on his employer's behalf. 

Explanations for other responses:
- Standard III(B), Duty to Employer, does not apply. This standard concerns a member competing with his/her employer (independent practice).  For example, a member who engages in outside consulting.

- Standard IV(A.3), Independence and Objectivity, does not apply. This standard covers concepts such as gifts, perks, and corporate relationships.

- Standard V(A), Prohibition against Use of Material NonPublic Information, does not apply - the question does not indicated that the information is not public.



6) C
Solicitation of the employer’s clients prior to termination of employment would constitute a violation of Duty to Employer, but solicitation of clients following termination would not. 



7) A
If Jacob gets written permission from his employer to solicit their clients (not likely, obviously) he would not be violating the Duty to Employer standard. 



8) D
She should provide information about the type of services, the compensation arrangement and the expected duration of the project. 



9) A
Money does not have to change hands for a violation to occur. Chip should have gotten written permission from both his employer and the firm hiring him for the consulting work to avoid a violation of Standard III(B). 



10) A
With respect to possible conflicts of interest, members have a duty to disclose to both their employer and their clients (Standard IV(B.7), Disclosure of Conflicts to Clients and Prospects). 



11) B
There is no reason to reject any outside compensation immediately because it is inappropriate to accept it. However, all outside arrangements must be reported to the member’s employer. 



12) C
If the supervisor makes a reasonable effort to detect violations, she is in compliance with the Code and Standards. 



13) B
An incentive offered by a client (such as a free vacation or a cash bonus) to inspire high performance is allowable if the manager gets approval from her employer to accept the incentive. 



14) A
A member does not need to get approval from the employer unless the employer requires it. All other answers are requirements of the standard. 



15) D
The opinion of the money manager alone is not an appropriate basis for a recommendation. Recommendations must have a reasonable and adequate basis, supported by appropriate research and investigation, for such recommendations or actions. 



16) D
One of the most common violations of Standard IV(A2), Research Reports, is the failure to separate the past from the future. Analysts often give too much credence to past performance in forecasting future performance. 



17) C
Fiduciaries are not required by securities laws to make up losses when they occur as a result of inappropriate investments. The other statements are true. 



18) A
Compliance does not require board approval for all recommendation changes. 



19) C
The relative class frequency is(class frequency) / (total number) = 10/35 = 28.57. 



20) D
Learn these 3 statements. They are all LOSs. 



21) A
The normal curve is symmetrical with a mean of zero and a standard deviation of 1 with 34% of the area under the normal curve falling between 0 and + 1 standard deviation from the mean. 



22) B

	N
	i
	FV
	PV

	0
	12
	100
	100.00

	1
	12
	200
	178.57

	2
	12
	400
	318.88

	3
	12
	300
	213.53

	
	
	
	810.98




23) C
PV 100; n = 5 x 4 = 20; i = 10/4 = 2.5;compute FV = 163.86 



24) A
The mean is 10% and the standard deviation is 5%. You want to know the probability that you get 5% or better. 10% - 5% = 5% , so one standard deviation down from the mean is 5%. Thirty-four percent of the observations are between the mean and one standard deviation on the down side. Fifty percent of the observations are to the right of the mean. So the probability that you will be above 5% is 84%. 



25) A
(.40)(.50) =.20 



26) B
(.40)(.50) +(.60)(.20) = .32 



27) B
Mean = (.20)(.20) + (.50)(.15) + (.30)(.10) = .145 

var = (.2)(.20-.145)2 + (.5)(.15-.145)2 + (.3)(.1-.145)2 

var = .000605 + .0000125 + .0006075 = .001225 

standard deviation = square root of 0.001225 = .035 or 3.5% 

You should note that variance is not in percent, just the standard deviation is. 



28) A

	P(A1|B) =
	P(A1)(P(B|A1))

	
	P(A1)(P(B|A1) + P(A2)(P(B|A2))


(.6)(.5) / (.6)(.5) + (.4)(.8) = .48 



29) C
Find the weighted average return for each stock.

Stock A; (.10)(-5) + (.30)(-2) + (.50)(10) + (.10)(.31) = 7%.

Stock B; (.10)(4) + (.30)(8) + (.50)(10) + (.10)(.12) = 9%.

Next, multiply the differences of the two stocks by each other, multiply by the probability of the even occurring, and sum. This is the covariance between the returns of the two stocks.

[(-0.05-0.07)*(0.04-0.09)] (0.1) + [(-0.02-0.07)*(0.08-0.09)](0.3) + [(0.10-0.07)*(0.10-0.09)](0.5) +[ (0.31-0.07)*(0.12 – 0.09)](0.1) = 0.0006 + 0.00027 + 0.00015 + 0.00072 = 0.00174. 



30) C
The significance level is picked before the Z test is run. 



31) D
Z=(X-µ / σ/√n) 



32) C

These are three of the four basic assumptions underlying linear regression. The fourth assumption is Normality: For each independent observation (X), there is a distribution of dependent observations (Y) that is normally distributed. Know all these assumptions for the exam!


33) B

R2, or the Coefficient of Determination, is the square of the coefficient of correlation (r).  The coefficient of correlation describes the strength of the relationship between the X and Y variables.

Explanations for other choices:
· The standard error of the residuals is the standard deviation of the dispersion about the regression line. 

· The t-statistic measures the statistical significance of the coefficients of the regression equation. 

· "...percent of variability of the independent variable that is explained by the variable of the dependent variable," reverses the definitions of the variables. 



34) B
2nd R2 of .77 is greater than 1st R2 of .4. Beta is just the slope of the line and doesn't signify significance. 



35) A
Y = 5 + 10(7) =75 



36) C
Alpha is the intercept and is not directly related to the correlation. All the points will plot on the regression line. You need the sign of the correlation coefficient to determine which way the regression line is pointing. 



37) D

Supply-side economists are modern economists who believe that changes in marginal tax rates exert important effects on aggregate supply. Changes in tax rates, particularly marginal tax rates, will affect aggregate supply through their impact on the relative attractiveness of productive activity in comparison to leisure and tax avoidance. For example, marginal tax rates determine the breakdown of one's additional income between tax payments and personal income. A reduction in marginal tax rates increases the reward from added work, investment, saving, and other activities that become less heavily taxed.  People shift into these activities away from leisure, tax shelters, consumption of tax-deductible goods, and other forms of tax avoidance. Supply-side economists believe that these substitutions both enlarge the effective resource base and improve the efficiency with which the resources are applied. 

Supply-side economics is a long-run growth-oriented strategy.  The full positive effects of lower marginal tax rates will not be observed until labor and capital markets have time to adjust fully to the new incentive structure.



38) A
Buying bonds increases bank reserves that are then loaned out, increasing the money supply. 



39) B

The adaptive-expectations hypothesis is the simplest theory of expectations. Decision makers believe that the best indicator of the future is what has happened in the past. Simply, you learn from your past.
Under adaptive-expectations, decision-makers will underestimate the future inflation rate when the rate is rising. As the result of this systematic pattern, a shift to a more expansionary policy will temporarily reduce the unemployment rate. Underestimated inflation reduces the real-wage rate of workers whose money wages are determined by long-term contracts and reduces the search time of job seekers (the latter group may quickly accept offers that appear better than the general market). As inflation persists over time, decision-makers will eventually anticipate it, and unemployment will return to its natural rate. There is no long-run (permanent) trade-off between inflation and unemployment under this hypothesis.



40) D
NI of Foreigners 10 + Prop. Inc. 316 + Employee Compensation 2000 + Indirect Business Tax 300 + Rents 67 + Deprec. 300 + Interest Income 119 + Corp. Profits 280 = $3,392. 



41) A
100.0/116.3 * $3.2 billion = $2.7515 billion.

$2.7515 billion - $2.6 billion/ $2.6 billion = 5.83%. 



42) B
If the Fed intends to stimulate the economy, they will buy, not sell, Treasury securities. Buying Treasury securities increases the monetary base and injects reserves into the banking system. 



43) B
A restrictive monetary policy will cause a long-run decrease in inflation and no change in long-run real output and employment, and no change in long-run real interest rates. 



44) A
The consensus view is that price stability, not high employment, should be the focus of monetary policy. The other answers also describe emerging consensus views concerning policy changes. 



45) D

These two choices form the basic definition of monopolistic competition. 

A more wordy explanation is as follows: monopolistic competition is the term often used by economists to describe markets characterized by a large number of sellers that supply differentiated products to a market with low barriers to entry.  Essentially, it is an alternative term for competitive price-searcher markets.



46) B
A particular brand of toilet paper likely has elastic demand because there are many available substitutes. The existence of many substitutes indicates elastic demand. When good substitutes for a product are available, a price rise induces many consumers to switch to other products. Thus, if the price of a brand of toilet paper increases, total expenditure on that brand will likely decrease as consumers substitute cheaper brands. The most important determinant of the price elasticity of demand is the availability of substitutes.

The other statements are true. The second law of demand suggests that in general, when the price of a product increases, consumers take time to reduce their consumption. Thus, demand decreases by a larger amount in the long run than in the short run. The demand for gasoline is likely inelastic. Thus, when price increases, the percentage change in quantity demanded is less than the change in price (and total expenditures on the good increase). The demand for an individual firm is more elastic than the demand for the entire market. 



47) D
Comparative advantage is the ability to produce a good at a lower opportunity cost than others can produce it. According to the law of comparative advantage, trading partners are both better off if they specialize in the production of goods for which they are the low-opportunity cost producer and trade for those goods for which they are the high-opportunity cost producer. Relative cost determines comparative advantage. When trading partners specialize in producing products for which they have comparative advantage, costs are minimized, output is greater, and both trading partners benefit. 



48) D
The approximate equation is rD-rF < [(f-s)/s]. The exact equation is f/s = (1+rD)/(1+rF). When rD-rF < [(f-s)/s] borrow local currency, convert it to foreign currency and lend out the foreign currency. American terms are $/FC, European terms are FC/$. Direct quotes are domestic / foreign, indirect quotes are F/D. Transaction costs hamper arbitrage. 



49) C
An unanticipated shift to contractionary monetary policy would lead to currency appreciation. The contractionary policy leads to lower economic growth, a lower inflation rate, and higher real interest rates. Domestic products are less expensive, foreign investment is encouraged, and exports increase.

The other statements would result in currency depreciation by increasing the demand for foreign goods and the currency needed to purchase them. Removing a high tariff on a major imported good would increase the demand for imports and thus for foreign currency. A current account deficit means that a country imports more than it exports. As a result, there is increased demand for foreign currency. If the inflation rate in the U.S. is increasing faster than that in the Euro zone, U.S. citizens will demand Euro goods because they are now cheaper. 



50) D
We recommend using the following "Bid-Ask Matrix Method" to calculate the bid and ask quotes:

Step 1: Put the bid-ask quotes into a matrix as below: 
	Currency
	Bid

	Ask
	

	CSK
	36.60000
	36.60500

	PLZ
	4.18000
	4.23000


Step 2: "Divide Out" the diagonals.
(Remember to put CSK in the numerator - because CSK is in the numerator of the quote we are asked to calculate.)
CSKBid  /  PLZ Ask =   36.60000 CSK/$ / 4.23000 PLZ/$ = 8.65248  CSK/PLZ
CSKAsk  /  PLZ Bid =  36.60500 CSK/$ /  4.18000 PLZ/$ = 8.75718 CSK/PLZ
Step 3: Quote :  The CSK/PLZ Bid-Ask spread in is:
(Note: The lower number from Step 2 is the bid, the higher number is the ask.) 
CSK 8.65248 to 8.75718 PLZ, or CSK 8.65248 - 0.10470 PLZ.
 


51) C
This choice is FALSE because of the second sentence. The first part of this explanation is correct - The completed contract method does not recognize revenue and expense until the contract is completed. However, all profits are recognized when the contract is completed, not on a pro-rata basis.  The completed contract method is used when selling price or cost estimates are unreliable. 

The other choices are correct definitions.



52) B

The key word here is "or."  Unusual or infrequent items are unusual or infrequent, but NOT both.  These items are reported (as a separate line item) as a component of net income from continuing operations.
Examples of unusual or infrequent items include: 
· Gains or losses from the disposal of a business segment (employee separation costs, plant shutdown costs, etc.); 

· Gains or losses from the sale of investments in subsidiaries; 

· Provisions for environmental remediation; and 

· Impairments, write-offs, write-downs, and restructuring costs. 



53) B
At issuance, non-interest bearing debt (i.e., a zero-coupon bond) should be initially recorded at its discounted present value, using a discount rate equal to the company's normal borrowing rate. The full amount of this discounted present value increases cash flow from financing.  

A zero-coupon bond has no deduction from cash flow from operations even though it has interest expense. All of its cash flows are included in financing activities.



54) B
The indirect method starts with net income and adds back non-cash expenses or losses and subtracts non-cash revenues or gains. Interest and taxes are cash expenses (if they are current) and are not added back. Non-cash expenses for depreciation ($5,000,000) and inventory write-down ($4,000,000) are added back to net income to arrive at net cash provided by operations ($7,000,000 + $5,000,000 + $4,000,000 = $16,000,000). 



55) C
Under the percentage-of-completion method, revenues are recognized as costs are incurred. As of December 31, 2001, ($7.5 / $15 =) 50 percent of costs have been incurred. Revenues of ($20 million * 0.5=) $10 million should be recognized in 2001. Billings of $9 million have been made, so the difference between revenue recognized and billings made of ($10 - $9 =) $1 million is reported in an asset account as net construction-in-progress. 



56) A
Dividend revenue is considered cash from operations (CFO). Debt proceeds and payments, other than interest paid or received, are considered to be cash flows from financing (CFF). 



57) A
Issuing bonds in exchange for equipment does not affect cash flow. Interest paid is an operating cash flow. Exchanging bonds for stock does not affect cash, but should still be disclosed in a footnote to the Statement of Cash Flows. Dividends paid are considered financing activities. In this case, only the preferred stock dividends paid would be considered CFF. 



58) C
Using the indirect method, net income is increased by depreciation expense, the increase in wages payable and the increase in income taxes payable, and then is reduced by the decrease in interest payable. Dividends paid are financing activities. ($2,000,000 + $2,500,000 + $100,000 + $500,000 - $200,000 = $4,900,000.) 



59) D
The treasury stock method uses the average market price. Anti-dilutive is when Dilutive EPS > Basic EPS. When calculating diluted EPS, you must add the shares created from the conversion of the bonds to the denominator and the interest (1 – tax rate) to the numerator. 



60) A
Operating Leverage is (percent change in operating profit / percent change in sales). For J Company, operating leverage is (((12 – 7) / 7) * 100) / ((40 – 30) / 30 * 100) =) 71 percent / 33 percent = 2.15. For K Company, operating leverage is (((12 – 10) / 10 * 100) / ((25 – 20) / 20 * 100) =) 20 percent / 25 percent = 0.80. The leverage of 2.15 is more than two times that of 0.80. 



61) C
The extended Du Pont formula is: ((EBIT / Sales) * (Sales / Assets) – (Interest Expense / Assets)) * (Assets / Equity) * (1 – Tax Rate)

For 2000 (((80 / 400) * (400 / 300)) – (40 / 300)) * (300 / 420) * (1 – 0.4) = 5.7 percent ROE

For 2001 (((120 / 440) * (440 / 310)) – (45 / 310)) * (310 / 440) * (1 – 0.4) = 10.7 percent ROE

For 2000 (((0.20) * (1.333)) – (0.1333)) * (0.714) * (0.6) = 5.7 percent ROE

For 2001 (((0.28) * (1.419)) – (0.1452)) * (0.705) * (0.6) = 10.7 percent ROE

The EBIT / Sales component is 40 percent higher (0.28 versus 0.20) in 2001 than in 2000. Therefore, the operating profit margin EBIT / Sales provides more explanation for the improvement than any other component. 



62) D
Eastern Concepts’ return on total capital ((net income + interest expense) / average total capital) is ((45 + 25) / 350 =) 20 percent. 



63) A
Generally, there is agreement on how the various ratios are computed. Variations in industries, different divisions within firms, varying accounting practices and, inconsistency among ratio results are weaknesses of financial ratio analysis. 



64) C
After the January 1 balance is adjusted retroactively for the stock dividend, (90,000 * 1.2 =) 108,000 shares are treated as having been outstanding from January 1. The reacquisition of 10,000 shares means that 98,000 shares are treated as having been outstanding for 3 months. The weighted average number of shares is computed as follows:

	Initial shares (108,000 * 12 =)
	1,296,000

	Reacquired treasury shares (- 10,000 * 3 =)
	   -30,000

	 
	1,266,000


Weighted average number of shares is (1,266,000 / 12 =) 105,500. 



65) D
If all of Valuable’s potentially dilutive securities were antidilutive, then EPS would equal Diluted EPS. 



66) C
To compute Hampshire’s basic earnings per share (EPS) ((net income – preferred dividends) / weighted average common shares outstanding), the weighted average common shares must be computed. 100,000 shares were outstanding from January 1, and 30,000 shares were issued on September 1, so the weighted average is (100,000 + (30,000 * 4 / 12) =) 110,000. EPS is (($2,800,000 – (10,000 * $1,000 * .06)) / 110,000 =) $20.00.

Using the treasury stock method, if the warrants were exercised, cash inflow would be (10,000 * $150 * 10 =) $15,000,000. The number of Hampshire shares that can be purchased with the cash inflow (cash inflow / average share price) is ($15,000,000 / $260 =) 57,692. The number of shares that would have been created is (100,000 – 57,692 =) 42,308. Diluted EPS is ($2,200,000 / (110,000 + 42,308) =) $14.44. 



67) A
Inflation has the effect of reducing the ability of depreciation expenses to reflect replacement costs (accelerated depreciation is closest, but still not adequate).  

If the replacement cost of an asset is increasing, then depreciation based on historical cost will not be sufficient to "replace" the asset. In these cases of rising prices, reported income (and thus return on assets and return on equity ratios) and taxes are too high. This is a difficult but important consideration for analysis. 

The two key issues are the correct useful life of the asset and the correct rate of economic depreciation. Depreciation based on the current cost of the asset (as opposed to its historical cost) is superior in predicting future cash flow. For example: An asset with a 3-year life is purchased for $3,000 and depreciated using straight line at $1,000 a year. After 3 years, the asset is replaced at a cost of $5,000 (inflation). Total depreciation expense is an insufficient measure of replacement cash outflow. Depreciation based on current cost would measure the 3 year expense at $5,000 which is cash required for replacement.



68) D
This choice should read "...since the savings will reverse." 

Depreciation: The underlying principle of depreciation is that cash flows generated by an asset over its life cannot be considered income until provision is made for the asset's replacement. This means that the definition of income requires a subtraction for asset replacement. The accounting problem is how to allocate the cost of the asset over time. Depreciation is the systematic allocation of the asset's cost over time.

Accelerated Depreciation: There are two depreciation methods, sum-of-year's digits (SYD) and double-declining balance (DDB), which recognize greater depreciation expense in the early part of an asset's life and less expense in the latter portion of its life. Accelerated depreciation methods are usually used on tax returns (when allowed), because greater depreciation expense in the early portion of the asset's life results in less taxable income and a smaller tax payment. This initial saving on taxes is a deferral because a greater tax payment would be required in the latter part of the asset’s life.
Activity Methods: There are two depreciation methods, the units-of-production and service hours methods of depreciation which calculate depreciation expense based on the use of the asset. These methods require an estimate of total output or hours of life of the asset. Depreciation expense becomes variable and, therefore, will smooth income because the greater usage, the greater revenue and depreciation expense. 

Depletion: The choice above provides the correct definition of depletion. 



69) D
The FIFO ending inventory balance is computed by adding the ending LIFO reserve balance to LIFO ending inventory giving a result of ($395,000 + $2,900,000 =) $3,295,000. 



70) C
Total debt to total equity under LIFO is ($1,800,000 + $1,200,000 + $12,500,000) / ($2,000,000 + $10,400,000) =) 1.25. If Leeward uses FIFO, on the asset side, Inventory will increase by the amount of the ending LIFO reserve ($2,100,000). On the liabilities and equity side, Deferred Tax Liability will increase by the ending LIFO reserve times the tax rate ($2,100,000 * 0.4 =) $840,000. Retained Earnings will increase by the ending LIFO reserve times (1 – tax rate), which is (($2,100,000) (1 – 0.4) =) $1,260,000. Leeward’s total debt to total equity ratio under FIFO will be ($1,800,000 + $1,200,000 + $840,000 + $12,500,000) / (($2,000,000 + $10,400,000 + $1,260,000) =) 1.20. 



71) B
The decision to capitalize instead of expense the franchise will move the cash expenditure for the purchase from a reduction in cash flow from operations to a reduction in cash flow from investing. Cash flow from financing will remain unchanged. 



72) B
Capitalizing intangible assets is preferred to expensing when it is clear that the benefits of the intangible will last over several accounting periods. This is consistent with the matching principle. Where initial development costs result in the development of a proven asset, capitalizing the costs makes sense. However, because so much work in software development does not reach the technologically or economically feasible stage, all such costs are usually expensed. 



73) B
The write-down of the excavation machine in the amount of ((($1,600,000 - $800,000) - $500,000) =) $300,000 decreases retained earnings from $490,000 to $190,000. The total debt to equity ratio increases from (($290,000 + $740,000) / ($290,000 + $740,000 + $800,000 + $490,000) =) 0.44 to (($290,000 + $740,000) / ($290,000 + $740,000 + $800,000 + $190,000) =) 0.51. 



74) C
The liability method takes a balance sheet approach and adjusts tax assets and liabilities to current tax rates. This differs from the deferral method in which no adjustments are made for tax rate changes. SFAS 109 (the liability method) replaced APB 11 (deferral method) in the United States. The liability method is much more common. 



75) B
Jackson’s $2,000,000 post-retirement benefits expense will create a decrease in income tax expense of ($2,000,000 * 0.40 =) $800,000. Income taxes payable will decrease ($200,000 * 0.40 =) $80,000. The difference is an increase in the deferred tax asset account of ($800,000 - $80,000 =) $720,000. 



76) D
The change in Fred’s rates causes its deferred tax liability account to increase (((40 – 30) / 30) * $1,200,000 =) $400,000. The corresponding increase is to current income tax expense. 



77) D
Because the bonds were issued at a higher coupon than market, the bonds will carry a premium. The liability amount is ((N = (2*10) = 20, PMT = $40,000, I/Y = (7/2) = 3.5, FV = $1,000,000) =) $1,071,062. 



78) A
Popular’s debt-to-equity ratio before the conversion was (($2.0 + $5.0) / ($3.0 + $6.0) =) 77.7 percent. After the conversion, the debt-to-equity ratio is (($2.0 + ($5.0 - $3.0)) / ($3.0 + $3.0 + $6.0) =) 33.3 percent. Note that when convertible bonds are converted into equity, the carrying value of the bonds is added to the equity account. 



79) A
Lessors must classify a lease as an operating lease if there are significant uncertainties concerning unreimbursable costs or if collectibility of lease payments are not reasonably predictable. 



80) B

Zapp’s lease is classified as an operating lease, because it meets none of the four alternative criteria for classifying a lease as a capital lease: 

5. There is no title transfer at the end of the lease.  

6. There is no bargain purchase option 

7. The lease period is not at least 75 percent of the asset’s life ((12 years / 18 years =) 67 percent).  

8. The present value of the lease payments using an eight percent interest rate (which is the minimum of the lessee’s incremental borrowing rate (11 percent) or the rate implicit in the lease (8 percent)) is $6,782,470, which is ($6,782,470 / $8,000,000 = 84.8 percent) less than 90 percent of the value of the fair value of the asset.  

The 900,000 payment made December 31, 2001, was allocated ($6,782,470 * 0.08 =) $542,838 to interest and ($900,000 - $542,838 =) $357,162 to principal.  Depreciation expense was computed over 12 years on a straight line basis ($6,782,470 / 12 =) $565,206.  Adjusting the income statement to add back Depreciation on Lease and also to add back Interest on Lease and subtract Lease Expense results in net income of ($2,492,956 + $542,838 + $565,206 - $900,000 =) $2,700,000.  The net profit margin (net income / net sales) then increases from ($2,491,956 / $22,000,000 =) 11.33 percent by the capital lease calculation to ($2,700,000 / $22,000,000 =) 12.27 percent by the operating lease calculation.



81) B

The firm's optimal capital structure is the one that balances the influence of risk and return and thus maximizes the firm's stock price. Return - This optimal capital structure will maximize the firm's stock price. Risk - At the optimum level, the cost of capital (as reflected in WACC) is also minimized.

A firm’s target capital structure is the debt to equity ratio that the firm tries to maintain over time. Should the firm’s current debt ratio fall below the target level, new capital needs will be satisfied by issuing debt. On the other hand, if the debt ratio is greater than the target level, the firm will raise new capital by retaining earnings or issuing new equity. When setting its target capital structure, the firm must weigh the tradeoff between risk and return associated with the use of debt. The use of debt increases the risk borne by shareholders. However, using debt leads to higher expected rates of return by shareholders. The higher risk associated with debt will depress stock prices, while the higher expected return will increase stock prices. Thus, the firm’s optimal capital structure is the one that balances the influence of risk and return and thus maximizes the firm’s stock price. The optimal debt ratio will be the firm’s target capital structure. 



82) D
Debt to equity is 50/50, so if you have 100,000 in income, you can support 100,000 in debt without changing your capital structure. So, your maximum capital budget would be 200,000. Since your optimal capital budget is 150,000, half should be debt and half equity. The equity used up is 75,000. The residual theory says pay out the balance: 100,000 - 75,000 = 25,000. 



83) D
The Dow Jones World Stock Index, the Russell Index, the S&P 500 Index, and Morgan Stanley Capital International Index are all market-value weighted. Only the Dow Jones Industrial Average and the Nikkei Dow Jones Stock Market Averages are price-weighted. 



84) B
Secondary markets provide liquidity and continuous price information 

Primary capital markets relate to the sale of new issues of preferred and common stock. Most issues are distributed with the aid of an underwriter.



85) D



86) B

Technical analysis is quick and easy. If a technical trading proved to be successful, others would copy it. As more traders implement the strategy, its value will be neutralized.

Another advantage of technical analysis is that it incorporates psychological as well as economic reasons behind price changes.



87) A



88) B
Find the present values of the cash flows and add them together.

N = 1; I/Y = 12; FV = 1.75; compute PV = 1.56.

N = 2; I/Y = 12; FV = 2.05; compute PV = 1.63.

N = 2; I/Y = 12; FV = 47.50; compute PV = 37.87.

Stock Price = $1.56 + $1.63 + $37.87 = $41.06. 



89) C
Next year’s dividend = $4.00 * .50 = $2.00.

$2.00/(.12 - .06) = $33.33. 



90) A
The terminal value is 25 * 25 = 625.

N = 1; I/Y = 14; FV = 15 M; compute PV = 13.16 M.

N = 2; I/Y = 14; FV = 20 M; compute PV = 15.39 M.

N = 3; I/Y = 14; FV = 25 M; compute PV = 16.87 M.

N = 3; I/Y = 14; FV = 625 M; compute PV = 421.86 M.

Value of entire firm = 467.279 M / 10 M shares = $46.73 per share. 



91) D

A call feature shortens a bond's duration.



92) A
Explanations for incorrect statements: 

Foreign bonds are issued in a local country’s bond market by an issuer who is not a resident of that country. For example, the Yen denominated bond issued by a German company in Japan would be called a Samurai bond (a bond issued by non-Japanese issuers but traded in Japan). Foreign bonds can be denominated in any currency, and may be privately placed or publicly issued.

Eurobonds are issued outside the legal system of any one country.  Eurobonds are identified by the currency of their denomination (e.g., Eurodollar bonds and Euroyen bonds). The Yen denominated bond issued by a company in Luxembourg is an example of a Eurobond. 



93) B
An accelerated sinking fund provision benefits the issuer, not the bondholder. 



94) D
When bond prices go up faster than they go down, it is called positive convexity. 



95) A
Convexity adjustment: +(Convexity)(change in i)2 

Convexity adjustment = +(80)(-.005)(-.005) = +.0020 or 0.20% or up 20 basis points. 



96) C
985 = 35/1.05 + 1035/(1 + r)2 

985 - 33.33 = 1035/(1 + r)2 (1 + r)2 = 1035/951.67 = 1.0876 

r = (1.0876)1/2 – 1 

r = 4.3%, note this rate is on a semi annual basis, annualized 8.6. 



97) D
First find the bank discount rate and then the money market yield on the bill.

(2500/100000) * (360/200) = 4.5%.

(360 * .045)/(360 – (200 *.045)) = 16.2/(360 – 9) = 4.615%



98) C
N=20 * 2 = 40; I/Y=6.375/2 = 3.1875; PMT = 70/2 = 35; and FV = 1000.

Compute PV = $1070.09. 



99) D
N= 6; PV= -1100.00; PMT = 80; FV = 1080; Compute I/Y = 7.02%. 



100) B

Additional applications of derivatives include:

- Market completeness: A complete market is one in which any and all identifiable payoffs may be obtained by trading the securities available in the market. This is a desirable characteristic of a financial market, because it helps market participants maximize their welfare by enabling them to fulfill their trading needs.

- Trading efficiency: Traders may find trading financial derivatives more attractive than trading the underlying security. Trading market index futures may be cheaper and easier than taking a position in a diversified portfolio, and interest rate futures may be a good substitute for a portfolio of Treasury securities. Derivative markets are frequently more liquid and offer lower transactions costs than the actual securities markets.



101) D
Forwards have default risk. The seller may not deliver, and the buyer may not accept delivery. 

In addition to the characteristics listed above, forward contracts are usually not regulated.



102) C

Margin can be posted in cash, bank letters of credit, or T-bills. 



103) A
Most options throughout the world are American. A call writer who deposits shares of the underlying stock has written a covered call. An open call position can be closed before expiration by selling call options on the underlying stocks. 



104) B

In a currency swap, interest payments are made without netting. Full interest payments are exchanged at each settlement date. Currency swap counterparties actually exchange notional principal because the motivation of the parties is to receive foreign currency. 

In interest rate swaps, there is no need to actually exchange the notional amount, since the notional principal swapped is the same for both counterparties and in the same currency units. Net interest is paid by the one who owes it at settlement dates. 

Swaps are a zero-sum game:  What one party gains, the other loses. 



105) C

EXPLANATIONS FOR INCORRECT ANSWERS: 

- The potential loss to the writer of a put  is limited to the stock price less the premium. 

- The potential loss to the writer of a call is the premium. 

- A put holder will exercise the put if the stock price is less than the strike price.  (When the stock's price (S) is equal to the strike price (X), a put option has no value and is said to be at the money.) 

  

THE TABLES AND INFORMATION BELOW PROVIDE MORE DETAILS ON PUTS AND CALLS: 

PUT OPTION: A put option gives its owner the right to sell an underlying good at a specified price for a specified period of time.  When the stock's price (S) is below the strike price (X), a put option has value and is said to be in the money. 

The table below summarizes the maximum loss and gain for the put writer/owner:

	
	Writer
	Owner

	Maximum Loss
	strike price - premium
	 limited to premium

	Maximum Gain
	limited to premium
	strike price - premium


Note: Trading put options is a zero-sum game. The buyer's profits = the writer's losses. 

  

CALL OPTION: A call option gives its owner the right to purchase an underlying good at a specified price for a specified period of time.  When the stock's price (S) is above the strike price (X), a call option has value and is said to be in the money.

The table below summarizes the maximum loss and gain for the call writer/owner:

	
	Writer
	Owner

	Maximum Loss
	unlimited
	premium

	Maximum Gain
	premium
	unlimited


Note: Trading call options is a zero-sum game. The long profits = the short losses. 

  



106) A

A reverse, or offsetting, trade in the futures market is how most futures positions are settled.  Since the other side of your position is held by the clearinghouse, if you make an exact opposite trade (maturity, quantity, and good) to your current position, the clearinghouse will net your positions out, leaving you with a zero balance. 

The other two, less common ways to get out of a futures position once you take it are: 
- Delivery: You can satisfy the contract by delivering the goods. Depending on the wording of the contract, delivery may be made by physically delivering the goods to the designated location or by making a cash settlement of any gains or losses. Deliveries represent less than one percent of all settlements. 

- Exchange for Physicals (EFP): Here, you find a trader with an opposite position to your own and deliver the goods and settle up between yourselves off the floor of the exchange (called an ex-pit transaction). This is the one exception to the Federal law that requires that all trades take place on the floor of the exchange. You must then contact the clearinghouse and tell them what happened. An exchange for physicals differs from a delivery in that: the traders actually exchanged the goods; the contract is not closed on the floor of the exchange; and the two traders privately negotiated the terms of the transaction.



107) D
75 percent in assets and hold each investment for at least 4 years. 



108) D

Investment companies are owned by individual investors. For example, individuals who purchase shares in a mutual fund are the "owners" of that fund.



109) D
Nominal interest rate = (1 + rr)(1 + inf)(1 + Risk premium)-1. The approximate nominal rate = rr + Inflation + Risk premium. In this problem there is no risk premium given so: 

NR = (1 + .03)(1 + .04) - 1 = 1.0712 - 1 = .0712 or 7.12% 

If you use the approximate method (rr + I), remember the correct answer is just a bit bigger than the sum of the rates. 7.12 > 7. 



110) B
Covariance = (1/n)(S (RX –ERX)(RY – ERY)) 

mean X = (7+9+10+10)/4 = 9; mean Y = (5+8+11+8)/4 = 8 

Cov = [(7-9)(5-8)+(9-9)(8-8)+(10-9)(11-8)+(10-9)(8-8)] / 4 = 2.25 



111) A
Portfolio B has a higher expected return than Portfolio C with a lower standard deviation. Portfolio A has a lower expected return than Portfolio B and C. 



112) B

Correlation coefficient formula, [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2
The correlation coefficient, r1,2, varies from + 1 to - 1. The smaller the correlation coefficient, the smaller σportfolio can be. If the correlation coefficient were - 1, it would be possible to make σportfolio go to zero by picking the proper weightings of W1 and W2.



113) A
7 + .9(11 – 7) = 10.6, but it is expected to yield 10%. It is overpriced, since it is expected to get less. 



114) C
APT = ER = Rfree + B1F1 + B2F2 + B3F3 + .... +BnFn 

ER = .05 + (2.5)(.02) + (2)(.03) = .05 + .05 + .06 = .16 



115) C
Rs = Rf + B(Rm - Rf) = .06 + (1)(.12 - .06) = .12 

If a stock's beta were to equal one, you would and should expect to get the market rate of return from purchasing that stock. 



116) D

If a stock falls on the security market line, it means that the stock is properly priced. An investor may still want to own the stock because of its contribution to the overall make-up (risk/return) of her portfolio.



117) D



118) C

Investment objectives vary over the investor's life cycle. The spending phase begins with retirement. Earnings years have concluded and the time horizon shortens. In the spending phase, protection for assets is sought. You are looking for low risk investments. However, some risk must still be taken to protect the investor against inflation. 

Pension funds receive funds and invest them for future distribution to the pension beneficiaries. There are two basic types of pensions. Defined contribution plans are those in which the employer deposits a fixed contribution in the employee’s name with the fund manager. The employee directs how the funds will be invested. Here the employee bears all investment risk. Defined benefit plans are those in which the employer promises the employee a specific income stream upon retirement. Here the employer bears all reinvestment risk. Liquidity and time horizon considerations of a defined benefit plan are a function of the age of the employees and their turnover rate. However, the typical pension fund has a long investment horizon and low liquidity needs. Both defined contribution and defined benefit plans are tax exempt and governed at the federal level through the Employee Retirement Income Security Act, ERISA. 



119) C
Nominal rate = real rate + inflation premium + risk premium 

12 = 4 + 3 + RP, RP = 5 



120) A
(.30)2(.30)2 + (.70)2(.18)2 + 2(.3)(.7)(.30)(.18)(.4) = 0.03305.

0.03305.5 = 0.1818 or 18.18%. 
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Ethics - 18 Questions - 27 minutes



Question: 1 - 28628 

To fulfill your obligation to inform your employer that they need to comply with AIMR's Code and Standards, you: 

	A)
	all of these choices are correct.

	B)
	can notify your employer of their obligation via e-mail.

	C)
	need not inform them if they have publicly adopted the Code and Standards as part of their policy.

	D)
	must inform your immediate supervisor, in writing, of your obligation to comply with the Code and Standards.




Question: 2 - 29147 

There are several procedures to adopt in order to comply with Standard IV(B3), Fair Dealing. All of the following are procedures the firm should employ EXCEPT:
	A)
	establish rules about employee trading activities.

	B)
	maintain a list of clients and their holdings.

	C)
	require clients to "check in" with management at least once per week to facilitate simultaneous dissemination of information regarding recommendations.

	D)
	develop trade allocation procedures.




Question: 3 - 29152 

According to the Code and Standards, a member is a "beneficial owner" if the member has all of the following EXCEPT: 

	A)
	a direct or indirect pecuniary interest in the securities.

	B)
	the power to vote or direct the voting of the shares of the securities or investments.

	C)
	the power to approve and veto changes that affect shareholder wealth. 

	D)
	the power to dispose of or direct the disposition of the security or investment.




Question: 4 - 29156 

Sue Johnson, CFA, has an elderly client with a very large asset base. The client intends to start divesting her fortune to various charities. Sue is on the Board of the local United Way. Sue: 

	A)
	should not discuss anything regarding her client and her client's intentions with the local chapter of United Way in order to comply with Standard IV(B5), Preservation of Confidentiality. 

	B)
	can make this known to the United Way Board so that they can solicit the client, since the client intends to divest assets to charities in the future.

	C)
	should solicit the client herself, along with other Board members to get a larger contribution.

	D)
	can discuss her client's situation with United Way as long as she informs other local charities of her client's intentions in a timely fashion.




Question: 5 - 29160 

Jamie Pyles, a portfolio management trainee for a money management firm, is trying to create a client base. He phones prospective clients, telling them that he is a portfolio manager. He informs prospective clients that based on the last five years of performance of his firm, he can guarantee the client at least a 75% return. He informs them that his firm can provide all of the services that they will ever need. What is the minimum number of misrepresentations Jamie has made to the prospective clients in violation of Standard IV(B6), Prohibition against Misrepresentation. 

	A)
	5.

	B)
	2.

	C)
	3.

	D)
	0.




Question: 6 - 29162 

An analyst is allowed to trade on information that he has predicted, such as a corporate action or event, using perceptive assembly and analysis of material public information or nonmaterial, non-public information. This is called the: 

	A)
	mosaic theory. 

	B)
	deduction theory.

	C)
	assessment theory.

	D)
	creation theory.




Question: 7 - 29203 

Peter Vos, CFA, is a friend and golf partner of Bill Walters, the CEO of Jupiter, Inc. While golfing one day, Bill mentions that there is a tender offer on Jupiter but no one knows yet. Which of the following statements regarding this scenario is FALSE? 

	A)
	Peter Vos is allowed to trade on the information since it came from a reliable source, Bill Walters, CEO. 

	B)
	Bill Walters, CEO, is breaching his fiduciary responsibility by revealing to Peter the information regarding the tender offer.

	C)
	Information about a tender offer is non-public, material information.

	D)
	Peter cannot trade on this information and if he does, he will be violating Standard V(A), Prohibition against Use of Material, Non-public Information.




Question: 8 - 29206 

Which of the following statements regarding Standard V(A), Prohibition Against Use of Material, Non-public Information, is FALSE? 

	A)
	Material, non-public information regarding a tender offer may not be traded on.

	B)
	If you receive the information in a public forum, it has been disseminated, and you can trade on it.

	C)
	If you figure the information via deductive reasoning, via the mosaic theory, you can use it.

	D)
	Information received from an insider who is not breaching his fiduciary responsibility may not be traded on. 




Question: 9 - 29208 

All of the following are major proxy issues EXCEPT: 

	A)
	corporate Governance.

	B)
	takeover defense and related actions.

	C)
	compensation plans.

	D)
	election of internal auditors. 




Question: 10 - 29209 

All of the following activities might constitute a violation of Standard III(B), Duty to Employer, EXCEPT: 

	A)
	conspiracy to bring about a mass resignation of other employees.

	B)
	self-dealing, taking the employer's property or information.

	C)
	consulting on your own time and obtaining written permission from your employer and the party you'll be consulting with. 

	D)
	contacting your current clients and asking them to "come with you" when you resign from your current employer.




Question: 11 - 29211 

Sally Prospect has contracted to do some consulting on the side to earn some extra income to take her family on a ski vacation. She lets her boss know this over lunch one afternoon. Sally is: 

	A)
	not in compliance because according to the AIMR Code and Standards, taking up an independent practice is strictly forbidden.

	B)
	not in compliance with Standard III(B), Duty to Employer, because she failed to get written permission from her employer.

	C)
	in compliance with Standard III(B), because she informed her employer that she was going to do consulting work.

	D)
	not in compliance because the she only informed her boss, but not the CEO and Board of the firm.




Question: 12 - 29212 

With respect to Standard IV(A), Investment Process, members shall do all of the following EXCEPT: 

	A)
	maintain appropriate records to support the reasonableness of recommendations or actions.

	B)
	make reasonable and diligent efforts to avoid any material misrepresentation in any research report or investment recommendation.

	C)
	exercise diligence and thoroughness in making investment recommendations or in taking investment action.

	D)
	quickly inform the injured party(s) when a material misrepresentation has been made.




Question: 13 - 29213 

Tara Bailey was a very strong proponent of Biloxi, Inc. due to a friendship with its founder. She has let her positive feelings for the firm color her research report and has allowed her optimism to be translated into certainty. She has violated all of the following standards EXCEPT: 

	A)
	IV(B1), Fiduciary Duties.

	B)
	III(C), Disclosure of Conflicts to Employer.

	C)
	IV(A1), Reasonable Basis and Representations.

	D)
	IV(A3), Independence and Objectivity.




Question: 14 - 29214 

James Copley, a pension fund manager and a CFA charterholder, has an agreement with a brokerage firm that gives him lower transactions costs on his personal brokerage account along with the firm’s research reports in exchange for directing trades their way. He is violating which of the following standards? 
	A)
	Standard IV(A1), Reasonable Basis and Representations.

	B)
	Standard IV(B1), Fiduciary Duties.

	C)
	Standard IV(A2), Research Reports.

	D)
	Standard IV(B2), Portfolio Investment Recommendations and Actions.




Question: 15 - 29215 

Procedures for compliance with Standard IV(B2), Portfolio Investment Recommendations and Actions, include determining all of the following with respect to a client EXCEPT: 

	A)
	social habits and interests.

	B)
	return objectives.

	C)
	risk tolerances.

	D)
	liquidity needs.




Question: 16 - 29216 

A portfolio manager must determine the client’s constraints, which may include all of the following EXCEPT the client’s: 

	A)
	liquidity needs.

	B)
	time horizon.

	C)
	mortgage payment.

	D)
	tax considerations.




Question: 17 - 29217 

Which of the following statements regarding Standard V(A), Prohibition Against Use of Material, Non-public Information, is FALSE? 
	A)
	If an analyst figures out on her own information that is material, non-public information, she may not trade on that information.

	B)
	Information received in a public forum may be traded on.

	C)
	Information gained through deductive reasoning by the analyst may be traded on.

	D)
	Private information dealing with tender offers may not be traded on.




Question: 18 - 29218 

In research reports, members shall do all of the following EXCEPT: 

	A)
	use reasonable judgment.

	B)
	distinguish between fact and fiction.

	C)
	tailor the research reports for the individual clients.

	D)
	indicate the basic characteristics of the investment.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18906 

Which of the following statements about the arithmetic mean is FALSE? 

	A)
	If the distribution is skewed to the left then the mean will be greater than the median.

	B)
	The arithmetic mean is the only measure of central tendency where the sum of the deviations of each observation from the mean is always zero.

	C)
	The arithmetic mean of a frequency distribution is equal to the sum of the class frequency times the midpoint of the frequency class all divided by the number of observations.

	D)
	All interval and ratio data sets have an arithmetic mean.




Question: 20 - 18909 

There is a 30 percent chance that the economy will be good and a 70 percent chance that it will be bad. If the economy is good, your returns will be 20 percent and if the economy is bad, your returns will be 10 percent. What is your expected return? 

	A)
	15%.

	B)
	13%.

	C)
	17%.

	D)
	18%.




Question: 21 - 18910 

Which of the following statements is FALSE? 

	A)
	The coefficient of variation = (mean / standard deviation)(100).

	B)
	Variance equals the sum of the squared deviation from the mean times the probability that that deviation will occur.

	C)
	If investors are risk averse, they will expect to receive greater returns for holding riskier investments than for safer investments.

	D)
	The standard deviation equals the square root of the variance.




Question: 22 - 18911 

The mean return of a portfolio is 10 percent and its standard deviation is 2 percent. Which of the following statements about this distribution are FALSE? The probability of receiving a return: 

	A)
	of less than 6% is .025.

	B)
	in excess of 8% is .16.

	C)
	between 6% and 14% is .95.

	D)
	between 8% and 14% is .815.




Question: 23 - 28626 

Which of the following statements is FALSE? 

	A)
	In a binomial distribution each observation has only two possible outcomes that are mutually exclusive.

	B)
	A probability distribution is a listing of all the outcomes of an experiment and the probability associated with each of these outcomes.

	C)
	The mean and variance of a Poisson distribution are equal.

	D)
	The Poisson distribution is the limiting form of the normal curve where n is small and p is large.




Question: 24 - 28627 

You borrow $15,000 to buy a car. The loan is to be paid off using 12 percent over 5 years. What will the monthly car payments be? 

	A)
	$456.

	B)
	$546.

	C)
	$334.

	D)
	$680.




Question: 25 - 29085 

Claude Bellow, CFA, is an analyst with a real-estate focused investment firm. Today, one of the partners e-mails Bellow the following table and requests that he “run some numbers.” The table below gives five years of annual returns for Marley REIT (real estate investment trust) and a large urban apartment building. Marley REIT invests in commercial properties. (Note: For this question, calculate the mean returns using the arithmetic mean.)

	Table 1:  Annual returns (in %)

	Asset
	
	
	
	
	

	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	

	Marley REIT
	15.0
	8.0
	13.0
	9.0
	13.0

	Apartment Bldg
	10.0
	-1.0
	8.0
	8.0
	9.0


One of the office assistants begins to “run some numbers,” but is then called away to an important meeting. So far, the assistant calculated the variance of the apartment building returns at 15.76%. (He assumed that the returns given represent the entire population of returns.) Now, Bellow must finish the work. 

Bellow should conclude that the standard deviation of the:
	A)
	apartment building, if the given returns represent a sample of returns, is 19.70%.

	B)
	REIT, assuming the given returns represent the entire population, is 2.97%.

	C)
	apartment building, if the given returns represent a sample of returns, is 4.44%.

	D)
	REIT, assuming the given returns represent a sample of returns, is 7.04%.




Question: 26 - 29342 

If the present value of a 30-year, ordinary annuity cash flow stream is $600,000 and the investor’s opportunity cost of capital is 6%, what must the annual, end of the year payment be? 

	A)
	$41,122.02.

	B)
	$36,000.00.

	C)
	$46,204.71.

	D)
	$43,589.35.




Question: 27 - 29343 

Find the present value of the following uneven cash flow stream.  Assume end of the year payments.  The discount rate is 12%.
	Yr 1
	-2,000

	Yr 2
	-3,000

	Yr 3
	6,000

	Yr 4
	25,000

	Yr 5
	30,000


	A)
	$58,164.58.

	B)
	$33,004.15.

	C)
	$36,964.65.

	D)
	$65,144.33.




Question: 28 - 29344 

Find the future value of the following uneven cash flow stream.  Assume end of the year payments.  The discount rate is 12%.
	Yr 1
	-2,000

	Yr 2
	-3,000

	Yr 3
	  6,000

	Yr 4
	25,000

	Yr 5
	30,000


	A)
	$58,164.58.

	B)
	$33,004.15.

	C)
	$36,964.65.

	D)
	$65,144.33.




Question: 29 - 29345 

If the standard deviation of returns of Stock A is 10.04% and the standard deviation of returns of Stock B is 2.05% and the covariance between the two stocks is 0.00109, what is the correlation coefficient between the two stocks? 

	A)
	0.5296.

	B)
	0.6556.

	C)
	0.7658.

	D)
	0.4587.




Question: 30 - 18576 

Which of the following statements about the standard error of estimate is FALSE? The standard error of estimate: 

	A)
	measures the Y variable's variability that is not explained by the regression equation.

	B)
	measures the distance of the Y variables from the values projected by the regression line.

	C)
	is the square root of the sum of the squared deviations from the regression line divided by n-2.

	D)
	is the square of the coefficient of determination.




Question: 31 - 18577 

Which of the following statements about confidence intervals is FALSE? 

	A)
	Confidence and prediction intervals are used to test the quality of predictions using the regression equation.

	B)
	The confidence interval is wider than the prediction interval.

	C)
	Confidence intervals are boundaries about the entire regression line while prediction intervals are boundaries about a specific dependent variable.

	D)
	A confidence interval is a + or - band about the regression line estimation. You can say with the selected degree of confidence that the actual value will fall within these boundaries.




Question: 32 - 28622 

What is the following hypothesis? 

Null H0: B = 0 

Alt HA: B > 0 

	A)
	two tailed test.

	B)
	multidirectional test.

	C)
	improperly worded hypothesis.

	D)
	one tailed test.




Question: 33 - 28623 

Which of the following statements about the correlation coefficient is FALSE? 

	A)
	The correlation coefficient can vary between -1 and +1.

	B)
	If the correlation coefficient is negative it indicates that the regression line has a negative beta.

	C)
	If the regression line is flat and the observations are dispersed uniformly about the line the correlation coefficient will be + 1.

	D)
	The correlation coefficient describes the strength of the relationship between the X variable and the Y variable.




Question: 34 - 28624 

Which of the following statements is FALSE? 

	A)
	1 - R2 is the percent of Y's variability that is unique to the Y variable.

	B)
	When the coefficient of determination is high (close to 1) it proves that there is a causal relationship between the X and Y variables.

	C)
	The coefficient of determination is the square of the correlation coefficient.

	D)
	A high R2 indicates that most of the independent variable's variability is explained by the regression equation.




Question: 35 - 28625 

Given the following regression statistics:
· X is equal to 10 

· The Y-intercept is 2 

· The slope coefficient is 3 

· The standard error of the estimate is 2 

· The coefficient of determination is .6 

What is the projected value of Y?
	A)
	8.

	B)
	20.

	C)
	24.

	D)
	32.




Question: 36 - 29346 

Given a mean of 10% and a standard deviation of 14%, what is a 95% confidence interval for the return next year? 

	A)
	-17.44% to 37.44%.

	B)
	-4.00% to 24.00%.

	C)
	-17.00% to 38.00%.

	D)
	-12.56% to 25.44%.




Economics - 14 Questions - 21 minutes



Question: 37 - 12365 

Keynesian countercyclical budget policy suggests that: 

	A)
	a budget deficit is needed if the full-employment level of income is less than the current equilibrium level of income.

	B)
	a budget deficit is needed if current output is less than the economy's long-run, full employment equilibrium.

	C)
	the budget should always be in balance.

	D)
	a budget deficit should be planned during an inflationary boom.




Question: 38 - 28594 

The velocity of money is the: 

	A)
	rate at which the price index for consumer goods rises.

	B)
	output expansion multiple of government expenditures.

	C)
	number of times a dollar is taken out of the country during a year.

	D)
	average number of times a dollar is used to purchase goods and services.




Question: 39 - 29324 

Which of the following actions by the Federal Reserve would NOT be considered part of expansionary policy? 

	A)
	Raising the reserve requirement.

	B)
	Lowering the discount rate.

	C)
	Lowering the reserve requirement

	D)
	Buying government securities.




Question: 40 - 28595 

Which of the following statements are TRUE? 

	A)
	All of these choices are correct.

	B)
	Given the assumptions of the competitive model, allocative efficiency would be present if all markets were in long run competitive equilibrium.

	C)
	A profit-maximizing firm will heed the desires of consumers, including the desires of consumers whom the owners of the firm have never met.

	D)
	In long run equilibrium, purely competitive firms will charge a price that is just equal to their minimum average total costs.




Question: 41 - 29055 

Which of the following statements about price takers and price searchers is TRUE? 

	A)
	In the long run, both price takers and price searchers maximize profits at the quantity corresponding to the minimum point on the average total cost curve (ATC).

	B)
	In the long run, both price takers and price searchers will have zero economic profits.

	C)
	Price takers maximize profits at the point Price = Marginal Revenue = Marginal Costs.

	D)
	The potential allocative inefficiency of a price searcher engaged in monopolistic competition includes the social cost of producing where P=MC. 




Question: 42 - 29326 

Movements along a demand curve result from changes in: 

	A)
	disposable income.

	B)
	the availability of substitutes.

	C)
	the price of the good.

	D)
	demographics such as the number of consumers.




Question: 43 - 29327 

Which of the following is an example of the law of diminishing marginal utility? 

	A)
	You eat an apple, a sandwich and a glass of milk for lunch.

	B)
	You decide to get gas for your car later in the week in case the price drops a bit.

	C)
	After three orders of french fries you decide an apple would be better than a fourth order of fries.

	D)
	You take the bus to work instead of your car to lower your expenses for the week.




Question: 44 - 29329 

All of the following market and product features define monopolistic competition EXCEPT: 

	A)
	sellers produce a differentiated product.

	B)
	the market has low barriers to entry.

	C)
	demand is highly elastic.

	D)
	there are a small number of independent sellers.




Question: 45 - 12825 

The law of comparative advantage states that: 

	A)
	a nation can gain from trade even if its trading partners are low-wage countries.

	B)
	specialization and exchange will permit trading partners to maximize their joint output.

	C)
	all of these choices are correct.

	D)
	a nation can gain from trade even when it is at an absolute disadvantage in the production of all goods.




Question: 46 - 28596 

If the exchange rate value of the Guilder goes from $.50 to $.60, then the Guilder has: 

	A)
	depreciated and the Dutch will find U.S. goods cheaper.

	B)
	appreciated and the Dutch will find U.S. goods more expensive.

	C)
	depreciated and the Dutch will find U.S. goods more expensive.

	D)
	appreciated and the Dutch will find U.S. goods cheaper.




Question: 47 - 28597 

Which of the following statements are TRUE? 

	A)
	If the DEM goes from 2 DEM/USD to 1.75 DEM/USD the dollar has appreciated.

	B)
	Standard interbank dealer quotes are foreign currency over the U.S. dollar.

	C)
	The ask price (DEM / USD) is what the bank will sell a DEM for.

	D)
	The bid price (DEM / USD) is what the bank will buy a DEM for.




Question: 48 - 28598 

Which of the following statements about exchange rates are TRUE? 

	A)
	Given the bid ask spread between francs and dollars is 6.0000-25, and the bid ask spread between marks and dollars is 2.0000-15, then the bid ask spread between francs and marks is 2.875-2.934.

	B)
	A bid of 8.000 pesos/dollar, means the bank will sell you a dollar for 8 pesos.

	C)
	Spot exchange rates, forward exchange rates, and interest rates are only loosely linked.

	D)
	The bid ask spread is a function of breadth, depth, and volatility of the market for a currency.




Question: 49 - 29060 

One year ago, the Canadian Dollar (CAD) was quoted at Australian Dollar (AUD) 0.79800. Today, the CAD is trading at AUD 0.82400. Assume that Canada and Australia are trading partners. Which of the following statements is most accurate? Over the past year, the Canadian: 

	A)
	government recently undertook an unanticipated expansionary fiscal policy action.

	B)
	real interest rate decreased (relative to Australia's real interest rate).

	C)
	economy grew at a faster rate than the Australian economy.

	D)
	government undertook an unanticipated expansionary monetary policy action.




Question: 50 - 29073 

Calvin Gooden, an assistant economist with the World Bank, is a member of a Level 1 CFA study group. Most of the members of his group do not have an economics background and are frustrated with the material on comparative advantage. Gooden devises the following question to help them study. The table below gives the prices of four goods (jeans, wine, cheese, and LCD screens) in France and the United Kingdom (U.K.). Gooden tells the group to assume that the current exchange rate is €1.5 / £1.0.
	Good

	France (in €)
	United Kingdom (in £)

	Jeans
	42
	26

	Wine
	18
	14

	Cheese
	5
	3

	LCD Screens
	85
	50


Acting to minimize costs, French consumers will purchase:
	A)
	French wine and cheese and British jeans and LCD screens.

	B)
	British jeans and cheese and French wine and LCD screens.

	C)
	British wine and French jeans, cheese, and LCD screens.

	D)
	French wine and British jeans, cheese, and LCD screens.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 28612 

If a company recognizes revenue faster than justified, which of the following best describes whether accounts receivable, inventory, and retained earnings are overstated or understated, respectively?
	A)
	Understated, understated, understated.

	B)
	Overstated, overstated, overstated.

	C)
	Understated, understated, overstated.

	D)
	Overstated, understated, overstated.




Question: 52 - 29435 

Ultimate Furniture, Inc. is a manufacturer of unique specialty furniture. Its products are sold to wholesalers who are invoiced 15 days after delivery. The wholesalers have the right to return unsold items within six months of delivery for a full refund of the invoice price. Ultimate Furniture sold furniture to Johnson Furniture Store for $100,000, which was both sold and delivered in September 2001. The furniture was invoiced in October 2001 and payment was received in December 2001.

Ultimate Furniture should recognize $100,000 of revenue in: 
	A)
	September 2001.

	B)
	March 2002.

	C)
	October 2001.

	D)
	December 2001.




Question: 53 - 29436 

Embassy Corp. purchased a milling machine on June 30, 1998, for $6,600,000. The machine was being depreciated using the straight-line method over five years until January 1, 2001, when the total useful life was revised downward to four years and the salvage value was changed from $600,000 to $300,000

Depreciation Expense related to this machine as shown on Embassy’s income statement for the year ended December 31, 2001, is: 
	A)
	$2,000,000.

	B)
	$2,200,000.

	C)
	$1,800,000.

	D)
	$1,200,000.




Question: 54 - 29437 

Copper, Inc. initially issued 100,000 shares of $1 par value stock for $500,000 in 1998. In 2000 the company repurchased 10,000 shares for $100,000. In 2001, 5,000 of the repurchased shares were resold for $80,000.

In its balance sheet dated December 31, 2001 Copper, Inc.’s Treasury Stock account shows a balance of: 
	A)
	$0.

	B)
	$20,000.

	C)
	$50,000.

	D)
	$100,000.




Question: 55 - 29438 

Timber Corp., a logging company, contracted with Woodhouse, Inc. to provide lumber for Woodhouse’s building operations for a three-year period beginning in 2001. The total contract is for $60 million and Timber’s costs are expected to be $45 million. Because the costs cannot be reliably estimated, Timber elected to use the completed contract method to account for this contract.

In 2001, Timber incurred costs of $15 million, issued advance billings of $25 million, and collected $22 million in cash from the advance billing.

Timber Corp.’s balance sheet for the year ended December 31, 2001, shows a balance of: 
	A)
	$5 million in the Net Advance Billings liability account.

	B)
	$3 million in the Net Advance Billings liability account.

	C)
	$5 million in the Net Construction-in-Process asset account.

	D)
	$10 million in the Net Advance Billings liability account.




Question: 56 - 29439 

Each of the following is included in Horizon Company’s cash flows from operations (CFO) EXCEPT: 

	A)
	income taxes paid on Horizon's reacquisition of treasury stock at a gain.

	B)
	income taxes paid on a gain on sale of equipment by Horizon.

	C)
	principal payments received on a loan to a purchaser of used equipment from Horizon Company.

	D)
	advance payments received in the first year of a multi-year construction contract in excess of the cost of the contract to date.




Question: 57 - 29440 

Capital Corp.’s activities in the year 2001 included the following:
· At the beginning of the year, Capital purchased a cargo plane from Aviation Partners for $10 million in a transaction consisting of $2 million cash, $3 million in Capital Corp. bonds and $5 million in Capital Corp. preferred stock. 
· Interest of $150,000 was paid on the bonds, and dividends of $250,000 were paid on the preferred stock. 
· At the end of the year, the cargo plane was sold for $12,000,000 cash to Standard Company.  Proceeds from the sale were used to pay off the $3 million in bonds held by Aviation Partners. 
On Capital Corp.’s Statement of Cash Flow for the year ended December 31, 2001, cash flow from investments (CFI) related to the above activities is:

	A)
	$9,750,000.

	B)
	$6,750,000.

	C)
	$6,600,000.

	D)
	$10,000,000.




Question: 58 - 14649 

Return on equity equals: 

	A)
	(sales/Equity)(EAT/Sales).

	B)
	(after tax profit margin)(Total asset turnover)(Assets to equity).

	C)
	[(pre-interest Profit margin)(asset turnover) - (interest expense)](leverage)(tax retention).

	D)
	all of these choices are correct.




Question: 59 - 29441 

Comparative income statements for E Company and G Company for the year ended December 31, 2001, show the following (in $ millions):
	 
	E Company
	G Company

	Sales
	70
	90

	Cost of Goods Sold
	(30)
	(40)

	  Gross Profit
	40
	50

	Sales and Administration
	 (5)
	(15)

	Depreciation
	 (5)
	(10)

	  Operating Profit
	30
	25

	Interest Expense
	(20)
	 (5)

	  Earnings Before Taxes
	10
	20

	Income Taxes
	 (4)
	 (8)

	  Earnings after Taxes
	 6
	12


The financial risk of E Company, as measured by the interest coverage ratio, is:
	A)
	higher than G Company's because its interest coverage ratio is less than G Company's, but at least one-third of G Company's. 

	B)
	higher than G Company's because its interest coverage ratio is less than one-third of G Company's.

	C)
	lower than G Company's because its interest coverage ratio is more than G Company's but less than three times G Company's. 

	D)
	lower than G Company's because its interest coverage ratio is at least three times G Company's. 




Question: 60 - 29442 

When the external liquidity of a company’s shares is generally improving, which of the following conditions is NOT present? The: 

	A)
	market value of the outstanding securities is growing.

	B)
	trading turnover is increasing.

	C)
	total market value of the shares is increasing.

	D)
	size of the bid-ask spread is growing.




Question: 61 - 29443 

Selected financial data for Alabama Corp. for the year ended December 31, 2001, was as follows (in $ millions): 

	 
	2000
	2001

	Retained Earnings at January 1
	120 
	200 

	Net Income for the year
	215 
	240 

	Preferred Stock Dividends
	(25)
	(50)

	Common Stock Dividends
	(110)
	(130)

	  Retained Earnings at December 31
	200 
	260 


Alabama Corp.’s average common equity was $800 million in 2000 and $860 million in 2001.  Alabama’s return on common equity in 2001:

	A)
	decreased by less than 1 percentage point as compared to 2000.

	B)
	increased by less than 1 percentage point as compared to 2000.

	C)
	increased by at least 1 percentage point as compared to 2000.

	D)
	decreased by at least 1 percentage point as compared to 2000.




Question: 62 - 29444 

Connecticut, Inc.’s stock transactions during the year 2001 were as follows:

· January 1                      360,000 common shares outstanding. 

· April 1                           1 for 3 reverse stock split. 

· July 1                            60,000 common shares issued. 

When computing for earnings per share (EPS) computation purposes, what is Connecticut’s weighted average number of shares outstanding during 2001?
	A)
	210,000.

	B)
	140,000.

	C)
	270,000.

	D)
	150,000.




Question: 63 - 29445 

Selected information from Ebony, Inc.’s financial activities in the year 2001 is as follows:

· Net income was $1,200,000. 

· 870,000 shares of common stock were outstanding on January 1. 
· The average market price per share was $6 in 2001. 
· Dividends were paid in 2001. 
· 8,000 shares of seven percent $200 par value preferred shares, convertible into common shares at a rate of 20 common shares for each preferred share, were outstanding for the entire year. 
· 1,000 warrants, which allow the holder to purchase 100 shares of common stock for each warrant held at a price of $8.00 per common share, were outstanding for the entire year. 
Ebony, Inc.’s Diluted earnings per share (Diluted EPS) for 2001 is closest to: (If there are no dilutive securities, use basic EPS.)
	A)
	$1.25.

	B)
	$1.33.

	C)
	$1.17.

	D)
	$1.12.




Question: 64 - 29446 

Orange Company’s net income for 2001 was $7,600,000 with 2,000,000 shares outstanding. The average share price in 2001 was $55. Orange had 10,000 shares of eight percent $1,000 par value convertible preferred stock outstanding since 2000. Each preferred share was convertible into 20 shares of common stock.

Orange Company’s diluted earnings per share (Diluted EPS) for 2001 is closest to: 
	A)
	$3.45.

	B)
	$3.80.

	C)
	$3.40.

	D)
	$3.25.




Question: 65 - 14820 

During periods of rising prices: 

	A)
	LIFO COGS > Weighted Average COGS > FIFO COGS.

	B)
	LIFO COGS < Weighted Average COGS < FIFO COGS.

	C)
	LIFO COGS = Weighted Average COGS = FIFO COGS.

	D)
	LIFO COGS > Weighted Average COGS < FIFO COGS.




Question: 66 - 14822 

Which of the following is a result of a firm using LIFO in periods of rising prices and stable or increasing inventory quantities? Taxes and cash flows, respectively, will be: 

	A)
	higher, higher.

	B)
	lower, lower.

	C)
	lower, higher.

	D)
	higher, lower.




Question: 67 - 28613 

Two growing firms are identical except that Firm A capitalizes whereas Firm B expenses costs for long-lived resources over time. For these two firms, which of the following financial statement effects is/are generally FALSE? 

	A)
	Firm A will show a less volatile pattern of reported income than Firm B.

	B)
	Firm A will show a more volatile pattern of return on assets than Firm B.

	C)
	Firm A will show higher cash flows from operations than Firm B.

	D)
	None of these choices are false.




Question: 68 - 28614 

Which of the following statements about depreciation is FALSE? 

	A)
	To account for the purchase of a machine, a company may use either SL or the SYD depreciation. Return on investment for the machine will initially be higher under SL than under SYD.

	B)
	A company acquires a machine with an estimated ten-year service life. If the company uses the sum-of-the-year's-digits (SYD) depreciation method instead of the SL method its income will be higher in the tenth year.

	C)
	Accelerated depreciation methods tend to increase both net income and stockholders' equity when compared with the straight-line method.

	D)
	Straight-line depreciation (SL) introduces a built-in increase in return on investment over the asset's life.




Question: 69 - 29447 

In a period of rising prices and stable or increasing inventory quantities, use of the first in, first out (FIFO) inventory cost flow assumption results in all of the following EXCEPT: 

	A)
	higher earnings before taxes than under last in, first out (LIFO).

	B)
	higher earnings after taxes than under last in, first out (LIFO).

	C)
	lower inventory balances than under last in, first out (LIFO).

	D)
	higher working capital than under last in, first out (LIFO).




Question: 70 - 29448 

Selected information from Mendota, Inc.’s financial statements for the year ended December 31, 2001, includes the following (in $):
	Sales
	7,000,000

	Cost of Goods Sold
	5,000,000

	LIFO Reserve on Jan. 1  
	600,000

	LIFO Reserve on Dec. 31
	850,000


Mendota uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate is 40 percent.  If Mendota changed from LIFO to first in, first out (FIFO), the gross profit margin would:
	A)
	increase from 28.6 percent to 30.0 percent.

	B)
	increase from 28.6 percent to 40.1 percent.

	C)
	remain unchanged at 28.6 percent.

	D)
	increase from 28.6 percent to 32.1 percent.




Question: 71 - 29449 

Zanzibar Corp. incurs interest costs of $1 million in 2000 and $1.5 million in 2001 constructing a new factory facility for its operations.  In Zanzibar’s financial statements for the years ended December 31, 2000, and 2001, the interest cost is capitalized.  The building is not placed in service until 2002.
Other information from the 2001 financial statements is as follows (in $ millions):
	Interest Expense
	3.0

	Income Tax Expense
	0.0

	Net Income
	9.0


Ignoring income taxes, if the construction interest is expensed, Zanzibar’s interest coverage ratio in 2001 will:
	A)
	decrease from 4.0 to 2.7 times.

	B)
	decrease from 4.0 to 2.0 times.

	C)
	decrease from 3.0 to 2.0 times.

	D)
	increase from 3.0 to 8.0 times.




Question: 72 - 29450 

Accounting depreciation is based on the concept that provisions must be made for an asset’s replacement. However, accounting depreciation often falls short of true economic depreciation. The following factors all hinder the ability of accounting depreciation to approximate true economic depreciation EXCEPT: 

	A)
	depreciable basis being limited to historical cost.

	B)
	accelerated depreciation methods.

	C)
	difficulty predicting assets' useful life accurately.

	D)
	the effects of inflation.




Question: 73 - 29451 

Selected information from Jason Corp.’s financial statements for the year ended December 31, 2001, is as follows (before considering the asset write-down)(in $):
	Sales
	27,000,000 

	Cost of Goods Sold
	(15,000,000)

	  Gross Profit
	12,000,000 

	Depreciation Expense
	(5,000,000)

	Other Expenses
	(1,000,000)

	  Operating Income (EBIT)
	6,000,000 

	Interest Expense
	(1,000,000)

	Income Taxes Expense
	(2,000,000)

	  Net Income
	3,000,000 


Jason Corp. has a permanently impaired asset that must be written down from its carrying value of $5,000,000 to its present value of future cash flows of $3,500,000.  The asset’s salvage value is $1,000,000.  As a result of the write-down, Jason’s operating profit margin will be:
	A)
	reduced from 22.2 percent to 18.5 percent.

	B)
	reduced from 22.2 percent to 16.7 percent.

	C)
	unchanged.

	D)
	reduced from 22.2 percent to 14.2 percent.




Question: 74 - 28615 

Which of the following statements about leasing is FALSE? 

	A)
	The interest rate implicit in a lease is the discount rate that the lessor used to determine the lease payments.

	B)
	When a sale leaseback represents substantially the entire asset any profit from the sale must be deferred and amortized over the life of the lease.

	C)
	If it is determined that the lessor is only financing the purchase of an asset the capital lease is considered to be a direct financing lease. In this case gross profits must be recognized at the inception of the lease.

	D)
	Firms that capitalize their leases will have lower current ratios and higher debt to equity ratios than firms that treat the leases as operating leases.




Question: 75 - 28616 

The following information is regarding a plane being leased:
· The lease is a 10-year capital lease with annual payments of $500,000 

· There is a guaranteed residual value of $600,000 at the end of the lease 

· The present value of the lease discounted at the appropriate interest rate (10%) is $3,600,000 

· The company uses the straight-line depreciation method 

In the first year, the reported lease related expense is:
	A)
	0.

	B)
	$660,000.

	C)
	$300,000.

	D)
	$600,000.




Question: 76 - 29452 

Dalrymple, Inc. has operations in a country that taxes ordinary net income at a rate of 40 percent, has gains on the sale of long-term assets at 20 percent and exempts interest income from any taxation.  For the year ended December 31, 2001, Dalrymple’s net income before taxes is derived from the following sources:

	Net Income from Ordinary Activities
	$2,000,000

	Net Income from Sale of Long-term Asset
	1,000,000

	Net Interest Income
	  1,000,000

	Net Income before Taxes
	4,000,000


On its Income Statement for the year ended December 31, 2001, Dalrymple should:
	A)
	apply an effective tax rate of 25 percent.

	B)
	show its income in different categories and apply the appropriate tax rate to each.

	C)
	apply an effective tax rate of 40 percent and add $600,000 to its deferred tax liability account.

	D)
	apply an effective tax rate of 40 percent and add $600,000 to its deferred tax equity account.




Question: 77 - 29453 

On December 31, 2001, Kringle Corp. sold a portion of its computer inventory on a four-year installment sale basis for a total of $10,000,000, with 25 percent paid on the date of the sale and the balance due in three equal annual installments. Kringle’s cost in the computer equipment was $6,000,000. The computers carry a two-year warranty estimated at $600,000. Kringle recognizes revenue at the point of sale and expense at the time of accrual. For tax reporting purposes, however, Kringle recognizes income when cash is received and is not permitted to recognize warranty expense until actual warranty expense is incurred. Kringle’s tax rate is 30 percent.

For the year ended December 31, 2001, Kringle should show, based on the above transaction, an increase in its tax-deferred: 
	A)
	liability account of $720,000.

	B)
	asset account of $720,000.

	C)
	liability account of $900,000 and an increase in its tax-deferred asset account of $180,000. 

	D)
	asset account of $900,000 and an increase in its tax-deferred asset account of $180,000.




Question: 78 - 29454 

On December 31, 2000, Newberg, Inc. issued 5,000 $1,000 face value seven percent bonds to yield six percent. The bonds pay interest semi-annually and are due December 31, 2007.

On its December 31, 2001, income statement, Newburg should record interest expense of: 
	A)
	$350,000.

	B)
	$316,448.

	C)
	$300,000.

	D)
	$309,344.




Question: 79 - 29455 

Sundial Manufacturing Company’s balance sheet includes the following as of December 31, 2001 (in $ millions):
	Accounts Payable
	14

	Long-term Bonds
	22

	Common Stock
	15

	Retained Earnings
	28

	  Total Liabilities and Equity
	79


If Sundial issues $10 million in convertible preferred stock, the total debt ratio will:
	A)
	decrease from 45.6 percent to 58.2 percent.

	B)
	decrease from 45.6 percent to 40.4 percent.

	C)
	decrease from 83.7 percent to 67.9 percent.

	D)
	be unchanged.




Question: 80 - 29456 

On December 31, 2000, Baxter Corp. executed a seven-year lease with annual payments of $300,000 for factory equipment.  

· The economic life of the equipment is 10 years. 

· Baxter has the option to purchase the equipment for its then-current fair market value at the end of the lease.  

· The interest rate implicit in the lease is seven percent. 

· Baxter Company’s incremental borrowing rate is eight percent. 

· The fair market value of the factory equipment on December 31, 2000, was $1,750,000. 

Treating the above transaction as an operating lease, Baxter’s income statement for the year ended December 31, 2001, is as follows:

	Sales
	$4,000,000 

	Cost of Goods Sold
	(2,200,000)

	  Gross Profit
	1,800,000 

	Depreciation
	(200,000)

	Lease Expense
	(300,000)

	Sales and Administration
	(500,000)

	  Operating Profit
	800,000 

	Interest Expense
	(200,000)

	Income Taxes
	(200,000)

	  Net Income
	$400,000 


Assuming Income Taxes are constant at $200,000 and after considering whether the factory equipment lease should be reclassified as a capital lease, Baxter’s operating profit margin ratio will:
	A)
	decrease from 20.0 to 27.5 percent.

	B)
	increase from 20.0 to 24.6 percent.

	C)
	increase from 20.0 to 21.7 percent.

	D)
	remain unchanged.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28619 

Which of the following statements are TRUE?
   I.    When calculating the cash flows for a project, you should include interest payments.
  II.    Cash flows that are classified as incremental are relevant to capital budgeting project analysis.
 III.    If an investment project would make use of property that the firm currently owns, the project should be charged with the opportunity cost (rental income) of the property.
IV.    Since capital budgeting is based on cash flows rather than net accounting income, changes in non-cash balance sheet accounts such as inventory are not relevant to the analysis.   
	A)
	I and III only.

	B)
	II and III only.

	C)
	III and IV only.

	D)
	I and IV only.




Question: 82 - 28620 

Which of the following statements about projects is FALSE? 

	A)
	If investors are not well diversified they may want management to concentrate more on project risk than on market (beta) risk.

	B)
	The pure play approach to risk analysis adjusts the project's cost of equity capital based on the average beta coefficients of existing firms similar to the project.

	C)
	The riskier the project's income stream, the higher the discount rate should be.

	D)
	Mutually exclusive projects should be analyzed using the internal rate of return method.




Question: 83 - 28621 

Which of the following statements about dividends is FALSE? 

	A)
	The bird-in-hand theory implies that investors prefer capital gains to current dividends.

	B)
	If a company has an established clientele who prefer large dividends the company is unlikely to adopt a residual dividend policy.

	C)
	If a firm follows a residual dividend policy, its dividend payout will tend to fall whenever the firm's investment opportunities improve.

	D)
	Current tax law encourages companies to pay low dividends to their shareholders.




Question: 84 - 28606 

Which of the following statements about how to construct an index is FALSE? 

	A)
	Select a representative sample of the market or sector to be measured.

	B)
	Determine the weighting to be given to each individual security in the sample.

	C)
	Determine the computational procedure to use to average the individual securities in the sample.

	D)
	Selecting a larger sample size is preferable to a smaller sample size.




Question: 85 - 28617 

Which of the following statements about estimating a company's profit margin is FALSE? 

	A)
	Analyze the firm's internal performance.

	B)
	Study the firm's relationship with its industry.

	C)
	Identify and evaluate the firm's specific competitive strategies.

	D)
	Determine the firm's sales estimate.




Question: 86 - 28618 

Which of the following is a bearish signal to a contrarian? 

	A)
	The OTC versus NYSE Volume Ratio is low.

	B)
	A high mutual funds cash to total assets position.

	C)
	A low CBOE put/call ratio.

	D)
	A large proportion of stock futures speculators are bearish.




Question: 87 - 13607 

Which of the following statements does NOT accurately describe a characteristic of an inverse floater? A floating-rate issue: 

	A)
	whose coupon rate will increase as market rates decrease and decrease as market rates increase.

	B)
	whose coupon is determined by subtracting a reference rate from some stated maximum rate.

	C)
	that has an implicit cap on the maximum coupon rate and typically includes a floor on the minimum coupon rate.

	D)
	that may, under certain circumstances, require the bondholder to make payments to the issuer.




Question: 88 - 28600 

The term structure of interest rate theory that says long term maturities have greater market risk than shorter maturities is called the: 

	A)
	liquidity premium theory.

	B)
	market segmentation theory.

	C)
	preferred habitat theory.

	D)
	pure expectations theory.




Question: 89 - 28604 

Which statement describes a premium bond? 

	A)
	Coupon rate > current yield > yield-to-maturity.

	B)
	Coupon rate > current yield < yield-to-maturity.

	C)
	Coupon rate = current yield = yield-to-maturity.

	D)
	Coupon rate < current yield < yield-to-maturity.




Question: 90 - 28605 

In the United States, an income bond not currently paying interest and a bond of the highest quality would be assigned the following quality ratings (by Standard & Poors), respectively:
	A)
	CI, AAA

	B)
	B, A

	C)
	D, AA

	D)
	F, AAA




Question: 91 - 28599 

The six-month spot rate is 4 percent and the 1 year annualized spot rate is 9 percent (4.5 on a semi annual basis). Based on the pure expectations theory of interest rates, what is the market projecting the six-month implied rate six months from now? 

	A)
	5%.

	B)
	4%.

	C)
	3%.

	D)
	6%.




Question: 92 - 28601 

An $850 bond has a modified duration of 8. If interest rates fall 50 basis points the bond's price will: 

	A)
	rise 22.50%.

	B)
	rise $4.00.

	C)
	fall $22.50.

	D)
	rise $34.00.




Question: 93 - 28602 

Convexity is important because: 

	A)
	it measures the volatility of non-callable bonds.

	B)
	the slope of the price yield curve is not linear.

	C)
	it can be used to indicate the optimal hedge ratio.

	D)
	the slope of the callable bond price/yield curve is backward bending at high interest rates.




Question: 94 - 28603 

A $1,000 par value, 10 percent semi-annual, 20-year debenture bond is currently selling for $1,100. What is this bond's current yield? 

	A)
	8.9%.

	B)
	9.1%.

	C)
	10.0%.

	D)
	10.5%.




Question: 95 - 29381 

An investor is interested in buying a 4-year, $1000 face value bond with a 7 percent semi-annual coupon rate. The bond is currently priced at $875.60. The cash value of each coupon is $35 and the first put price is $950 in 2 years. What is the yield to put? 

	A)
	14.38%.

	B)
	8.65%.

	C)
	10.37%.

	D)
	11.88%.




Question: 96 - 29382 

A bond analyst needs to calculate the discount margin on a semi-annual floater. The bond has 6 years to maturity and pays 150 basis points above LIBOR. LIBOR is currently 6 percent and the bond is trading for $975.00. What is the discount margin? 

	A)
	150 basis points.

	B)
	250 basis points.

	C)
	25 basis points.

	D)
	203 basis points.




Question: 97 - 29384 

Given the following yield curve, find the 2-period forward rate, 1 period from today. Z1 = 6.36 percent; Z2 = 7.23 percent; Z3 = 8.04 percent. 
	A)
	8.89%.

	B)
	8.11%.

	C)
	7.98%.

	D)
	9.04%.




Question: 98 - 29386 

What is the holding period yield of a T-bill that has a bank discount yield of 4.5 percent and a money market yield of 4.615 percent if the T-bill matures in 200 days? 

	A)
	2.500%.

	B)
	2.250%.

	C)
	2.564%.

	D)
	4.615%.




Question: 99 - 29387 

What is the effective annual yield of a T-bill that has a money market yield of 5.665 percent and 255 days to maturity? 

	A)
	4.01%.

	B)
	5.92%.

	C)
	5.665%.

	D)
	5.71%. 




Question: 100 - 28607 

Which of the following statements about futures contracts is FALSE? 

	A)
	The futures clearinghouse allows traders to reverse their positions without having to contract the other side of the initial trade.

	B)
	Offsetting trades rather than exchanges for physicals are used to close most futures contracts.

	C)
	To safeguard the clearinghouse, the exchange requires traders to post margin and settle their accounts on a weekly basis.

	D)
	The major difference between forwards and futures is that futures contracts have standardized contract terms.




Question: 101 - 28608 

Which of the following statements is FALSE? 

	A)
	A plain vanilla interest rate swap involves trading fixed interest rate payments for floating rate payments.

	B)
	In a currency swap, the net notational principal is exchanged at the beginning and termination of the swap. Full interest rate payments are exchanged on each settlement date.

	C)
	In an interest rate swap the net interest rate payments are paid on each settlement date by the party owing it.

	D)
	A plain vanilla currency swap involves trading floating rate interest payments on dollars for fixed rate interest payments on foreign currency.




Question: 102 - 28609 

A call option sells for $4 on a $25 stock with a strike price of $30. Which one of the following statements is FALSE? 

	A)
	At termination, the writer of the call will only experience a net loss if the price of the stock exceeds $34.

	B)
	The call holder will only exercise the call if the stock's price equals or exceeds $25 at expiration.

	C)
	The buyer's maximum loss is $4 and maximum gain is infinite.

	D)
	The writer's maximum gain is $9 and maximum loss is infinite.




Question: 103 - 28610 

Which of the following statements about put and call options at expiration is FALSE? 

	A)
	A call buyer's maximum loss is the call option's premium.

	B)
	The potential loss to the writer of the call option is unlimited.

	C)
	The maximum gain to the buyer of a put is unlimited.

	D)
	The greatest profit the writer of a put can make is the premium.




Question: 104 - 28611 

Which of the following statements about swaps is FALSE? 

	A)
	The main motivation for a swap is cost reduction and privacy.

	B)
	The notational principal is swapped at the beginning and end of a currency swap.

	C)
	The notational principal is swapped at the beginning of an interest rate swap.

	D)
	A plain vanilla interest rate swap is the exchange of fixed for variable rate interest.




Question: 105 - 29385 

Which of the following statements regarding futures and forward contracts is FALSE? 

	A)
	Futures contracts are highly standardized.

	B)
	Forwards have default risk.

	C)
	Forwards require no cash transactions until the delivery date while futures require a margin deposit when the position is opened.

	D)
	Both forward contracts and futures contracts trade on an organized exchange.




Question: 106 - 29388 

Which of the following statements regarding option buyers and option writers is FALSE? 

	A)
	The writer of a put option promises to sell an asset at a specific price for a specific period of time.

	B)
	The buyer of a call option has the right to buy an asset at a specific price for a specific period of time.

	C)
	The buyer of a put or call option has limited loss potential (the option premium).

	D)
	Options are a zero-sum gain. What the writer makes, the purchaser loses and vice versa.




Question: 107 - 10797 

The gross rental income for an apartment building allowing for vacancies is $500,000. Estimated expenses total $200,000. If the capitalization rate is 10 percent what would be the value of this building using the direct capitalization approach? 

	A)
	$3,000,000.

	B)
	$3,500,000.

	C)
	$0.

	D)
	$2,500,000.




Question: 108 - 28583 

Which of the following statements about investment companies is FALSE? 

	A)
	The 12b-1 plan allows funds to deduct up to 1.25 percent of average assets per year to cover marketing expenses.

	B)
	The fund's net asset value is the prevailing market value of all the fund's assets divided by the number of fund shares outstanding.

	C)
	Closed end investment companies trade at the net asset value of the shares.

	D)
	The typical management fees charged to compensate the Management Company for the expense of running the fund are between 1/4 and 1 percent of the fund's net asset value.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28584 

Which on the following statements are TRUE? 

	A)
	Property and causality companies are taxed and regulated at the federal level.

	B)
	Banks are taxed and regulated at the state and federal levels.

	C)
	Pension funds are generally tax exempt and regulated at the state level through ERISA.

	D)
	Endowment funds are generally tax exempt and regulated at the federal level through ENDSA.




Question: 110 - 28585 

An investor has the following asset allocation:
· 60 percent of their money is in T-bills that earn 5 percent 

· 40 percent of their money is in stocks that are expected to earn 10 percent and have an expected standard deviation of 12 percent 

What is the expected return of their portfolio and its expected standard deviation, respectively?
	A)
	7%, 6%.

	B)
	4%, 3%.

	C)
	6%, 7%.

	D)
	7%, 5%.




Question: 111 - 28586 

The standard deviation of the rates of return is 0.25 for Stock J and 0.30 for Stock K. The covariance between the returns of J and K is 0.025. The correlation of the rates of return between J and K is: 

	A)
	0.10.

	B)
	0.20.

	C)
	0.35.

	D)
	0.33.




Question: 112 - 28587 

Which of the following statements about portfolio diversification is TRUE? 

	A)
	Because diversification reduces the portfolio's total risk, it necessarily reduces the portfolio's return.

	B)
	Ninety-five percent of the risk reducing benefits of diversification occurs when approximately 20 individual securities have been added to the portfolio.

	C)
	Proper diversification can reduce or eliminate a portfolio's nonsystematic risk.

	D)
	Proper diversification can reduce or eliminate a portfolio's systematic risk.




Question: 113 - 28588 

Stock A has a standard deviation of 10 percent. Stock B has a standard deviation of 15 percent. The covariance between A and B is 0.0105. The correlation between A and B is: 

	A)
	0.70.

	B)
	0.25.

	C)
	0.40.

	D)
	0.55.




Question: 114 - 28589 

Which of the following statements about asset allocation is FALSE? 

	A)
	Asset allocation helps to reduce volatility of a portfolio's returns.

	B)
	Eighty-five to 95 percent of a portfolio's total return comes from the asset allocation decision.

	C)
	Since equity securities are risky, a portfolio needs a sizable allocation of government securities in it to preserve capital value over long periods of time.

	D)
	The division of a fund's assets between different investment classes is called asset allocation.




Question: 115 - 28590 

Given:
	Scenario
	Probability
	Stock A's return
	Stock B's return

	1
	.5
	.30
	.150

	2
	.5
	.15
	.075


What is the covariance between the rate of return of Stock A and Stock B?
	A)
	0.0076.

	B)
	0.0876.

	C)
	0.0014.

	D)
	0.0028.




Question: 116 - 28591 

Which objectives and constraints must be considered when developing an investment policy statement? 

	A)
	All of these choices are correct.

	B)
	The investor's risk and return preferences.

	C)
	The investor's time horizon and liquidity needs.

	D)
	The investor's tax considerations and legal and regulatory requirements.




Question: 117 - 28592 

Barriers to international diversification come from all of the following EXCEPT: 

	A)
	highly developed capital markets.

	B)
	currency controls.

	C)
	exchange rate risk.

	D)
	lack of information.




Question: 118 - 28593 

Which of the following statements about the arbitrage pricing theory (APT) is FALSE? 

	A)
	The APT is a multi-factored risk model while the CAPM is a single factor risk model.

	B)
	The APT assumes competitive capital markets and the existence of zero investment arbitrage.

	C)
	Zero investment arbitrage means that when an investor shorts an overpriced security, the investor is given access to the short sale funds to buy underpriced securities.

	D)
	The APT has more restrictive assumptions than the capital asset pricing model (CAPM).




Question: 119 - 29371 

According to a study on bond returns during the period 1987-1996, the U.S. dollar generally weakened relative to the other countries in the study (specifically, Canada, France, Germany, Japan and the U.K.). Which of the following statements regarding the impact of exchange rates on security returns is TRUE? 

	A)
	When the home currency is weakening, the investor should invest less in foreign bonds.

	B)
	When the home currency is weakening, the investor should invest more in foreign bonds.

	C)
	Exchange rates have little impact on returns.

	D)
	Because the investor is earning dollars and spending dollars, he should invest solely in U.S. securities.




Question: 120 - 29372 

There are benefits to diversification as long as: 

	A)
	the correlation coefficient between the assets is less than 1.

	B)
	there is perfect positive correlation between the assets.

	C)
	there must be perfect negative correlation between the assets.

	D)
	there correlation coefficient between the assets is 1.
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Answers

1) A
Standard III applies. Standard III(A1) states, "Members shall inform their employer in writing, through their direct supervisor, that they are obligated to comply with the Code and Standards and are subject to disciplinary sanctions for violations thereof." 

AIMR considers the responsibility required by III(A) to be an integral part of professional practice. "In writing" includes any form of communication that can be documented, even e-mail. "Employer" means immediate (direct) supervisor. Members should not assume that someone else will take care of it. New employees need to be alerted to the expectation that their conduct will meet high ethical standards. 



2) C

The fair dealing standard does not require clients to "check in" with management at least once per week to facilitate simultaneous dissemination of information regarding recommendations. Simultaneous dissemination is important though.


3) C
The power to approve or veto changes that affect shareholder wealth is not a requirement of "beneficial ownership." 



4) A
Sue should not discuss anything regarding her client and her client's intentions with the local chapter of United Way in order to comply with Standard IV(B5), Preservation of Confidentiality. It does not matter that her client intends to give money to charities in the near future. 



5) C
There are at least three misrepresentations. First, that Jamie is a portfolio manager, when he's really a trainee. Second, that the firm can provide all of the services they will ever need. Third, that he can guarantee a 75% return. 



6) A
This deductive reasoning is legal (does not constitute trading with inside information) and is called the mosaic theory. 



7) A
Peter may not trade on this information because it involves information about a tender offer. 



8) D
As long as the insider is not breaching his fiduciary responsibility, the information may be traded on. 



9) D
Election of internal auditors is not a major proxy issue. 



10) C
Consulting on your own time and obtaining written permission from your employer and the party you will be consulting for does not constitute a violation of Standard III(B). 



11) B
Sally is not in compliance with Standard III(B), Duty to Employer, because she failed to get written permission from her employer. She would also need written permission from the firm hiring her for the consulting work. 



12) D
Standard IV(A) does not require the member to quickly inform injured parties after a material misrepresentation has been made. 


13) A
She is violating all of the above except Standard IV(B1), Fiduciary Duties. Biloxi is not a client and Bailey owes no fiduciary duty. Her objectivity is compromised by her relationship with the founder. She has not disclosed this to her employer, and she does not have a reasonable basis for representations about the firm. 



14) B
He is violating fiduciary duties by benefitting, potentially at the expense of his clients, from the brokerage benefits to his personal accounts. Members must act for the benefit of their clients and place their clients’ interests before their own. 



15) A
The procedures for compliance with Standard IV(B2) include determining all of the aspects of a client’s investment objectives and constraints mentioned above, but do not include gathering information about the client’s social habits and interests. 



16) C
The mortgage payment per se is of interest to the portfolio manager only insofar as it affects the bigger picture issues such as liquidity needs, cash flow, etc. 



17) A
If an analyst figures out information on her own, she may trade on that information (called the mosaic theory). 


18) C
Research reports need not be tailored for the individual client. 


19) A
Skewed left mean < median. 



20) B
Expected value = (probability)(observation) 

Expected return = (.3)(.2) + (.7)(.1) = (.06) + (.07) = .13 



21) A
CV = (standard deviation / mean)100 



22) B
The probability of receiving a return greater than 8.00% is calculated as follows (where prob = probability): 

(prob of 8.0% - 10.0%) +  (prob of 10.0% - 12.0%) +   (prob of 12.0% - 14.0%)  (prob of over 14.0%) 
0.340 + 0.340 + 0.135 + 0.025 = 0.840. 
Note: 0.16 is the probability of receiving a return less than 8.00%. 



23) D
A normal curve is continuous. A binomial is discrete. The Poisson is the limiting form of the binomial where n is large and p is small. 



24) C
i = 12/12 = 1; n = 5 *12 = 60; PV = 15,000. Compute PMT = 333.67 



25) C
Suggested Strategy: Since you will have approximately 1.5 minutes for each question and this question appears very calculation intensive, it is likely that there is a “trick.” Here, start with the apartment building because the labor-intensive part of the calculation has been completed.  Remember that the standard deviation is the square root of the variance and that both the formula for the population variance and the formula for the sample variance have the same numerator (the sum of the squared result of the observation less the mean). The denominator of the population variance is the entire data set n, (5 here). The denominator of the sample variance is n-1, (or 4 here).
Thus, the population variance = (the sum of the square result of the observation less the mean) / number of observations.  Here, 15.76 = x / 5, x = 78.80.
So, the sample variance = 78.80 / 4 = 19.70, and the sample standard deviation = 19.701/2 = 4.44%.
The other statements are false. FYI, the calculations for the REIT are as follows:
· Mean = (15 + 8 + 13 + 9 + 13) / 5 = 11.6 

· (The sum of the observation less the mean)2 = [(15-11.6)2 + (8 – 11.6)2 + (13 – 11.6)2 + (9 – 11.6)2 + (13 – 11.6)2]  = 35.2 

· The population standard deviation = [(35.2 / 5.0)]1/2 = [7.04]1/2 = 2.65% 

· The sample standard deviation = [(35.2 / 4.0)]1/2 = [8.80]1/2 = 2.97% 



26) D
N=30; I/Y=6; PV=600,000; CPT PMT = 43,589.35. 



27) B
N=1; I/Y=12; PMT=0; FV =-2,000; CPT PV = -1,785.71.

N=2; I/Y=12; PMT=0; FV =-3,000; CPT PV = -2,391.58.

N=3; I/Y=12; PMT=0; FV =6,000; CPT PV = 4,270.68.

N=4; I/Y=12; PMT=0; FV =25,000; CPT PV = 15,887.95.

N=5; I/Y=12; PMT=0; FV =30,000; CPT PV = 17,022.81.

Sum the cash flows: $33,004.15. 


28) A
N=4; I/Y=12; PMT=0; PV =-2,000; CPT FV = -3,147.04.

N=3; I/Y=12; PMT=0; PV =-3,000; CPT FV = -4,214.78.

N=2; I/Y=12; PMT=0; PV =6,000; CPT FV = 7,526.40.

N=1; I/Y=12; PMT=0; PV =25,000; CPT FV = 28,000.00.

N=0; I/Y=12; PMT=0; PV =30,000; CPT FV = 30,000.00.

Sum the cash flows: $58,164.58. 


29) A
0.00109/(0.0205)(0.1004) = 0.5296. 



30) D

Note: The coefficient of determination (R2) is the square of the correlation coefficient.


31) B
Since you would generally be less confident about a specific forecast than all the forecasts, the prediction interval is wider than the confidence interval. 



32) D
The way the alternative hypothesis is written you are only looking at the right side of the distribution. You are only interested in showing that B is greater than 0. You don't care if it is less than zero. This is a one tailed test. 



33) C

Correlation analysis is a statistical technique used to measure the strength of the relationship between two variables. The measure of this relationship is called the coefficient of correlation. 
If the regression line is flat and the observations are dispersed uniformly about the line, there is no linear relationship between the two variables and the correlation coefficient will be zero.
All other choices are TRUE. 


34) B
Regression and correlation analysis does not prove a causal relationship. Rather it assumes it. 



35) D
Y = a + bX = 2 + (3)(10) = 32. 



36) A
10% +/-14(1.96) = -17.44% to 37.44%. 



37) B

Keynesian economists believe that a market economy, if left alone, is unstable and likely to experience prolonged recessions. As a result, governments should run budget deficits during a recession in order to stimulate demand and direct the economy back to full employment. 
Counter-Cyclical Policy
According to the Keynesian view, fluctuations in aggregate demand are the major source of economic disturbances. If demand can be stabilized and maintained at a level consistent with the economy's full employment capacity, the major source of economic instability will be eliminated.
If you combine the Keynesian aggregate expenditure model with an active expenditure on the part of the government, you can see that active fiscal policy can be used to help regulate economic instability. 
General Keynes 
Keynes' overall message can be summarized as follows: Businesses will produce only the quantity of goods and services they believe consumers, investors, governments, and foreigners will plan to buy. If these planned aggregate expenditures are less than the economy's full employment output, output will fall short of its potential. When aggregate expenditures are deficient, there are no automatic forces capable of assuring full employment. Prolonged unemployment will persist.
A key to this message is the expenditure multiplier, which builds on the point that ones individual's expenditure becomes the income of another. This multiplier explains why even small changes in investment, government, or consumption spending can trigger much larger changes in output. The multiplier magnifies the fluctuations in output and employment that emanate from autonomous changes in spending.


38) D

This is the basic definition of the velocity of money.


39) A
The Fed would lower, not raise the reserve requirement in an expansionary phase. The other answers would all serve to increase the growth rate of the money supply. 



40) A



41) C
Because price takers face a horizontal demand curve, they must take price as given and thus maximize profits when P=MR=MC.

The other statements are false. Although firms engaged in pure competition (price takers) maximize profits at the quantity corresponding to the minimum point on the average total cost curve (ATC) (in the long run), this is not necessarily true for price searchers. Price searchers face a downward-sloping demand curve. They produce at the quantity MR=MC and take price from the demand curve. The demand curve may be above the ATC curve. The potential allocative inefficiency of a price searcher engaged in monopolistic competition includes the social cost of not producing where P=MC. This potential allocative inefficiency may be outweighed by the benefits of product diversity. Some price searchers, (monopolists, for example), can earn positive economic profits in the long run. 


42) C
Movements along a demand curve result from changes in the price of the good. The other options, such as a change in disposable income, cause shifts in the entire curve. 



43) C
Choosing an apple over a fourth order of fries is an example of the law of diminishing marginal utility. The law of diminishing marginal utility states that as consumption increases, the benefit from consuming an additional unit decreases. 



44) D
In monopolistic competition, there is a large, not small, number of independent sellers. Monopolistic competition is another name for competitive price searcher markets. 



45) C

It is comparative advantage, not absolute advantage, that determines the pattern of trade. As long as there is some variation in the relative opportunity cost of goods across countries, each country will always have a comparative advantage in the production of some goods.
Comparative advantage is the ability to produce a good at a lower opportunity cost than others can produce it. According to the law of comparative advantage, trading partners are both better off if they specialize in the production of goods for which they are the low-opportunity cost producer and trade for those goods for which they are the high-opportunity cost producer. Relative cost determines comparative advantage. When trading partners specialize in producing products for which they have comparative advantage, costs are minimized, output is greater, and both trading partners benefit. 

Absolute advantage is the ability to produce a good using fewer resources (labor costs are an example of a resource). As long as the relative production costs of the two goods differ between the countries, gains from trade are possible.
The wages of a high-wage country will not decline if the country trades freely with a low-wage country. When each country produces goods for which it has a comparative advantage, both countries will benefit. High-wage countries will have an advantage in high tech manufacturing and low wage countries will have an advantage in labor-intensive goods. When both produce the goods for which they have an advantage, total output and the availability of goods will increase. If wages in a high-wage country were three times the wages in a low-wage country, the labor cost per unit of output in the high-wage country may be higher or lower than the per unit labor cost in the low-wage country. A high hourly wage does not necessarily mean high per unit labor costs. Labor productivity must be considered. The worker’s skill level, the amount of invested capital, and production methods may produce labor costs per unit of output below that found in low-wage countries. 



46) D
The Guilder now buys more dollars. 



47) B
The asking price is what the bank will sell a dollar for. The bid price is what the bank will buy a dollar for. In regular interbank transactions the dollar is always in the denominator (European terms), answer D the dollar depreciated while the DEM appreciated. 



48) D
When the bank bids they are buying and you are selling. Spot exchange rates, forward exchange rates, and interest rates are closely linked. The bid-ask spread between marks and dollars is 6.000/2.0015 = 2.9978 and 6.0025/2.000 = 3.0013. 



49) A
From the given exchange rates, we determine that the Canadian Dollar has appreciated against the Australian Dollar (the CAD now buys more units of AUD). An unanticipated shift to a more expansionary fiscal policy will, in the short run, lead to appreciation. The increased aggregate demand results in higher economic growth and higher inflation. These two factors normally result in currency depreciation. However, the third impact of the policy, increased budget deficits and government borrowing, increases real interest rates, resulting in currency appreciation. This last effect dominates in the short run.
 The other statements are false. An unanticipated shift to expansionary monetary policy would lead to currency depreciation.  The expansionary policy leads to higher economic growth, an accelerated inflation rate, and lower real interest rates. All these factors cause a nation’s currency to depreciate. Domestic products are more expensive, foreign investment is discouraged, and exports decline. 


50) D
First, convert to one currency (we will convert £ to €), then assume that consumers will purchase from the cheapest suppliers. The cheapest country appears in bold.
	Good

	France (in €)
	United Kingdom (in €)

	Jeans
	42
	26 * 1.5 = 39

	Wine
	18
	14 * 1.5 = 21

	Cheese
	5
	3 * 1.5 = 4.5

	LCD Screens
	85
	50 * 1.5 = 75


Thus, French consumers will minimize cost by purchasing French wine and British jeans, cheese, and LCD screens.


51) D
An analyst should be aware that management might try to manipulate earnings and other financial information. Management has this ability because they have discretion in reporting some items. If management is recognizing revenue (sales) more quickly than justified (for example, before title transfer):

· Accounts Receivable will be overstated because the firm debits (increases) this account when the sale is booked. (For this example, assume a $1,000 credit sale.) 

· Inventory will be understated because the cost of goods sold is credited to the inventory account at the time of sale. 

	For example, (Debits to the left, credits indented to the right):

	 
	 
	 
	 
	 

	Cost of Goods Sold
	$500
	 
	Inventory
	$500


 

· Retained earnings (through net income) will be overstated by the difference between the sales price and the cost of goods sold (or gross margin). In this example, the amount would be $1,000 - $500, or $500*. 

* Note: This example somewhat unrealistically assumes all gross margin flows through to the bottom line.



52) B
Revenue recognition requires completion of the earnings process and assurance of payment. For as long as Johnson has the right to return the purchased furniture (six months from date of delivery in September 2001 = March 2002), revenue is not recognized even though cash is received. If the buyer has the right of return, the revenue cannot be recognized until the right of return period has expired. 



53) B
The book value of the machine at January 1, 2001, was $3,600,000 (the purchase price of $6,600,000 less straight line depreciation for 30 of the 60 months of useful life based on purchase price less salvage value (($6,600,000 - $600,000) / 60 * 30 = $3,000,000). Revising the salvage value to $300,000 means that $3,300,000 ($3,600,000 - $300,000) remains to be depreciated over the revised remaining useful life of 18 months. Therefore, 12 of the final 18 months of depreciation take place in 2001, and 2001 depreciation is ($3,300,000 / 18 * 12 =) $2,200,000. 


54) C
A treasury stock account is created when a company reacquires its own stock. The full purchase price is debited to Treasury Stock. When treasury stock is sold, the Treasury Stock account is credited for the repurchase amount per share, with an additional credit to Paid-in Capital, Treasury Stock, if the sale price exceeds the reacquisition price. The 2000 repurchase is accounted for with a debit to Treasury Stock for $100,000. When half of the treasury stock is resold, $50,000 is credited to Treasury Stock and $30,000 is credited to Paid-In Capital, Treasury Stock. The balance in the Treasury Stock account is ($100,000 - $50,000 =) $50,000. 



55) D
Under the completed contract method, gross profit is not recognized until the contract is completed. Revenues are recognized to the extent of costs incurred, and the difference between advance billings and costs incurred of ($25 - $15 =) $10 million is maintained in the Net Advance Billings liability account. 



56) C
Receiving cash related to sale of equipment is an investing activity (CFF). Income taxes are considered to be from operating activities, even if they are from a purchase or sale of property. Cash received on a operating contract is cash flow from operations. 



57) D
Investing cash of $2 million was used to purchase the cargo plane. Proceeds from the sale of the plane were a source of $12 million of investing cash. Net CFI is $12 million - $2 million = $10 million. The interest payment is included in cash from operations (CFO) and the dividend payment in cash from financing (CFF). Redemption of the bonds is a use of cash from financing (CFF). 



58) D

The equations above all represent Return on Equity (ROE). The equations are from The DuPont system, which is used to calculate and analyze ROE. The DuPont system is the method of breaking down return ratios into their components - net profit margin and equity turnover.
 The traditional version of the DuPont equation is:  
Return on Equity (ROE) = (Net Profit Margin) * (Asset Turnover) * (Leverage Multiplier)
Learn this equation and remember it! The leverage term (Assets/Equity) is called the firm’s equity multiplier (a.k.a. financial leverage multiplier). It tells you the purchasing power of one new dollar of equity.


59) B
E Company’s interest coverage ratio (EBIT / interest expense) is (30 / 20 =) 1.5.

G Company’s interest coverage ratio is (25 / 5 =) 5.0. Higher interest coverage means greater ability to cover required interest and lease payments. Note that 1.5/5.0 = 0.30, which means the interest coverage for E Company is less than 1/3 that of G Company. 


60) D
When there is greater buying and selling activity in a stock, the size of the bid-ask spread is shrinking. The other answers are factors that indicate the general liquidity of a company’s shares is improving. 



61) D
Alabama Corp’s return on common equity ((net income – preferred dividends) / average common equity) for 2000 was ((215 – 25) / 800 =) 23.75 percent, and for 2001 was ((240 – 50) / 860 =) 22.10 percent, so there was a decrease of 1.65 points from 2000 to 2001. 



62) D
Connecticut’s January 1 balance of common shares outstanding is adjusted retroactively for the 1 for 3 reverse stock split, meaning there are (360,000 / 3 =) 120,000 “new” shares treated as if they had been outstanding since January 1. The weighted average of the shares issued in July, (60,000 * 6 / 12 =) 30,000 is added to that figure, for a total of 150,000. 



63) C
Basic earnings per share (EPS) ((net income – preferred dividends) / weighted average shares outstanding) is (($1,200,000 -$112,000) / 870,000 =) $1.25. Diluted EPS, which is calculated by redeeming the convertible preferred and eliminating the subtraction for preferred dividends, is ($1,200,000 / $1,030,000 =) $1.165 = $1.17 (accounting for rounding).

The warrants will be redeemed for common stock at a cost of $800,000 (1,000 * 100 * $8). Under the treasury stock method, exercising the warrants will provide Ebony cash in the amount of $800,000. At the average market price of $6.00, the $800,000 will purchase ($800,000) / $6 =) 133,333 shares. Net shares purchased will be (100,000 – 133,000 =) –33,000. This security is antidilutive because its calculated value is more than the average share price. It is therefore not included in computing Diluted EPS. Note that you could figure that the warrants are antidilutive without making any calculations. Simply observing that the average market price of $6 is less than the exercise price of $8 per share means that the warrants will be antidilutive. 


64) C
Orange’s basic EPS ((net income – preferred dividends) / weighted average common shares outstanding) is ((($7,600,000 – (10,000 * $1,000 * 0.08)) / 2,000,000 =) $3.40. Diluted EPS is calculated under the assumption that the convertible preferred shares are converted into common shares at the beginning of the year. The preferred dividends paid are added back to the numerator of the Diluted EPS equation, and the additional common shares are added to the denominator of the equation. Orange’s Diluted EPS is ($7,600,000 / (2,000,000 + 200,000) =) $3.45. Because computed Diluted EPS is higher than basic EPS, the preferred stock is antidilutive and only basic EPS is reported. 



65) A

During periods of rising prices, the last units purchased are more expensive than the existing units. Under LIFO, the cost of the last units purchased is assigned to cost of goods sold. This higher cost of goods sold results in lower income, as compared to the FIFO method.
As the name suggests, the weighted average method is based on mathematical averages rather than timing of purchase/use. Thus, cost of goods sold using this method falls between that of LIFO and FIFO.


66) C

	Sales
	

	- Big COGS
	

	= Little EBT
	

	- Small taxes
	Since taxes paid out are a cash outflow.

	= Small profits
	If taxes are smaller, then cash flow will be bigger.




67) B
Capitalization smoothes the reported income by spreading costs over the years, this will also make earnings ratios like ROA less volatile. The capitalizing company runs cost through CFI instead of CFO. So A's CFO will be higher and CFI lower. 



68) C

This statement should read, "Accelerated depreciation methods tend to decrease both net income and stockholders' equity when compared with the straight-line method." 

Depreciation: The underlying principle of depreciation is that cash flows generated by an asset over its life cannot be considered income until provision is made for the asset's replacement. This means that the definition of income requires a subtraction for asset replacement. The accounting problem is how to allocate the cost of the asset over time. Depreciation is the systematic allocation of the asset's cost over time.
Straight-Line Depreciation applies a constant amount of depreciation for each period over the life of the asset.
Accelerated Depreciation: There are two depreciation methods, sum-of-year's digits (SYD) and double-declining balance (DDB), which recognize greater depreciation expense in the early part of an asset's life and less expense in the latter portion of its life. Accelerated depreciation methods are usually used on tax returns (when allowed), because greater depreciation expense in the early portion of the asset's life results in less taxable income and a smaller tax payment.
Assuming the firm continues to invest in new assets, the following relationships hold: 

	
	Straight Line
	Accelerated (DDB & SDY)

	Depreciation Expense
	Lower
	Higher

	Net Income
	Higher
	Lower

	Assets
	Higher
	Lower

	Equity
	Higher
	Lower

	Return on Assets
	Higher
	Lower

	Return on Equity
	Higher 
	Lower

	Turnover Ratios
	Lower
	Higher

	Cash Flow
	Same
	Same


  

Note: The relationships indicated in the above table are reversed in the latter years of the asset's life if the firm's capital expenditures decline.


69) C
Ending Inventory under FIFO includes more recently purchased higher cost goods than under LIFO. The LIFO inventory consists of older, cheaper goods. Both before and after tax earnings under FIFO will be higher because less expensive goods are used for the cost of goods sold (COGS). Working capital, which is equal to current assets – current liabilities will also be higher under FIFO due the higher inventory balance causing a higher level of current assets. 



70) D
The gross profit margin under LIFO ((sales – cost of goods sold) / sales) is (($7,000,000 - $5,000,000) / $7,000,000 =) 28.6 percent. Under FIFO, cost of goods sold is reduced by the increase in the LIFO reserve, and the resulting FIFO gross profit margin is (($7,000,000 – ($5,000,000 – ($850,000 - $600,000)) / $7,000,000). Note that the tax rate only affects income totals after income tax expense is shown and does not affect the gross profit margin. 



71) A
With interest being capitalized, the interest coverage ratio (earnings before interest and taxes (EBIT) / Interest Expense) is (($9.0 + $3.0) / $3.0) = 4.0 times, given that Net Income + Interest Expense + Income Tax Expense = EBIT. If interest of $1.5 million is expensed, interest expense will increase to $4.5 million, and EBIT will still be ($7.5 + $4.5 =) $12.0 million. The interest coverage ratio after expensing of interest will be (12.0 / 4.5 =) 2.7 times. 



72) B
In an inflationary environment, straight-line depreciation based on historical cost is inadequate to provide for the asset’s replacement. The use of accelerated depreciation methods makes accounting depreciation closer to true economic depreciation for the early periods of an assets useful life. 


73) B
The write-down of a permanently impaired asset is considered a loss from continuing operations, and reduces operating profit (EBIT). After the write-down, the operating profit margin (operating profit / sales) will be reduced from ($6,000,000 / $27,000,000 =) 22.2 percent to ((($6,000,000 – ($5,000,000 - $3,500,000)) / $27,000,000 =) 16.7 percent. Salvage value is not relevant, except that the eventual sale price of the asset is factored into the computation of future cash flows. 



74) C
To be true, this should read profit is recognized as interest revenue over the life of the lease. The sales type lease allows the lessor to recognize profits at the lease inception. 



75) B
Capital Leases impact on the income statement: 

1. Calculate the depreciation charge: (3600000 - 600000) / 10 = 300,000 

2. Calculate the interest expense: 3,600,000(.10) = 360,000 

Sum of the two: 300,000 + 360,000 = 660,000 



76) A
Permanent tax differences are not deferred, but are considered increases or decreases in the effective tax rate. Dalrymple’s effective tax rate is ((($2,000,000 * 0.40) + ($1,000,000 * 0.20) + ($1,000,000 * 0.00)) / $4,000,000 =) 0.25. 



77) C
Income tax expense related to the installment sale is (($10,000,000 - $6,000,000) * 0.30 =) $1,200,000. Income taxes payable are (0.25 * $1,200,000 =) $300,000. The difference between income tax expense and income taxes payable, ($1,200,000 - $300,000 =) $900,000, increases the deferred tax liability account. The warranty results in tax expense reduction of ($600,000 * 0.30 =) $180,000. Taxes payable are not reduced because no warranty expense has been incurred. The tax-deferred asset account is increased by $180,000. The deferred tax asset and liability accounts exist at the same time and are not netted. 



78) B
Newberg, upon issuance of the bonds, recorded bonds payable of (N = (2*7) = 14, PMT = $175,000, I/Y = (6/2) = 3, FV = $5,000,000) $5,282,402. Interest paid June 30, 2001, was ($5,282,402 * (0.06 / 2) =) $158,472. The coupon payment was $175,000, reducing bonds payable to ($5,282,402 – ($175,000 - $158,472) =) $5,265,874. Interest paid December 31, 2001, was ($5,265,874 * (0.06 / 2) =) $157,976. Total interest paid in 2001 was ($158,472 + $157,976 =) $316,448. 



79) B
Convertible Preferred Stock is treated as equity in the total debt ratio. The total debt ratio (total debt / total assets) will decrease from (($14 + $22) / $79 =) 45.6 percent to (($14 + $22) / ($79 + 10) =) 40.4 percent. 



80) C
Baxter’s operating profit margin (earnings before interest and taxes (EBIT) / net sales) with the lease classified as an operating lease, is ($800,000) / $4,000,000 =) 20.0 percent. The factory equipment lease is for (7 years / 10 years =) 70 percent of the asset’s economic life. The minimum interest rate is seven percent based on the lease’s implicit interest rate of seven percent and Baxter Company’s incremental borrowing rate of eight percent, so the present value of the lease payments at a seven percent interest rate is (PV annuity N = 7, I/Y = 7, PMT = $300,000) $1,616,787. This is ($1,616,787 / $1,750,000 =) 92.4 percent of the asset’s fair market value at lease signing, so, because this is more than 90 percent of $1,750,000, the lease is a capital lease. The $300,000 payment made December 31, 2001, is allocated ($1,616,787 * 0.07 =) $113,175 to interest and ($300,000 - $113,175 =) $186,825 to principal. Depreciation expense is computed over seven years on a straight-line basis ($1,616,787 / 7 =) $230,970. Adjusting the income statement to remove operating lease expense and include depreciation expense results in operating income of ($800,000 + $300,000 - $230,970 =) $869,030. The operating profit margin is ($869,030 / $4,000,000 =) 21.7 percent. Note that interest expense of $113,175 will reduce net income but is below the “operating profit” line. 



81) B

You must consider changes in working capital at the beginning and ending of the project.


82) D

If projects are mutually exclusive, only one project will be accepted and the other will be rejected. For mutually exclusive projects, sometimes the IRR and NPV methods give different accept or reject decisions. The NPV method is better then since the NPV method is the one that selects the project that maximizes shareholders’ wealth.
Example:
The following is an attempt to explain this in more detail.  Say that we have two mutually exclusive projects, A (with IRR 14.5%) and B (with IRR 11.8%). Plotting the NPV's on a graph with the cost of capital on the x-axis and the NPV on the y-axis shows that the lines intersect at a "crossover rate" at which the NPV's of both projects are equal. At discount rates less than this crossover rate, NPVB > NPVA. At discount rates more than this crossover rate, NPVA > NPVB.   
To find this crossover rate, calculate the differences between the cash flows of the two projects and then find the IRR of the cash flows. Assume the cash flow differences are as follows:CF0=0, DCF1 = 1,000 – 200 = 800, DCF2 = 800 – 600 = 200, DCF3 = 600 - 800 = – 200 and DCF4 = 200 – 1,000 = – 1000. The IRR(A-B) = 7.2%. 
As long as the cost of capital is greater than the crossover rate of 7.2% both methods give the same decision, so accept A. (NPVA>NPVB>0 and IRRA>IRRB>10.0%>7.2%). However, if the cost of capital is less than the crossover rate the NPV method ranks Project B higher while the IRR method ranks Project A higher. Thus, a conflict exists. Only the NPV method selects the project that maximizes shareholders’ wealth.
 



83) A
This statement should read, "The bird in hand theory implies that investors prefer current dividends to capital gains.” 
More detail on the Bird in Hand Theory: Myron Gordon and John Lintner argue that ks decreases as the dividend payout increases. Why? Because investors are less certain of receiving future capital gains from the reinvested retained earnings than they are of receiving current certain dividend payments. Gordon/Lintner argue that investors value a dollar of expected dividends more highly than a dollar of expected capital gains because the dividend yield component (D1/Po) is less risky than the growth component (g) in the total expected return equation: ks =D1/Po + g. The Gordon/Lintner argument is called the bird-in-hand-theory. 

The tax preference theory: There are three tax related reasons why investors might prefer the shares of firms offering a low payout: 

· Capital gains are taxed at a lower rate than dividend income. 

· Capital gains taxes are not paid until they are realized. Thus, retentions are allowed to accumulate in a tax-free environment. 

· If stock is held until the owner’s death, the stock’s basis is increased and no capital gains taxes are due. 

Residual Dividend Model: For a given firm, the optimal payout ratio is a function of the following four factors: investors’ preferences for dividends versus capital gains, the firm’s investment opportunity schedule (IOS), the firm’s target capital structure, and the availability and cost of external capital to the firm. 

The last three items constitute the residual dividend model. Here the firm follows four steps to determine its target payout ratio: determine the firm’s optimal capital budget, determine the amount of equity needed to finance that capital budget given the firm’s target capital structure, use retained earnings to meet equity requirements to the greatest extent possible, and pay dividends only if more earnings are available than are needed to support the optimal capital budget. Residual means “leftover,” and the residual policy implies that dividends are paid out of leftover earnings.
If a firm follows the residual dividend policy, its dividend payments may be unstable. If the firm's investment opportunities improve, the dividend payout will tend to fall. Since investment opportunities and earnings may vary from year to year, strict adherence to a residual dividend policy would result in fluctuating dividends.



84) D

When constructing indexes, a small percentage of the total population will provide valid indications of the behavior of the total population if the sample is properly selected. At some point the costs of taking a larger sample will almost certainly outweigh any benefits of increased size.  Unless a sample is representative of the total population, its size is meaningless. A large biased sample is not better than a small biased sample.


85) D

The other choices represent the three steps in estimating a firm's profit margin, which is one step in estimating a firm's earnings per share (EPS). Determining the firm's sales estimate is also a step in estimating EPS, but is a separate calculation.


86) C
Since contrarians feel that the majority of investors are always wrong, they wait to see what the investing public is doing and do the opposite. This approach comes from the greed/panic view of the investment process. As the market advances, the investing public is afraid they will be left behind. Their greed tells them to buy. Later, as the market plunges, investors panic. Fearing that they won't be able to get out, they sell. In the end, investors tend to do the wrong thing at the right time. Thus, a wise contrary-opinion technician does the opposite of what the general public does. 

Contrary-opinion technicians use the following technical indicators to make investment decisions:
 - CBOE put/call ratio: A decreasing put call ratio (PCR) would indicate that investors are becoming bullish, so contrary-opinion technicians would become bearish. If the PCR is = to or > .50 the market is bearish, so contrarians are bullish and buy. If the PCR is = to or < .35 the market is bullish, so contrarians are bearish and sell.  

 - Futures traders bullish on stock index futures: When a smaller percentage of  speculators are bearish, contrarians will become bearish. In other words, when 75 percent or more of speculators are bullish, contrarians become bearish and sell. When 25 percent or less of speculators are bullish, contrarians become bullish and buy. 

 - Mutual fund cash positions: You should also note that when the mutual fund cash ratio is high, a technician would read it as a bearish indicator. Why? Because the lack of cash holdings indicate lack of potential future buying power in the market, which would be bearish. 

The mutual fund cash position is a function of investor expectations and the institution’s view of market expectations. Contrary-opinion technicians feel mutual fund cash positions are a good indicator of institutional investors and that they are usually wrong at picking the peaks and troughs of the market cycle. If the MFR is greater than 13 percent, it implies funds are holding cash and are, therefore, bearish on the market. On the other hand, contrary-opinion technicians are bullish and are therefore, buying securities. If the MRF is less than 5 percent, it implies funds are investing cash and are, therefore, bullish on the market. On the other hand, contrary-opinion technicians are selling, which implies they are bearish. 

- OTC vs NYSE Volume: OTC issues are more speculative than NYSE issues. If the volume ratio (VR) is equal to or greater than 112 percent, speculation in the bull market is high. Therefore, contrarians are bearish and selling, since they feel that the market has peaked. If the VR is equal to or less than 87 percent, investors are bearish. Therefore, contrarians are bullish (buying). You should note that the volume ratio limits (112 percent and 87 percent) vary significantly over time. Currently, the direction of the volume ratio is used as a guide for the degree of speculation trading. 

- Investor credit balances in brokerage accounts. The contrarian view is: Falling balances mean investors are bullish, so contrarians will be bearish and sell. Rising balances mean investors are bearish, so contrarians will be bullish and buy. Note that a technical view of a build up in credit balances would be that there is an increase in potential future buying power in the market, which would be bullish. 

- Investment advisory opinions: If the IAR is equal to or greater than 60 percent, it implies the market is bearish. Therefore, contrarians are bullish and buy. If the IAR is less than or equal to 20 percent, it implies the market is bullish. Therefore, contrarians are bearish and sell. 



87) D
The bondholder always receives coupon payments made by the issuer and not the opposite since would correspond to a negative interest rate. 



88) A
According to the liquidity premium hypothesis, the yield curve should slope upward. It holds that long-term securities should provide higher returns than short-term obligations because investors are willing to sacrifice some yields to invest in short-maturity obligations to avoid the higher price volatility of longer-maturity bonds.  

Explanation for other choices:
According to the pure expectations hypothesis, the shape of the yield curve results from the interest rate expectations of market participants. More specifically, it holds that any long-term interest rate simply represents the geometric mean of current and future 1-year interest rates expected to prevail over the maturity of the issue. The expectations theory can explain any shape of yield curve. 
The segmented market hypothesis contends that borrowers and lenders prefer particular segments of the yield curve. Preferred habitat is another name for the segmented market theory.


89) A
Coupon rate = $ coupon/1000 par 

Current yield = $ coupon/price 

YTM = current yield - amortized premium or + discount. 



90) A

 There are three primary rating agencies in the U.S:  

- Moody’s assigns ratings on a system that employs up to four symbols, such, Aaa, Aa etc. with Aaa being the highest or safest rating. 

- Standard & Poors (S&P) employs a system that uses + and – along with letters such as AAA, AA+ etc. 

 - Fitch (formerly known as Dodge and Phelps) uses a system similar to S&P.  

The three rating agencies’ systems are summarized in the table below: 

	S & P
	Fitch
	Moody's 
	Explanation

	High Credit Quality - Investment Grade

	AAA
	AAA
	Aaa
	Prime Grade, Highest Safety 

	AA+
	AA+
	Aa1
	High Credit Quality 

	AA
	AA
	Aa2
	

	AA-
	AA-
	Aa3
	

	A+
	A+
	A1
	Upper-Medium Credit Quality 

	A
	A
	A2
	

	A-
	A-
	A3
	

	BBB+
	BBB+
	Baa1
	 

	BBB
	BBB
	Baa2
	Lower-Medium Credit Quality 

	BBB-
	BBB-
	Baa3
	 

	Lower Credit Quality - Speculative Grade

	BB+
	BB+
	Ba1
	 

	BB
	BB
	Ba2
	Speculative - low quality 

	BB-
	BB-
	Ba3
	 

	B
	B+
	B1
	Highly speculative nature 

	
	B
	B2
	

	
	B-
	B3
	

	CCC+
	CCC+
	Caa
	Very high risk, poor quality 

	CCC
	CCC
	
	

	CC
	CC
	Ca
	May be in default soon 

	C
	C
	C
	Very, very, speculative 

	CI
	
	
	For income bonds, interest not being paid 

	 
	DDD
	
	 

	D
	DD
	
	Securities already in default 

	
	D
	
	 

	
	
	
	


 



91) A
1r1 = [(1 + R2)2 / (1 + R1)1] - 1 = [(1.045)2/(1.04)1] - 1 

[1.092 / 1.04] - 1 = .05 



92) D
ΔP/P = (-)(MD)(Δi) 

ΔP = (-)(P)(MD)(Δi) 

ΔP = (-)(8)(850)(-.005) = +$34 



93) B
Modified duration is a good approximation of price changes for an option-free bond only for relatively small changes in interest rates. As rate changes grow larger, the curvature of the bond price/yield relationship becomes more prevalent, meaning that a linear estimate of price changes will contain errors. The modified duration estimate is a linear estimate, as it assumes that the change is the same for each basis point change in required yield. The error in the estimate is due to the curvature of the actual price path. This is the degree of convexity. If we can generate a measure of this convexity, we can use this to improve our estimate of bond price changes. 



94) B
Current yield = annual coupon payment/price of the bond 

CY = 100/1100 = .0909 



95) D
N=2*2=4; PV = -875.60; PMT = 70/2 = 35; FV = 950; Compute I/Y = 5.94 * 2 = 11.88%. 



96) D
N = 6*2=12; PV = -975.00; PMT = 75/2 = 37.50; FV = 1000; Compute I/Y = 4.016 * 2 = 8.03%. 8.03% - 6% = 2.03% or 203 basis points above LIBOR. 



97) A
(1.0804)3 = (1.0636)1(1+t+1f2)2, (1+t+1f2)2 = 1.1857, ((1+t+1f2)2)1/2 = 1.18571/2, 1+t+1f2  = 1.0889, t+1f2 = 8.89%. 


98) C
4.615/(360/200) = 2.564%. 



99) D
Holding Period Yield = 5.665/(360/255) = 4.0127%

Effective Annual Yield = (1.040127)360/255 = 1.0571 – 1 = 5.71%. 


100) C

Each exchange has a clearinghouse. The clearinghouse guarantees that traders in the futures market will honor their obligations. The clearinghouse does this by splitting each trade once it is made and acting as the opposite side of each position. To safeguard the clearinghouse, the exchange requires traders to post margin and settle their accounts on a daily basis. Before trading, the trader must deposit funds (called margin) with their broker (who, in return, will post margin with the clearinghouse). The purpose of margin is to ensure that traders will perform their contractual obligations. Margin can be posted in cash, bank letters of credit, or in T-Bills.
The clearinghouse acts as the buyer to every seller and the seller to every buyer. By doing this, the clearinghouse allows either side of the trade to reverse positions later without having to contact the other side of the initial trade. This allows traders to enter the market knowing that they will be able to reverse their position any time that they want. Traders are also freed from having to worry about the other side of the trade defaulting, since the other side of their trade is now the clearinghouse. In the history of U.S. futures trading, the clearinghouse has never defaulted.
Explanations for other choices:
A reverse, or offsetting, trade in the futures market is how most futures positions are settled.  Since the other side of your position is held by the clearinghouse, if you make an exact opposite trade (maturity, quantity, and good) to your current position, the clearinghouse will net your positions out, leaving you with a zero balance. 
Listed below is additional information contrasting futures and forwards:
- Forwards are private contracts and do not trade on an organized exchange. Futures contracts trade on organized exchanges. 
- Forwards are unique contracts satisfying the needs of the parties involved. Futures contracts are highly standardized. A futures contract specifies the quantity, quality, delivery date, and delivery mechanism. 
- Forwards have default risk. The seller may not deliver, and the buyer may not accept delivery. With futures contracts, performance is guaranteed by the exchange’s clearinghouse.
- Forwards require no cash transactions until the delivery date. Futures contracts require that traders post margin money to trade. Margin is good faith money that supports the trader’s promise to fulfill their obligation.
- Forward contracts are usually not regulated. The government regulates futures markets.


101) B
Full notational principal is swapped at the beginning and end. 



102) B
The maximum gain is 4 premium and 5 appreciation. The call holder will exercise if S>$30. At $30 the option will be exercised, but the writer will only lose money in a net sense when the stock's price exceeds X + C. 



103) C
The maximum gain to the buyer of a put is limited to the value of the stock less the premium. 



104) C

In interest rate swaps, there is no need to actually exchange the notional amount, since the notional principal swapped is the same for both counterparties and in the same currency units. Net interest is paid by the one who owes it at settlement dates.
Explanations for other responses:
- The reasons given now for using the swap markets are to: reduce transactions costs, avoid costly regulations, and maintain privacy. Historically, there were two basic motivations for swaps: to exploit perceived market inefficiencies and to attempt to obtain cheaper financing. Both of these motivations are based on the concept that the financial markets are inefficient. This fact, unfortunately, is no longer true.  Today, the swap markets are mature and offer few arbitrage opportunities. Swap markets are now viewed as being more operationally efficient and a more flexible means of packaging and transforming cash flows than any other method. Currency swaps often occur because of comparative advantage. For example, parties may want to reduce borrowing costs. One firm may have better access to a country’s domestic capital markets than another firm. The U.S. firm (D) may have access to the U.S. capital markets but not the German markets, while the German firm (M) may have access to the German markets but not the U.S. markets. If each firm borrows locally and then exchanges the funds, they will both gain.
- In a currency swap, interest payments are made without netting. Full interest payments are exchanged at each settlement date. Currency swap counterparties actually exchange notional principal because the motivation of the parties is to receive foreign currency. 



105) D
Forward contracts are custom-tailored contracts and are not exchange traded while futures contracts are standardized and are traded on an organized exchange. 



106) A
The put seller or writer is agreeing to buy, not sell, at a specific price. 



107) A
NOI = 500,000 - 200,000 = 300,000 

MV = NOI / Capitalization rate = 300,000 / .10 = 3,000,000 


108) C
Closed end funds sell for whatever people will pay for them. Closed end funds typically sell at premiums or discounts from their NAV. 



109) B
Pension funds are regulated at the federal level, endowment funds are regulated at the state level. 



110) D

ERtwo stock portfolio = W1ER1 + W2ER2 = (.6)(.05) + (.4)(.1) = .07
σportfolio = [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2
σportfolio = [(.6)2(0)2 + (.4)2(.12)2 + 2(.6)(.4)(0)(.12)(0)]1/2
σportfolio = [.0023]1/2 = .048


111) D
Covariance = (standard deviation J)(standard deviation K)(correlation coefficient) 

.025 = (.25)(.30)(correlation coefficient) 

Correlation coefficient = .025/(.25)(.30) = .33 



112) C
Total risk = systematic risk + unsystematic risk. 

Unique or company risk is unsystematic and can be diversified away.
Explanations for other choices:
- Market or systematic risk cannot be diversified away. 
- Academic studies show as you increase the number of stocks in a portfolio, the portfolio’s risk falls toward the market risk. One study showed it only took about 12 to 18 stocks in your portfolio to reach the point of maximum diversification. Another study indicated it took 30. Whatever the number, it is significantly less than all the securities. 

- Diversification reduces the standard deviation of return. In equilibrium, all assets and all portfolios should plot on the security market line - that is, they should be priced so that their estimated rates of return are consistent with their levels of systematic risk.


113) A

Covariance = σxσyrxy
Covariance = 0.0105 = (0.1)(0.15)rxy
rxy = 0.0105/0.015 = 0.7


114) C
Over long time periods, equities are riskier (more volatile) than governments. Over short time periods, however, governments may be more volatile than equities. Historically, equities have outperformed bonds and government securities over time. On a real basis (return less inflation), governments don’t always provide positive real returns. Even though equities are risky, a portfolio needs a sizable allocation in equities to preserve capital value over long time periods. 
All other choices are TRUE.


115) D

 

CovarianceA,B =σ(prob)(RA - RAave)(RB - RBave)
Mean A = (.5)(.3) + (.5)(.15) = .225
Mean B = (.5)(.15) + (.5)(.075) = .1125
Covariance = (.5)(.3 - .225)(.15 - .1125) + (.5)(.15 - .225)(.075 - .1125) = + 0.0028
Note: This is the covariance, it is in return units squared (.28%2).  It is not the correlation coefficient, which is a pure number between + 1 and - 1.


116) A



117) A
This choice should read, "less developed capital markets." 

Other barriers to international diversification include: lack of liquidity and country specific tax regulations.



118) D
The APT is a multi-factored model (meaning it allows multiple risk factors), and it relies on very few assumptions. The theory behind this model is that arbitrage activities will cause security prices to remain in equilibrium. The CAPM relies on several restrictive assumptions and is a one-factor model, meaning it considers only market risk. 

The APT also assumes investors prefer more wealth to less wealth. The APT does not specify or identify what the risk factors are. If, however, there were only one risk factor (market risk), the APT would equal the CAPM.



119) B
When the home currency is weakening, the investor should invest more in foreign bonds. As the dollar weakens, a U.S. investor will earn a higher return on foreign investments because each foreign currency unit buys more dollars. 



120) A
There are benefits to diversification as long as the correlation coefficient between the assets is less than 1. 
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Ethics - 18 Questions - 27 minutes



Question: 1 - 10627 

Nancy Hall, a candidate in the CFA program, is an analyst for a mutual fund. As part of her job, she makes company visits to interview executives. On a recent trip she stayed with her sister instead of at a hotel. In her expenses Hall included a hotel charge of $100, which was less than the amount allowed by her employer. After receiving a check for her expenses, Hall disclosed to her supervisor that she had stayed with her sister instead of at a hotel employer. She also returned the $100 to her employer. According to the AIMR Standards of Professional Conduct, which of the following statements best describes Hall's professional conduct? 

	A)
	Hall did not engage in professional misconduct, because she had not meet all of the requirements to use the CFA designation.

	B)
	Hall engaged in professional misconduct.

	C)
	Hall did not engage in professional misconduct, because she eventually disclosed this information and returned the $100 to her employer.

	D)
	Hall did not engage in professional misconduct, because the amount that she submitted for the hotel was less than that allowed by her employer.




Question: 2 - 10652 

Jeff Matton, CFA, recently joined a small brokerage firm as an analyst and reports directly to Sue Palka. No other person in the brokerage firm is a member of AIMR. According to the AIMR Standards of Professional Conduct, which of the following statements about procedures for compliance involving employer notification of the Code and Standards is most correct? 

	A)
	All statements are correct.

	B)
	Matton should provide written notice to Palka advising her of his obligation to abide by the Code and Standards.

	C)
	Matton's notice should suggest that her employer adopt the Code and Standards.

	D)
	Matton's notice should suggest that her employer disseminate the Code and Standards throughout the brokerage firm.




Question: 3 - 10667 

The following information concerns two analysts at Mega Securities Company.

· Mega recently hired Ron Anderson, CFA, who was previously an independent investment advisor. Anderson wants to keep his existing clients for himself and obtains written consent from Mega to do so. He has not informed his existing clients about his new position at Mega. 

· Brenda Ford, an AIMR member, has been a full-time analyst for Mega for 12 years. She recently started providing investment services, which compete with Mega, to private clients on her own time. Ford obtained oral consent for this arrangement from her direct supervisor at Mega. Ford also disclosed in writing to each of her clients her employment at Mega. 

According to the AIMR Standards of Professional Conduct, have Anderson and Ford violated their duty to Mega?

	A)
	Anderson violated his duty to employer, but Ford has not.

	B)
	Ford violated her duty to employer, but Anderson has not.

	C)
	Both Anderson and Ford violated their duty to employer.

	D)
	Neither Anderson nor Ford violated their duty to employer.




Question: 4 - 10688 

Dan Lee, CFA, is a portfolio manager with Jewel Investment Advisors. Doris Black, one of Lee's long-time clients, told Lee the he could use her vacation home in Aspen, Colorado, for a week during skiing season if the return on her portfolio exceeded its benchmark by two percentage points during the next year. Black also agreed to reimburse Lee and his wife for their transportation expenses to Aspen. Lee accepted this arrangement. According to the AIMR Standards of Professional Conduct, what is Lee's obligation, if any, to disclose this arrangement to Jewel? 

	A)
	Lee need not disclose either the arrangement to use Black's vacation home or the reimbursement of expenses.

	B)
	Lee must disclose in writing the arrangement to use Black's vacation home but not the reimbursement of expenses.

	C)
	Lee must disclose both the arrangement to use Black's vacation home and the reimbursement of expenses.

	D)
	Lee must disclose the reimbursement of expenses but not the arrangement to use Black's vacation home.




A Manager has pointed out that his firm has experienced significant expansion over the past few years. Until recently, its Legal Department was responsible for the firm's compliance activities. Now, however, the legal and compliance functions have been separated. A compliance officer has been formally designated and a comprehensive compliance program has been put in place.

Question: 5 - 10700 

In order to function effectively, the compliance officer must have the authorities: 

	A)
	to hire and fire personnel.

	B)
	to hire trading personnel and to supervise operations personnel.

	C)
	to affect, control, and guide employee behavior and to respond to employee misconduct.

	D)
	which are consistent with the most senior partner or executive officer in the firm.


Question: 6 - 10700 

Which of the following is NOT a likely benefit of an effective functioning compliance program? 

	A)
	An effective program helps create an ethical culture, which in turn helps the firm by lessening crime and reducing the possibility of negative publicity.

	B)
	An effective program will prevent violations of AIMR Standards relating to fiduciary responsibilities.

	C)
	Only the presence of an effective program will serve to provide an affirmative defense for the firm in the event of ethical misconduct by employees, thereby serving to mitigate any resulting penalties.

	D)
	The presence of an effective program will satisfy the requirement for meeting industry standards, and may raise employee morale.




Question: 7 - 10716 

Don Wilson and Nadine Chavis, both CFA charterholders, are investment advisors at Uptown Securities. Wilson recommends that one of his clients buys Alpha Company based on research conducted by Uptown. Chavis recommends that one of her clients sells Alpha Company based on research conducted by another brokerage firm for general distribution. Both recommendations are consistent with each client's investment objectives and within the context of their entire portfolios. Neither Wilson nor Chavis has reason to suspect that any information contained in the research reports from these two sources is inaccurate. According to the AIMR Standards of Professional Conduct, do Wilson and Chavis have a reasonable basis for making their investment recommendations? 

	A)
	Neither Wilson nor Chavis has a reasonable basis for their recommendations.

	B)
	Both Wilson and Chavis have a reasonable basis for their recommendations.

	C)
	Wilson has a reasonable basis for his recommendation, but Chavis does not.

	D)
	Chavis has a reasonable basis for his recommendation, but Wilson does not.




Question: 8 - 10727 

Tony Calaveccio, CFA, is the manager of the TrustCo Small Cap Venture Fund in Toronto. He places trades for the fund with River City Brokerage. River City presents Calaveccio with a case of wine at Christmas each year. He estimates that the value of the case is about US $90. He does not disclose this fact in the prospectus of the small cap venture fund. This action is: 

	A)
	in violation of the Standard concerning independence and objectivity.

	B)
	in violation of the Standard concerning disclosure of conflicts to clients and prospects.

	C)
	not in violation of the Code and Standards.

	D)
	in violation of the Standard concerning disclosure of additional compensation arrangements.




Question: 9 - 27920 

Marshall Hopkins reports data for the Alliance Equity Fund for one year by taking the best year in the past five. He notes this in a footnote at the bottom of the information sheet. This action is: 

	A)
	in accordance with the Code and Standards since he has indicated the basis in a footnote.

	B)
	a violation of the Standard concerning prohibition against misrepresentation.

	C)
	a violation of the Standard concerning professional misconduct.

	D)
	a violation of the Standard concerning performance presentation.




Question: 10 - 27921 

Joan Platt, CFA, operates an investment advisory service in New York but maintains an office in Xania. Xania recently establish a stock market, which is not very efficient. None of the Xanian stocks trade in the U.S. market. Xania legally permits the use of material inside information. Platt believes that using inside information would help her compete against other Xanian investment advisors and also help some of her Xanian clients reach their investment objectives. Platt is considering adopting local investment practices in Xania. According to the AIMR Standards of Professional Conduct, Platt may: 

	A)
	not use material inside information.

	B)
	use material inside information, but only after notifying AIMR.

	C)
	use material inside information because Xania legally permits this practice.

	D)
	use material inside information because the AIMR Standards apply only to countries where the use of material inside information is illegal.




Question: 11 - 27922 

Which of the following is a Component of the Code of Ethics? 

	A)
	In relationships with clients, members shall use particular care in determining applicable fiduciary duty and shall comply with such duty as to those persons and interests to whom the duty is owed. Members must act for the benefit of their clients and place their clients' interests before their own.

	B)
	Practice and encourage others to practice in a professional and ethical manner that will reflect credit on members and their profession.

	C)
	Members shall deal fairly and objectively with all clients and prospects when disseminating investment recommendations, disseminating material changes in prior investment recommendations, and taking investment action.

	D)
	Members shall preserve the confidentiality of information communicated by clients, prospects, or employers concerning matters within the scope of the client-member, prospect-member, or employer-member relationship unless the member receives information concerning illegal activities on the part of the client, prospect, or employer.




Question: 12 - 29513 

Myron Cornforth, CFA, of Allied Management, is handed a research report on Sandstone Corporation by his supervisor, Melvin Block, and is told by Block, make this report and do whatever you need to so we can get these Sandstone shares out of here!? Cornforth reviews the report, which was authored by Virginia Jones, who is also employed by Allied and is supervised by Block. The report states that the outlook for Sandstone’s future earnings growth is bleak. Cornforth changes the analysis to encourage potential purchasers to buy Sandstone shares by omitting certain facts and by carefully editing the less-than-favorable material. The report is then printed under Cornforth’s name as sole author, without any attribution to Jones.

The Code and Standards were violated by: 
	A)
	Cornforth in editing a research report to make it misleading, and in using material written by Jones without acknowledging that fact and identifying the name of the author, and by Block for failing to exercise reasonable supervision over Cornforth. 

	B)
	Cornforth in editing a research report to make it misleading, and by Block in failing to exercise reasonable supervision over Cornforth.

	C)
	Cornforth in using material written by Jones without acknowledging that fact and identifying the name of the author, and by Block in failing to exercise reasonable supervision over Cornforth. 

	D)
	Block in failing to exercise reasonable supervision over Cornforth.




Question: 13 - 29514 

Bertrand Greene, CFA, is preparing a report on Blanding, Inc.  Earnings data for Blanding was as follows:
	1996
	$1.20

	1997
	$1.35

	1998
	$1.64

	1999
	$1.78

	2000
	$1.93

	2001
	$2.10

	2002 (est.)
	$2.40

	2003 (est.)
	$2.70


Which of the following statements included in Greene’s report violates the Code and Standards:

	A)
	"Blanding's earnings, based on the fact that earnings will grow at 12.5 percent annually, may reach $2.70 in 2003." 

	B)
	"Blanding's earnings have been compounding at 12.5 percent."

	C)
	"Blanding's earnings growth is expected to exceed 12.5 percent annually in future years."

	D)
	"Blanding's upward spiral of earnings has been and continues to be impressive."




Question: 14 - 29515 

Phyllis Larson, CFA, is assigned by her supervisor at Cole Financial to update the firm’s buy recommendation on Georgia Mining Company. Larson discovers that Georgia’s sales numbers have been consistently overstated and she wants to issue a revised report rating the company underperform.? Larson’s supervisor tells her to disclose the finding, but to minimize it and maintain the buy recommendation.

Larson will: 

	A)
	violate the Code and Standards if she does not follow her supervisor's directions.

	B)
	not violate the Code and Standards if she issues the report as requested, as long as she documents her objections in her research file.

	C)
	violate the Code and Standards if she writes the report in a manner that is not consistent with her objective opinion. 

	D)
	not violate the Code and Standards if she issues the report as requested, but documents her objections in writing to her supervisor.




Question: 15 - 29516 

Victor Baltz, CFA, is a portfolio manager for Jetting Securities. Baltz manages 87 portfolios. All of the portfolios are identical in terms of the percentage invested in each position. They vary only in the absolute size of the portfolio and the absolute size of each position.

Baltz has: 

	A)
	not violated the Code and Standards if a reasonable basis exists for investing in each of the positions. 

	B)
	not violated the Code and Standards if he has disclosed to each of his clients that their individual portfolios will be identical to each of his other clients.

	C)
	violated the Code and Standards unless each of the 87 clients have similar financial situations, investment experience, and investment objectives.

	D)
	violated the Code and Standards because each portfolio must be unique and no two investors have the same characteristics. 




Question: 16 - 29517 

William Henry, CFA, is an analyst with Taylor Smith Advisors. Henry is a 20 percent beneficiary of the Henry Family account at another broker, which was given to him and his four brothers and sisters by Henry’s parents. His parents also assigned Henry voting power over another account established for the benefit of East Colorado State University.

Taylor Smith has just issued a buy recommendation for Flanders Automotive. Henry will: 
	A)
	violate the Code and Standards if he trades in Flanders Automotive on behalf of the Henry Family account, the East Colorado account, or in his own account before all clients and Taylor Smith Advisors have had full opportunity to buy the shares.

	B)
	violate the Code and Standards if he trades in Flanders Automotive on behalf of the East Colorado account or in his own account before all his clients and Taylor Smith Advisors have had full opportunity to buy the shares. 

	C)
	violate the Code and Standards if he trades in Flanders Automotive in his own account before all clients and Taylor Smith Advisors have had full opportunity to buy the shares. 

	D)
	not violate the Code and Standards by trading in the Henry Family account, the East Colorado account, or in his own account as long as he waits until the buy recommendation has been sent out. 




Question: 17 - 29518 

Danielle Smith, CFA, is a representative for Fairfax Securities.  She has contacted Willard Mangan, one of her clients, concerning her recommendation that Mangan invest in 20-year bonds that will be issued by Continental Telephone, Inc.  She informs Mangan that:

· Continental Telephone is the strongest company in its industry. 

· Continental Telephone has an extremely strong credit rating. 

· Based on these factors, payment of these obligations is assured just like a government bond with a corporate interest rate. 

Smith has:

	A)
	violated the Code and Standards by implying that eventual payment of the bonds was assured.

	B)
	not violated the Code and Standards if her statements were made verbally and not in writing. 

	C)
	violated the Code and Standards by attempting to persuade Mangan that Continental Telephone was a strong company and by implying that eventual payment of the bonds was assured. 

	D)
	not violated the Code and Standards because her statements cannot be proven to be fraudulent. 




Question: 18 - 29519 

Johnson Asset Managers claims compliance with AIMR’s Performance Presentation Standards (PPS). When Johnson creates its composites, accounts of terminated clients must be: 

	A)
	included through the actual date of termination.

	B)
	excluded retroactively.

	C)
	maintained in a separate composite for terminated accounts.

	D)
	included through the last full reporting period before termination.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 18863 

Use the results from the following survey of 500 firms to answer the question. 
	Number of Employees 
	Frequency 

	300 up to 400 
	40 

	400 up to 500 
	62 

	500 up to 600 
	78 

	600 up to 700 
	101 

	700 up to 800 
	131 

	800 up to 900 
	88 


The width of each class for this frequency table is: 

	A)
	50

	B)
	100

	C)
	101

	D)
	600




Question: 20 - 19359 

What's the maximum an investor should be willing to pay for an annuity that will pay out $10,000 at the beginning of each of the next 10 years, given the investor wants to earn 12.5 percent, compounded annually?
	A)
	$62,285.

	B)
	$55,364.

	C)
	$52,285.

	D)
	$69,620.




Question: 21 - 19903 

SPC, Inc., earned $0.90 a share in 1995 and $1.52 in 2000. SPC’s annual rate of growth in earnings per share over this period was:
	A)
	9.13%.

	B)
	11.05%.

	C)
	10.55%.

	D)
	13.78%.




Question: 22 - 29084 

Natalie Brunswick, neurosurgeon at a large eastern U.S. University, was recently granted permission to take an 18-month sabbatical. During the sabbatical, (scheduled to start in one year), Brunswick will be a horking student for a famous German horse riding instructor based in California. Brunswick has calculated that she will need $2,500 (over the modest stipend) at the beginning of each month for living expenses that month. Her financial planner estimates that she will earn an annual rate of 9 percent over the next year on any money she saves. The annual rate of return during her sabbatical term will likely increase to 10 percent. At the end of each month during the year before the sabbatical, Brunswick should save approximately: 

	A)
	$3,356.

	B)
	$3,505.

	C)
	$3,550.

	D)
	$3,330.




Question: 23 - 29098 

Consider the following information about the stock of Night Train Express, Inc., a sports team.

· The stock is currently trading at $25 per share. 

· There is a 75% probability that the team will win a game, and a 25% probability that the team will not win. 

· If the team wins, the stock price will increase by 20%; if the team loses, the stock price will decrease by 20%. 

The expected value of the stock after two games is closest to:

	A)
	$20.25.

	B)
	$36.00.

	C)
	$25.00.

	D)
	$30.25.




Question: 24 - 29102 

Jay Severs, Financial Risk Manager, is an Assistant Treasurer-Cash Management for a medium-sized investment firm. The firm holds two $50 million bonds with call dates this week. 

· The probability that Bond A will be called is 0.80. 

· The probability that Bond B will be called is 0.30. 

Severs determines that the probability that at least one of the bonds will be called is:

	A)
	0.24.

	B)
	0.80.

	C)
	0.50.

	D)
	0.86.




Question: 25 - 29104 

In the mid 1980s, J.J. Ellerson and the Boys was a famous regional blues band. In the late 1980s, J.J. embarked on a solo career and the rest of the band gradually folded. Now, the band is considering a reunion concert and may even reunite. K. Scotty, a die-hard fan and CFA, feels that the following probabilities are correct: 

· The probability that the reunion concert will occur whether or not the band reunites is 0.60. 

· The probability that the band will get back together is 0.30. 

· The probability that the band will get back together if the reunion concert occurs is 0.65. 

Which of the following statements is TRUE?
	A)
	The chance of the band reuniting is not a dependent event.

	B)
	The given probability for a reunion concert is an a priori probability. 

	C)
	The probability that the band will get back together if the reunion concert does not occur is a marginal probability.

	D)
	The reunion concert is an independent event.




Question: 26 - 29106 

Avery Scott, financial planner recently obtained his CFA Charter and is considering multiple job offers. Scott devised the following four criteria to help him decide which offers to pursue most aggressively.
	Criterion

	% Expected to Meet the Criteria

	1. Within 75 miles of San Francisco
	0.85

	2. Employee size less than 50
	0.50

	3. Compensation package exceeding $100,000
	0.30

	4. Three weeks of vacation
	0.15


If Scott has 20 job offers, how many will pass his criteria? (Round to nearest whole number).
	A)
	1.

	B)
	3.

	C)
	5.

	D)
	0.




Question: 27 - 29107 

Last year, the average salary increase for Poultry Research Assistants was 2.5 percent. Of the 10,000 Poultry Research Assistants, 2,000 received raises in excess of this amount. The odds that a Poultry Research Assistant received a salary increase in excess of 2.5 percent is: 

	A)
	2 to 10.

	B)
	1 to 4.

	C)
	20%.

	D)
	25%.




Question: 28 - 29109 

Konkol Brothers Investments sponsors an annual inter-departmental basketball league. Skip Walmen is in charge of assembling a team to represent the Foreign Exchange Traders, to be called the Rogues. When Walmen checks the sign-up sheet, he finds that 11 employees have volunteered. He needs to select a team of five people. How many different teams are possible? 

	A)
	2.

	B)
	6.

	C)
	55,440.

	D)
	462.




Question: 29 - 29114 

The average amount of snow that falls during the month of January in Frostbite Falls is normally distributed with a mean of 35 inches and a standard deviation of 5 inches. The probability that the snowfall amount in January of next year will be between 40 inches and 26.75 inches is closest to: 
	A)
	79%.

	B)
	68%.

	C)
	95%.

	D)
	91.5%.




Question: 30 - 18624 

Construct a 90 percent confidence interval for the mean starting salaries of the CFA charterholders if a sample of 25 recent CFA charterholders gives a sample mean of 60 and a sample variance of 100. All measurements are in $1,000. 

	A)
	60 + 1.645(100)

	B)
	60 + 1.645(10)

	C)
	60 + 1.645(4)

	D)
	60 + 1.645(2)




Question: 31 - 18642 

If the chosen significance level, a = 0.05, it means there is a 5 percent probability of: 

	A)
	accepting a true null hypothesis.

	B)
	rejecting a true null hypothesis.

	C)
	rejecting a false null hypothesis.

	D)
	accepting a false null hypothesis.




Question: 32 - 21109 

The mean return for the population of all stocks on Nasdaq in 1989 was 5.0 percent. The mean return from a sample of 20 randomly selected Nasdaq stocks from 1989 was 4.0 percent. The difference, 4.0 percent minus 5.0 percent equals -1.0 percent, is defined as the:
	A)
	1% confidence interval.

	B)
	mean sampling difference.

	C)
	sampling error.

	D)
	standard error of the sample mean.




Question: 33 - 29189 

Greg Goldman, research analyst in the fixed-income area of an investment bank, needs to determine the average duration of a sample of twenty 15-year fixed-coupon investment grade bonds. Goldman first categorizes the bonds by risk class and then randomly selects bonds from each class. After combining the bonds selected (bond ratings and other information taken as of March 31st of the current year), he calculates a sample mean duration of 10.5 years.

Assuming that the actual population mean is 9.7 years, which of the following statements about Goldman’s sampling process and sample is FALSE? 
	A)
	Goldman used stratified random sampling.

	B)
	Goldman is using time-series data.

	C)
	The sampling error of the means equals 0.8 years. 

	D)
	The sample mean is a random variable.




Question: 34 - 29193 

The table below is for five samples drawn from five separate populations. The far left columns give information on the population distribution, population variance, and sample size. The right-hand columns give four choices for the appropriate tests: Z = Z-statistic, and t = t-statistic. 揘one?means that a test statistic is not available.
	Sampling From
	Test Statistic Choices

	Distribution
	Variance
	n
	One
	Two
	Three
	Four

	Normal
	5.60
	75
	Z
	Z
	Z
	Z

	Non-normal
	n/a
	45
	Z
	t
	t
	none

	Normal
	n/a
	1000
	Z
	t
	t
	Z

	Non-normal
	14.3
	15
	t
	none
	t
	none

	Normal
	0.056
	10
	Z
	Z
	t
	Z


Which set of test statistic choices (One, Two, Three, or Four) matches the correct test statistic to the sample for all five samples? 

	A)
	Two.

	B)
	One.

	C)
	Three.

	D)
	Four.




Question: 35 - 29198 

Karissa Soberg, Lead Buyer at Coulee Hardwood Enterprises, is on the phone with Peter Mann of Wood Products Inc., Coulee’s  second largest customer. Soberg has just refused a large load of cut oak lumber because the average thickness of the boards is not within the allowed tolerance. For two by fours, the thickness of the boards is normally distributed with an average thickness of 1.75 inches with a population standard deviation of 0.125 inches. A sample of 50 boards from the load results in an average thickness of 1.70 inches. If Soberg is willing to make a Type I error 5 percent of the time, what is the value of the test statistic and was she correct in rejecting the load? The test statistic is approximately: 

	A)
	-2.58 and Soberg was correct to reject the load.

	B)
	-1.00 and Soberg should not have rejected the load.

	C)
	-2.83 and Soberg was correct to reject the load.

	D)
	-1.96 and Soberg should not have rejected the load.




Question: 36 - 29202 

Geoff Costell is a sports writer with the Hansel Valley Reporter. Costell has a theory that the heights of professional basketball players are more divergent than those of professional football players. He sells his editor on the idea of researching his theory and is given a modest budget. Costell then telephones his old college roommate, Richard 揜owdy?Evanson and asks him to help with the study. Evanson, a statistics major, accepts the assignment and reports the following: 

Basketball Players
· Sample size: 31 basketball players 

· Standard deviation of heights = 17.5 cm 

Football Players
· Sample size: 41 football players 

· Standard deviation of heights = 15.7 cm 

Using a significance level of 5 percent, which of the following statements is most CORRECT?

	A)
	Fail to reject Ho because the test statistic of 1.11 is less than the critical value of 1.74.

	B)
	Fail to reject Ho because the test statistic of 1.24 is less than the critical value of 1.74.

	C)
	Reject Ho because the test statistic of 1.74 is greater than the critical value of 1.11.

	D)
	Reject Ho because the test statistic of 1.24 is less than the critical value of 1.79.




Economics - 14 Questions - 21 minutes



Question: 37 - 12291 

All of the following items are added to M1 to get M2 (money supply) EXCEPT: 

	A)
	commercial paper.

	B)
	savings deposits.

	C)
	money market mutual fund.

	D)
	time deposits of less the $100,000 at all depository institutions.




Question: 38 - 12322 

If a central bank wants to implement restrictive monetary policy, how would the central bank use the following monetary tools? 

	A)
	Reserve Requirements
Open Market Operations
Discount Rate
Raise
Buy additional government securities
Lower


	B)
	Reserve Requirements
Open Market Operations
Discount Rate
Lower
Sell previously purchased government securities
Raise


	C)
	Reserve Requirements
Open Market Operations
Discount Rate
Lower
Buy additional government securities
Lower


	D)
	Reserve Requirements
Open Market Operations
Discount Rate
Raise
Sell previously purchased government securities
Raise





Question: 39 - 12395 

For Country A, the consumer price index was 129 at the end of 1999 and 137 at the end of 2000. Country A's inflation rate during 2000 was: 

	A)
	-6.2%.

	B)
	+6.2%.

	C)
	-5.8%.

	D)
	+5.8%




Question: 40 - 12481 

The Keynesian view suggests that the government can diminish aggregate demand by using: 

	A)
	restrictive fiscal policy to shift the government budget toward a surplus (or smaller deficit).

	B)
	restrictive fiscal policy to shift the government budget toward a deficit (or a smaller surplus).

	C)
	expansionary fiscal policy to shift the government budget toward a deficit (or a smaller surplus).

	D)
	expansionary fiscal policy to shift the government budget toward a surplus (or a smaller deficit).




Question: 41 - 12499 

When considering potential supply-side effects on economic activity, the key relationship is between: 

	A)
	tax revenues and the business cycle.

	B)
	output and the business cycle.

	C)
	tax rates and tax revenues.

	D)
	tax rates and output.




Question: 42 - 12506 

According to which of the following models will expansionary fiscal policy exert little or no impact on aggregate demand and employment? 

	A)
	Both the crowding-out and new classical models.

	B)
	Crowding-out model only.

	C)
	New classical model only.

	D)
	Basic Keynesian model only.




Question: 43 - 12508 

According to which of the following models will a reduction in marginal tax rates affect aggregate supply through its impact on the relative attractiveness of productive activity in comparison to leisure and tax avoidance? 

	A)
	Supply-side model.

	B)
	Crowding-out model.

	C)
	New classical model.

	D)
	Basic Keynesian model.




Question: 44 - 12550 

Unanticipated expansionary monetary policy increases real output and employment in the short-run because aggregate demand for goods and services: 

	A)
	decreases due to higher real interest rates.

	B)
	increases due to lower real interest rates.

	C)
	remains unchanged, but real interest rates increase.

	D)
	remains unchanged, but real interest rates decrease.




Question: 45 - 12736 

When demand is inelastic, a higher price will: 

	A)
	not ordinarily change total revenue.

	B)
	always increase total revenue.

	C)
	generally lower total revenue.

	D)
	always lower total revenue.




Question: 46 - 12767 

A firm is operating in a market with perfectly elastic demand curve. Assume that the price is greater than average variable cost (AVC) but lower than average total cost (ATC). Which of the following statements is TRUE? 

	A)
	If the firm thinks that eventually price will exceed ATC, it should shut down its operations temporarily until price exceeds ATC.

	B)
	It should raise its price so as to recover its total costs.

	C)
	If the firm thinks that eventually price will exceed ATC, it should continue to produce and sell its product.

	D)
	It should decrease the quantity produced so that the price will increase and it will break even or make a positive profit.




Question: 47 - 29056 

Carl Bell, pricing analyst at a medium-sized manufacturing firm, is trying to decide whether or not the company can benefit from price discrimination. Which of the following statements is FALSE? To benefit from price discrimination, the company must have: 

	A)
	perfectly elastic demand.

	B)
	two identifiable groups of consumers with different price elasticities of demand for the product.

	C)
	a procedure in place to prevent the group charged the lower price from reselling to the group charged the higher price.

	D)
	a downward-sloping demand curve.




Question: 48 - 12909 

If the forward exchange rate is 2 and the spot rate is 1.9 when the foreign rate of return is 12 percent and the domestic return is 10 percent, which of the following statements would be TRUE? 

	A)
	There are no arbitrage possibilities presented here.

	B)
	Arbitrage is possible here, investors should borrow foreign, lend domestic.

	C)
	The arbitrage possibilities cannot be determined with the data given.

	D)
	Arbitrage is possible here, investors should borrow domestic, lend foreign.




Question: 49 - 29064 

The Philippine Peso is currently trading at 51.3 units per U.S. Dollar. Transaction costs are 3.5 percent per trade. The no-arbitrage range of direct quotes for the currency is closest to (quotes are in Peso/$): 

	A)
	47.772 to 55.089.

	B)
	49.505 to 53.160.

	C)
	49.505 to 53.096.

	D)
	47.772 to 53.096.




Question: 50 - 29068 

Assume an investor living in Mauritius can borrow in $ or in Mauritius Rupee (MUR). Given the following information, determine whether an arbitrage opportunity exists. If so, how much would the arbitrageur profit by borrowing MUR 1,000,000 or the equivalent in $? (Assume a period of one year and state the profit in domestic currency terms.)

	Spot rate (MUR/$)
	30.73000 

	Forward rate (MUR/$)
	31.50000 

	Domestic (MUR) interest rate (%)
	6.50% 

	Foreign ($) interest rate (%)
	5.20% 


Which of the following is closest to the correct answer?

	A)
	Borrow $. Arbitrage profits are $13,340.

	B)
	Borrow MUR. Arbitrage profits are MUR 13,340.

	C)
	There are no arbitrage profits.

	D)
	Borrow domestic. Arbitrage profits are $39,685.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 29520 

Which of the following statements concerning footnotes included by U.S. firms issuing audited financial statements is FALSE? 

	A)
	The content of the footnotes is not required to be audited.

	B)
	Footnotes provide information about accounting methods used by a company.

	C)
	Footnotes may contain information about contingent losses that potentially may occur.

	D)
	Footnotes are required by GAAP or SEC rules.




Question: 52 - 29521 

Galaxy, Inc.抯 balance sheet as of December 31, 2001 included the following information (in $):
	 
	12-31-00
	12-31-01

	Accounts Payable
	300,000
	500,000

	Dividends Payable
	200,000
	300,000

	Common Stock
	1,000,000
	1,000,000

	Retained Earnings
	700,000
	1,000,000


Galaxy抯 net income in 2001 was $800,000.  What was Galaxy抯 cash flow from financing (CFF) in 2001?
	A)
	$500,000.

	B)
	$400,000.

	C)
	$300,000.

	D)
	$700,000.




Question: 53 - 29522 

Luxury Inc.抯 financial statements for the year ended December 31, 2001 included the following information (in $ millions):
	Income Statement 

	 
	 

	Sales
	59 

	Cost of Goods Sold
	(23)

	Wage Expense
	(15)

	Interest Expense
	(6)

	Depreciation Expense
	(8)

	Income Taxes Paid
	(4)

	  Net Income
	3 


            
	Balance Sheet 

	  
	  
	  

	  
	12-31-00       
	12-31-01       

	Cash 
	  8 
	12 

	Accounts Receivable 
	  4 
	  5 

	Property, Plant & Equip. 
	79 
	78 

	  Total Assets 
	91 
	95 

	Accounts Payable 
	  4 
	  6 

	Long-term Debt 
	70 
	70 

	Common Stock 
	10 
	10 

	Retained Earnings 
	  7 
	  9 

	  Total Liabilities & Equity 
	91 
	95 


Cash flow from operations (CFO) for Luxury, Inc. for the year ended December 31, 2001 was: 
	A)
	$13 million.

	B)
	$12 million.

	C)
	$11 million.

	D)
	$3 million.




Question: 54 - 14627 

A corporation wants to increase its current ratio from the present level of 1.5 before it ends its fiscal year. The action having the desired effect is: 

	A)
	selling current marketable securities for cash at their book value.

	B)
	paying current payables from cash.

	C)
	delaying the next payroll.

	D)
	writing down impaired assets.




Question: 55 - 29523 

Selected data from Montana Corp.抯 financial statements for the years ended December 31, 2000 and 2001 included the following (in $ millions):
	 
	12-31-00
	12-31-01

	Accounts Payable
	30
	50

	Deferred Taxes Payable
	50
	60

	Notes Payable
	40
	60

	Long杢erm Debt
	120
	150

	Common Stock
	175
	175

	Retained Earnings
	75
	105

	  Total Liabilities and Equity
	490
	600


Montana Corp.抯 total debt ratio for 2001 was:
	A)
	less than 4 points above that of 2000.

	B)
	less than 4 points below that of 2000.

	C)
	at least 4 points below that of 2000.

	D)
	at least 4 points above that of 2000.




Question: 56 - 29524 

Maine Company抯 stock transactions during the year 2001 are described below:

· January 1                               100,000 common shares outstanding 

· March 1                                  2 for 1 stock split 

· August 1                                10 percent stock dividend 

For earnings per share (EPS) computation purposes, the weighted average number of shares outstanding during 2001 was:

	A)
	330,000.

	B)
	201,666.

	C)
	211,111.

	D)
	220,000.




Question: 57 - 29525 

Selected information from Indigo Corp.抯 financial activities in the year 2001 included the following:

· Net income was $5,600,000. 

· The tax rate was 40 percent. 

· 500,000 shares of common stock were outstanding on January 1. 

· The average market price per share was $82 in 2001. 

· Dividends were paid in 2001. 

· 6,000, 5 percent $1,000 par value convertible bonds, which are convertible at a ratio of 20shares for each bond, were outstanding since January 2000. 
· 200,000 shares of common stock were issued on July 1. 
· 100,000 shares of common stock were purchased by the company as treasury stock on October 1. 
Indigo Corp.抯 diluted earnings per share (Diluted EPS) for was closest to:
	A)
	$9.74.

	B)
	$10.05.

	C)
	$8.49.

	D)
	$8.32.




	
	Units
	Unit Price

	Beginning Inventory
	559
	$1.00

	Purchases
	785
	$5.00

	Sales
	848
	$15.00

	SGA Expenses
	$3,191 per annum
	--


Question: 58 - 14768 

What are the Earnings Before taxes using the Weighted Average Method?
	A)
	$6,699.81.

	B)
	$6,498.82.

	C)
	$7,525.00.

	D)
	$5,541.00.


Question: 59 - 14768 

What are the Earnings Before taxes using the FIFO Method?
	A)
	$7,525.00.

	B)
	$6,699.81.

	C)
	$5,541.00.

	D)
	$5,374.77.


Question: 60 - 14768 

What are the Earnings Before taxes using the Last in First Out (LIFO) Method?
	A)
	$6,699.81.

	B)
	$7,299.25.

	C)
	$5,818.05.

	D)
	$5,541.00.




Question: 61 - 14776 

Pischke Motors provided you with the following financials:

· Beginning LIFO Reserve $2,309 

· Cost of Goods Sold (COGS) using LIFO $6,160 

· COGS using FIFO of $4,351 

What is the Ending LIFO reserve?

	A)
	$500.

	B)
	$4,118.

	C)
	$2,309.

	D)
	$2,809.




	
	Units
	Unit Price

	Beginning Inventory
	699
	$5.00

	Purchases
	710
	$8.00

	Sales
	806
	$15.00

	SGA Expenses
	$3,141 per annum
	--


Question: 62 - 14791 

What is the Cost of Goods Sold using the Weighted Average Method?
	A)
	$5,248.44.

	B)
	$4,986.02.

	C)
	$4,351.00.

	D)
	$6,160.00.


Question: 63 - 14791 

What is the Cost of Goods Sold using the First in First Out (FIFO) Method?
	A)
	$4,351.00.

	B)
	$4,133.45.

	C)
	$5,248.44.

	D)
	$5,930.00.


Question: 64 - 14791 

What is the ending inventory level in dollars using the FIFO Method?
	A)
	$4,582.80.

	B)
	$6,160.00.

	C)
	$4,824.00.

	D)
	$5,248.44.




Question: 65 - 14800 

In 2000, Torrence Co. had a beginning inventory of $17,659, and made purchases of $19,269. If the ending inventory level was $16,401, what was Cost of Goods Sold for year 2000?
	A)
	$19,269.

	B)
	$18,011.

	C)
	$1,258.

	D)
	$20,527.




Tofu Products, Inc., has purchased a new soybean processor for $435,000 (shipping and installation included).

· The processor has a useful life of 18 years. 

· The expected salvage value is $25,000. 

· Their corporate tax rate is 39 percent. 

· They expect to earn $650,000 before depreciation and taxes. 

Question: 66 - 14893 

What is the depreciation expense for year 2 if the double declining balance (DDB) method is used?
	A)
	$42,963.

	B)
	$22,778.

	C)
	$31,538.

	D)
	$48,333.


Question: 67 - 14893 

What is the depreciation expense for year 5 if the sum of the year's digits (SYD) depreciation method is used?
	A)
	$22,778.

	B)
	$31,538.

	C)
	$37,826.

	D)
	$33,567.




· Cost of the Asset is $6,736 

· Estimated useful life is 4.00 years (or 60,000 units) 

· You estimate the residual value of the asset at $530 

· For the purposes of product-output depreciation calculations, use the following data: 

· Year 1 - 30% 

· Year 2 - 25% 

· Year 3 - 25% 

· Year 4 - 20% 

Question: 68 - 14896 

Using the Sum-of-Years Digits Method, what is the Accumulated Depreciation in Year 3?
	A)
	$1,241.20.

	B)
	$5,585.40.

	C)
	$5,894.00.

	D)
	$4,964.80.


Question: 69 - 14896 

Using the Straight Line Depreciation Method, what is the Book Value of the Asset in Year 3?
	A)
	$4,654.50.

	B)
	$530.00.

	C)
	$1,771.20.

	D)
	$2,081.50.


Question: 70 - 14896 

Using the Double-Declining Balance Method, what is the Depreciation in Year 2?
	A)
	$1,684.00.

	B)
	$842.00.

	C)
	$1,861.80.

	D)
	$3,368.00.


Question: 71 - 14896 

Using the Product Output Method, what is the correct Depreciation in Year 3?
	A)
	$1,241.20.

	B)
	$1,861.80.

	C)
	$1,241.20.

	D)
	$1,551.50.


Question: 72 - 14896 

At the end of Year 2, you realized that the Useful Life should really be 5 years, rather than 4, and the adjusted residual value was $258. Using the Straight Line Method, what is your annual depreciation expense of the remainder of the useful life of the asset?
	A)
	$1,551.50.

	B)
	$675.00.

	C)
	$1,125.00.

	D)
	$3,375.00.




· Gross plant and equipment $2,700,000 

· Depreciation expense $235,000 

· Accumulated depreciation $1,850,000 

The firm uses SL depreciation
Question: 73 - 14918 

The average total life span of plant and equipment is:
	A)
	7.87 years.

	B)
	3.62 years.

	C)
	11.49 years.

	D)
	19.36 years.


Question: 74 - 14918 

Average remaining useful life of the plant and equipment is:
	A)
	7.87 years.

	B)
	10.49 years.

	C)
	11.49 years.

	D)
	3.62 years.


Question: 75 - 14918 

The average age of plant and equipment is:
	A)
	7.87 years.

	B)
	1.33 years.

	C)
	3.62 years.

	D)
	11.49 years.




Question: 76 - 29526 

Selected information from Willingham Corp.抯 financial statements for the year ended December 31, 2001 included the following (in $ millions):
	Accounts Payable
	12

	Long-term Debt
	32

	Common Stock
	10

	Retained Earnings
	16

	  Total Liabilities and Equity
	70


In 2001, Willingham paid $14 million cash to purchase a franchise.  The franchise cost was fully expensed in 2001.  If the company had elected to amortize the franchise cost over 7 years instead of expensing it, Willingham抯 total asset-to-equity ratio would:
	A)
	decrease from 2.69 to 2.16.

	B)
	decrease from 2.69 to 1.84.

	C)
	increase from 2.69 to 3.15.

	D)
	remain unchanged.




Question: 77 - 15041 

Assume the following capital lease:

· Present value (PV) of lease payments at 9 percent is $200,000. 

· The leased asset is depreciated straight line over 10 years. 

· The lease payment is $30,000. 

· The first payment of $30,000 is to be paid at the end of the year. 

On a before tax basis, the income reported under capital lease compared with that reported under an operating lease for the first year will be:
	A)
	$8,000.

	B)
	-$18,000.

	C)
	-$8,000.

	D)
	$18,000.




A dance club purchased new sound equipment for $25,352. It will work for 5 years and has no salvage value. Their tax rate is 41 percent, and their annual revenues are constant at $14,384. For financial reporting, the straight-line depreciation method is used, but for tax purposes depreciation is accelerated to 35 percent in years 1 and 2 and 30 percent in Year 3. For purposes of this exercise ignore all expenses other than depreciation.
Question: 78 - 24683 

What is the annual depreciation expense for financial reporting purposes?
	A)
	$3,169.

	B)
	$2,281.

	C)
	$5,070.

	D)
	$4,656.


Question: 79 - 24683 

What is the net income for year one for financial reporting purposes?
	A)
	$4,656.

	B)
	$13,737.

	C)
	$5,495.

	D)
	$1,909.




Question: 80 - 24728 

A lessee had a 15-year capital lease requiring equal annual payments. The reduction of lease liability in year three should equal:
	A)
	the reduction of the lease obligation in year 3.

	B)
	one 15-th of the original lease liability.

	C)
	the current liability shown for the lease at the end of year 2.

	D)
	the current liability shown for the lease at the end of year 3.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28916 

Which of the following projects would have multiple internal rates of return (IRRs)? The cost of capital for all projects is 10.0%.
	Cash Flows 
	North
	South
	East
	West

	T0
	-10,000
	-15,000
	-12,000
	-8,000

	T1
	5,000
	10,000
	7,000
	4,000

	T2
	5,000
	-1,000
	2,000
	0

	T3
	5,000
	15,000
	2,000
	6,000


 
	A)
	Project South only.

	B)
	Projects South and West.

	C)
	Project West only.

	D)
	Projects South and East.




Question: 82 - 28924 

Given the following information on the annual operating results for ArtFrames, a producer of quality metal picture frames, calculate the degree of operating leverage (DOL) and the degree of financial leverage (DFL).

· Sales of $3.5 million 

· Variable Costs at 45% of sales 

· Fixed Costs of $1.05 million 

· Debt interest payments on $750,000 issued with an annual 9.0% coupon (current yield is 7.0%) 

Which of the following choices is closest to the correct answer? ArtFrame抯 DOL and DFL are, respectively:

	A)
	3.00 and 1.50.

	B)
	2.20 and 1.06.

	C)
	2.20 and 1.08.

	D)
	4.53 and 1.19.




Question: 83 - 28928 

Gerard Rouleau is studying for the Level 2 CFA examination. His friend, Sonia Fennell, is studying for Level 1. One weekday morning they are sitting at the local Cafe drinking espresso when she asks him for help with the section on margin trading. Rouleau creates the following scenario: Assume Fennell purchases 1,000 shares of Xpressoh Inc. for $35 per share. The initial margin requirement is 50 percent and the maintenance margin is 25 percent One year later, she sells the stock for $42 per share. Rouleau asks Fennell to calculate the one-year return under two cases: first, assuming an all-cash transaction, and second, assuming she buys on margin. She is to ignore transaction and borrowing costs. The earnings retention rate is 100%.

Which of the following choices is closest to the correct answer? The return on an all cash transaction is: 
	A)
	20.00%, and the return on the margin transaction is 80.00%.

	B)
	20.00%, and the return on the margin transaction is 40.00%.

	C)
	40.00%, and the return on the margin transaction is 80.00%.

	D)
	20.00%, and the return on the margin transaction is -40.00%.




Question: 84 - 28935 

The table below lists information on price per share and shares outstanding for three stocks ?Rocking, Payton, and Strand. 
	 
	As of Beginning of Year

	As of End of Year
	

	Stock
	
	

	Price per Share ($) 
	# Shares Outstanding
	Price per Share ($)
	# shares Outstanding

	Rocking
	10
	10,000
	15
	10,000

	Payton
	50
	5,000
	50
	5,000

	Strand
	100
	500
	85
	500


Using the information in the table, calculate the value of a price-weighted index at year-end and the one- year return on the market weighted index. At the beginning of the year, the value of the market weighted index was 100. (Note: The choices are listed in the order price-weighted index value, market value-weighted index percent return, respectively.) Which of the following choices is closest to the correct answer?
	A)
	50.0, 10.6.

	B)
	50.0, 110.6.

	C)
	-6.3, 10.6.

	D)
	-6.3, 8.4.




Question: 85 - 28939 

Which of the following statements about bond indexes and international asset indexes is FALSE? 

	A)
	Global equity indexes were created to alleviate problems with local indexes (sample selection and weighting).

	B)
	Low correlation among monthly country indexes supports international diversification.

	C)
	Some of the reasons that a bond index is more difficult to create than an equity index are that the universe of bonds is less than the universe of stocks and it is difficult to price the bonds because of the lack of continuous trade data.

	D)
	Investment-grade bond indexes have a higher correlation than high-yield bond indexes.




Question: 86 - 28945 

Which of the following choices is NOT a characteristic of an efficient market? 
	A)
	Market participants react quickly to news, and these reactions are quickly reflected in prices. 

	B)
	A large number of participants value securities independent of other parties.

	C)
	Major news announcements are made on the second Friday of each month.

	D)
	Expected returns implicitly include a risk component.




Question: 87 - 16923 

An investor is considering investing in Tawari Company for one year. He expects to receive $2 in dividends over the year and feels he can sell the stock for $30 at the end of the year. What is the maximum he can pay now to earn at least a 14 percent return on his investment? 

	A)
	$28.

	B)
	$29.

	C)
	$30.

	D)
	$32.




Question: 88 - 29019 

Using the one-year holding period and multiple-year holding period dividend discount model (DDM), calculate the change in value of the stock of Monster Burger Place under the following scenarios. First, assume that an investor holds the stock for only one year. Second, assume that the investor intends to hold the stock for two years. Information on the stock is as follows:

· Last year抯 dividend was $2.50 per share. 

· Dividends are projected to grow at a rate of 10.0% for each of the next two years.    

·  Estimated stock price at the end of year 1 is $25 and at the end of year 2 is $30. 

· Nominal risk-free rate is 4.5%. 

· The required market return is 10.0%. 

·  Beta is estimated at 1.0. 

The value of the stock if held for one year and the value if held for two years are, respectively: 

	A)
	$27.50 and $35.25.

	B)
	$25.22 and $29.80.

	C)
	$27.50 and $29.80.

	D)
	$29.80 and $32.50.




Question: 89 - 29025 

Following is a graph of the Industry Life Cycle with the names of the phases omitted.
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Using the graph above, which of the following choices is CORRECT? 

	A)
	To value a firm in Phase B, an analyst should use the infinite period dividend discount model (DDM).

	B)
	Competition most likely intensifies in Phase B.

	C)
	During Phase E, industry growth rates approach that of the economy. 

	D)
	The P/E ratio for a company in Phase D is approximated by 1/ke. 




Question: 90 - 29029 

Given the following assumptions about a company抯 financial estimates, calculate the P/E ratio, and determine whether the stock is undervalued or overvalued. 

· Earnings retention rate at 40% 

· Required rate of return, ke, of 12.5% 

· Return on equity (ROE) of 11%, expected to remain constant 

· Estimated earnings per share (EPS) for next year of $2.75 

· Current market price of $23.70 

Which of the following statements is most correct?  The P/E ratio is:
	A)
	7.41 and the stock is overpriced.

	B)
	7.41 and the stock is underpriced.

	C)
	6.78 and the stock is overpriced.

	D)
	6.78 and the stock is underpriced.




Question: 91 - 29041 

Carlita Jefferson works in the treasury department of a manufacturing firm. The assistant treasurer e-mails her the following message:

揟he new CFO has requested some information from our department. She wants our group to recommend whether or not to purchase a target firm. Calculate the estimated share price using free cash flow to equity (FCFE) (for three years) and compare the result to the current market price. I referred this to you because I know you are studying for the Level 1 CFA examination, and I think this calculation is new material. Here抯 the latest estimates from our due diligence team. Don抰 know if you will need all of it. By the way, I need this ASAP. And be brief. I only want your conclusion.?/p> 

Target Financial Information 
· Year 1 Net Income at $8 million, growth at 8.0% per years 2 and 3 

· Depreciation of $1.5 million, constant over three years 

· Capital Expenditures of $1.2 million per year 

· Increase in working capital of $0.500 million, constant over three years 

· Debt principal payments of $0.800 million, second year only, $0 years 1 and 3 

· New Debt Issues of $1.200 million, first year only, $0 for years 2 and 3 

· Company valued at a multiple of 32 times FCFE at end of year 3 

· Cost of capital equals 13.0% 

· Dividend payout estimated at 45.0% 

· Average number of shares outstanding is 5 million 

· Current market price is $48.50 per share 

Which of the following responses should Jefferson e-mail to the assistant treasurer?

 

	A)
	Do not purchase target. Valuation using FCFE of $44.56 per share is less than market price.

	B)
	Purchase target. Valuation using FCFE of $51.34 per share exceeds market price.

	C)
	Do not purchase target. Valuation using FCFE of $43.29 per share is less than market price.

	D)
	Inconclusive. Valuation using FCFE of $48.65 per share too close to market price.




Question: 92 - 13559 

An investor buys a 15-year, 10 percent annual pay coupon bond for $1,000. He plans to hold the bond for 5 years while reinvesting the coupons at 12 percent. At the end of the 5-year period he feels he can sell the bond to yield 9 percent. What is the expected realized (horizon) yield? 

	A)
	10.0%.

	B)
	11.8%.

	C)
	11.2%.

	D)
	12.2%.




Question: 93 - 13671 

All other things being equal, which one of the following bonds has the greatest duration? 

	A)
	15-year, 8% coupon bond.

	B)
	5-year, 8% coupon bond.

	C)
	15-year, 12% coupon bond.

	D)
	5-year, 12% coupon bond.




Question: 94 - 13237 

If a bond has a modified duration of 7 and convexity of 100 and interest rates fall 1 percent, what will happen to the price of the bond? 

	A)
	Fall 7.5%.

	B)
	Rise 6.5%.

	C)
	Rise 7.5%.

	D)
	Fall 6.5%.




Question: 95 - 17214 

Calculating the price change in a bond caused by a 1 percent decline in interest rates using only the modified duration equation will always result in an answer that is: 

	A)
	too high.

	B)
	just right.

	C)
	too low.

	D)
	insignificant.




Question: 96 - 13978 

Which of the following statements regarding daily cash settlement before contract maturity is TRUE? 

	A)
	A futures contract requires daily cash settlement, and a forward contract does not require daily cash settlement.

	B)
	Neither a futures contract nor a forward contract requires cash settlement before contract maturity.

	C)
	A forward contract requires cash settlement and a futures contract does not require cash settlement.

	D)
	Both a futures contract and a forward contract require cash settlement before contract maturity.




Question: 97 - 14001 

Which of the following statements about the positions of the clearinghouse is CORRECT? The clearinghouse: 

	A)
	takes no position.

	B)
	only takes short position to buyers.

	C)
	only takes long positions to sellers.

	D)
	takes short positions to buyers and long positions to sellers.




Question: 98 - 14032 

The buyer of a call option has the: 

	A)
	obligation to sell the underlying asset in the future under certain conditions.

	B)
	right to sell the underlying asset in the future under certain conditions.

	C)
	obligation to buy the underlying asset in the future under certain conditions.

	D)
	right to buy the underlying asset in the future under certain conditions.




Question: 99 - 10847 

A real estate analysis estimates the market value of an income-producing property at $2,560,000. The annual gross potential rental income is $596,000, the annual property operating expanses and taxes are $178,800, and the annual vacancy and collection losses are $89,400. What capitalization rate was used by the analysis to assess the property at $2,560,000.
	A)
	0.128.

	B)
	0.1275.

	C)
	0.129.

	D)
	0.127.




Question: 100 - 10874 

Based upon the following information, what is the net operating income of the property?
	Estimated Market Value
	$600,000

	Capitalization Rate
	20%

	Taxes
	$27,000

	Operating Expenses
	$107,000


	A)
	$104,000.

	B)
	$98,600.

	C)
	$114,600.

	D)
	$120,000.




	Monthly Rent Revenue
	$ 857

	Units
	11

	Vacancy and collection losses
	4%

	Annual operating expenses:
	

	Management Fee
	$ 2,745

	Utilities
	2,992

	Trash Collection
	2,224

	Repairs and Maintenance
	1,980

	Promotion and Advertising
	537

	Property Insurance
	1,114

	Property Taxes
	4,122

	Depreciation
	$ 13,322

	Interest Expense
	26,644

	Taxes as a %
	32%

	Payment toward Principal
	$ 6,661


Question: 101 - 10893 

What is the net operating income (NOI) of this property?
	A)
	$113,124.

	B)
	$108,599.

	C)
	$92,886.

	D)
	$97,410.


Question: 102 - 10893 

What are the earnings before interest and taxes (EBIT) of the building?
	A)
	$79,563.

	B)
	$52,919.

	C)
	$95,277.

	D)
	$59,580.


Question: 103 - 10893 

What are the earnings before taxes (EBT)?
	A)
	$52,919.

	B)
	$66,241.

	C)
	$62,629.

	D)
	$59,580.


Question: 104 - 10893 

What is the building's net income?
	A)
	$42,646.

	B)
	$49,307.

	C)
	$35,985.

	D)
	$29,324.


Question: 105 - 10893 

What is the after tax cash flow of the investment?
	A)
	$52,919.

	B)
	$35,985.

	C)
	$26,275.

	D)
	$42,646.




Question: 106 - 10942 

	Stock
	Shares
	Price
	Market Price

	A
	6,200
	$10
	$62,000

	B
	6,000
	$34
	$204,000

	C
	3,900
	$8
	$31,200

	D
	2,600
	$52
	$135,200

	Total
	
	
	$432,400

	

	Shares 25,000


The net asset value (NAV) of this fund would be:
	A)
	$17.30.

	B)
	$26.00.

	C)
	$23.12.

	D)
	$15.80.




Question: 107 - 10962 

If you are going to invest in a closed-end mutual fund and were told that the net asset value of the fund is $11.20, and the share price was $11.80. What is the discount you would receive or the premium that you would pay?
	A)
	-0.0508.

	B)
	0.0508.

	C)
	0.0536.

	D)
	-0.0536.




Question: 108 - 10978 

An individual investor approaches you and asks, "If I were to purchase a fund with a load of 6 percent, and I used $6,200 to purchase the fund, what dollar amount would the shares purchased be?"
	A)
	$6,200.

	B)
	$5,828.

	C)
	$6,572.

	D)
	$372.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 11359 

An investor has two stocks, Stock R and Stock S in her portfolio. What is the standard deviation of the portfolio given the following information about the two stocks?
· σR = 34% 

· σS = 16% 

· r R,S = .67 

· WR = 80% 

· WS = 20% 

	A)
	0.0056.

	B)
	0.0867.

	C)
	0.2944.

	D)
	0.0208.




Question: 110 - 11403 

An overvalued stock is one whose: 

	A)
	estimated return is more than the required return.

	B)
	return is expected to be less than the expected market return.

	C)
	estimated return is less than the required return.

	D)
	return is expected to be greater than the expected market return.




Question: 111 - 28840 

Nicki Tobin, CFA candidate, has just started studying portfolio management. She notes the following similarities between the graphical representations of the fundamental and systematic views of risk. Which one of her observations is INCORRECT? For both views of risk: 

	A)
	the y-axis represents expected return.

	B)
	investors require a higher expected return for riskier investments.

	C)
	investors demand a risk premium above the nominal risk-free rate.

	D)
	the graphs plot the market's risk premium against expected return.




Question: 112 - 28841 

In the context of the security market line (SML), the expected (or required) return will decrease in the following situations EXCEPT: 

	A)
	The U.S. Federal Reserve takes action that tightens the capital markets.

	B)
	Leading market indicators decrease, causing consumers to expect lower inflation levels.

	C)
	A firm announces that it has won a major product-liability lawsuit. 

	D)
	The growth in the U.S. economy is expected to slow from 2.7% last year to 1.5% this year.




Question: 113 - 28849 

Maxime Rivela, CFA, is interviewing for a portfolio manager position with a medium-sized investment firm. At the interview, the hiring manager provides the following list of actions taken by the former portfolio manager. The hiring manager asks Rivela to identify which action most likely was the reason that the previous portfolio manager was asked to resign. The former portfolio manager likely: 

	A)
	managed a 40 year old attorney's portfolio with a strategy of a long time horizon and moderate risk.

	B)
	used the following four-step portfolio management process - write a policy statement, develop the investment strategy, implement the plan, and monitor and update (rebalance) as needed.

	C)
	set the objectives for a well-funded, local private college's endowment fund as total return focused primarily in long-term, taxable investments.

	D)
	focused on timing and security selection when constructing a client investment strategy.




Question: 114 - 28856 

Assume that a U.S. investor can invest in two asset classes: Domestic and Foreign Bonds. The data in the following table are risk and return data calculated in U.S. Dollar terms. Given this data, which of the following choices is most likely the correct risk/return combination for a portfolio weighted 50 percent in domestic bonds and 50 percent in foreign bonds? 
	Allocation 
	Risk (%)
	Return (%)

	Domestic Bonds Only
	7.00
	6.50

	20% Domestic, 80% Foreign
	8.00
	10.90

	50% Domestic, 50% Foreign
	?
	?

	Foreign Bonds Only
	9.00
	12.00

	 
	Correlation of domestic & foreign bonds = 0.50


 
	A)
	Risk of 7.50%, Return of 8.25%.

	B)
	Risk of 8.00%, Return of 10.90%.

	C)
	Risk of 6.00%, Return of 9.25%.

	D)
	Risk of 10.00%, Return of 13.50%.




Question: 115 - 28860 

Which of the following statements about portfolio theory is TRUE? 

	A)
	According to Markowitz, the appropriate measures of risk include variance, semivariance, and covariance.

	B)
	There are no perfectly positively or perfectly negatively correlated stocks.

	C)
	A correlation coefficient of zero means that combining the securities eliminates risk.

	D)
	Risk decreases as the correlation coefficient goes from -1 to +1.




Question: 116 - 28866 

Duncan Manz believes that he has found an error in a sample CFA Study Program question. Prior to e-mailing the provider about the error, he discusses his logic with Julia Cook, a fellow finance student at the Hess School of Business. Manz does not believe that the following question provides enough information to completely answer the question. Cook disagrees. Who is correct ?Manz or Cook? And, if Cook is correct, what is the correct answer?

Question: An investor抯 portfolio currently consists of 100% of stocks that have a mean return of 18 percent and an expected variance of 0.0625. The investor plans to diversify slightly by replacing 30 percent of her portfolio with U.S. Treasury bills that earn 4.25 percent. Assuming the investor diversifies, what are the expected return and expected standard deviation of the portfolio? 
	A)
	Cook is correct. The portfolio's expected return is 13.875%and the expected standard deviation is 4.375%.

	B)
	Cook is correct. The portfolio's expected return is 18.000% and the expected standard deviation is 15.250%.

	C)
	Manz is correct. There is not enough information to completely answer the question.

	D)
	Cook is correct. The portfolio's expected return is 13.875% and the expected standard deviation is 17.500%.




Question: 117 - 28867 

Consider the following graph of the risk-free asset Rf and the efficient frontier. The letters K, W, X Y, and Z represent risky portfolios. Portfolio M is the market portfolio. The lines RfX and RfY represent the combination of the risk-free asset and the risky portfolio.

[image: image3.jpg]ER
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Which of the following statements about the above graph is FALSE? 

	A)
	The area to the right of point S represents unsystematic risk, or risk that is not paid for.

	B)
	Assets W and Z are perfectly positively correlated with each other.

	C)
	By definition of the capital market line (CML), portfolio K is possible, but not the most efficient because it does not fall on the efficient frontier and is overvalued.

	D)
	Investors on the capital market line (CML) to the right of M are leveraged and hold more than 100% of portfolio M.




Question: 118 - 28873 

Kira Trace, research analyst at an investment banking firm, took the Level 1 CFA examination in 2001, but did not pass. Last year, she studied alone, and only for one-month before the exam. This year, she is starting earlier and is working with a mentor, Anton Park, CFA. While discussing asset pricing models with Park, Trace makes the following statements. Park can see that Trace still needs to study this area because only one of her statements is correct. Which statement is CORRECT? 

	A)
	According to the Capital Asset Pricing Model (CAPM), the rate of return of a portfolio with a beta of 1.0 and an alpha of 0 is the market expected return.

	B)
	Assuming assets are not perfectly positively correlated, the systematic risk of a portfolio decreases as more assets are added. 

	C)
	Adding the risk-free asset to a portfolio will reduce return and total risk.

	D)
	It is difficult for the individual investor to achieve the benefits from diversification because significantly reducing risk requires the purchase of approximately 1,000 securities.




Question: 119 - 28877 

While working abroad, United States citizen Elpida Costa purchases a foreign bond with an annual coupon of 10.0 percent for par. She holds the bond for one year and then sells it for 103.6 before she leaves. During the year, the dollar depreciated 2.0% relative to the foreign currency.

Which of the following is closest to Costa's Total Dollar Return? 
	A)
	11.328%.

	B)
	13.600%.

	C)
	15.872%.

	D)
	5.672%.




Question: 120 - 28881 

Using the data in the following table, calculate the national beta for Country A and Country B and determine which country is most likely an emerging market. Note: rx, U.S. represents the correlation coefficient between Country X and the U.S. index.
	Country
	rforeign, U.S.
	foreign
	U.S.
	National Beta

	A
	0.20
	0.60
	0.30
	?

	B
	0.70
	0.35
	0.30
	?


Which of the following statements about Country A and Country B is FALSE?
	A)
	Country B is most likely an emerging market.

	B)
	The national beta for Country A is less than the beta for Country B.

	C)
	The national beta for Country B equals 0.82.

	D)
	Adding either country to a domestically-only diversified portfolio will reduce overall risk.
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Answers

1) B
Hall engaged in profession misconduct because her act involved dishonesty, fraud, deceit, and misrepresentation. 



2) A
Standard III(A) indicates that Matton should take all three actions. 



3) C
Both violated duty to employer because Standard III(B) requires that they obtain written consent from both their employer (Mega) and the persons for whom they undertake independent practice. 



4) C
Standard II(D) requires that Lee disclose to Jewel in writing all monetary compensation or other benefits that they receive for their services. 



5) C



6) B



7) B
Wilson and Chavis are in compliance if they recommend an investment transaction on the basis of their firm's research or research prepared by a brokerage firm for general distribution. 



8) C
Under Standard IV(A.3) members are advised to "use reasonable care" in order tomaintain independence and objectivity. While it is clearly understood that gifts from various entities have the potential to affect a member's independence and objectivity, "Modest gifts that do not exceed US$100...are acceptable, but special care should be taken...to resist subtle and not-so-subtle pressures to act in a manner possibly detrimental to their clients." (page 79 of the Handbook) There is no violation of the Code and Standards. 



9) D
The Code and Standards stipulate that members shall "make every reasonable effort to assure that such performance information is a fair, accurate, and complete presentation of such performance." Since it is obvious that most investors would assume that one-year performance data was for the previous year, his method of reporting is neither reasonable nor fair, and he is in violation of the Standard. The fact that he has indicated the basis of the presentation in a footnote does not place him in compliance with the Standard. 



10) A
Because applicable law involving material inside information is less strict than the Code and Standards, Platt must adhere to the Code and Standards. Standard V(A) prohibits against use of material nonpublic information. 



11) B
This is a component of the Code of Ethics. Others pertain to the Standards of Practice. 



12) B
Cornforth’s writing a misleading report, even when ordered to by his supervisor, violates Standard II(B), Professional Misconduct. Block’s failure to supervise reasonably is a violation of Standard II(E), Responsibilities of Supervisors. Cornforth’s failure to attribute authorship to Jones does not violate Standard II(C), Prohibition against Plagiarism, because the material Cornforth used was generated by Cornerstone’s own research staff (Jones), and Cornforth is representing Allied Management. 



13) A
Blanding’s earnings growth rate, including future growth, is stated as a fact. Standard IV(A2) requires members to distinguish between fact and opinion in research reports. 



14) C
Standard IV(A3) requires members to maintain independence and objectivity in making investment recommendations. If the analyst responsible for writing a report on a security is being asked to compromise her own integrity, she must cease covering that security. 



15) C
Standard IV(B2) requires members to consider the appropriateness and suitability of investment actions based on the needs and circumstances of each client. Portfolios are not necessarily unique, but they often differ because clients’ characteristics will usually be different. 



16) A
Standard IV(B4) requires that members give priority to client and firm trades over securities owned or beneficially owned by the member. An indirect pecuniary interest in the securities or the power to vote the securities is sufficient to constitute “beneficial ownership”. Henry must treat all of the accounts as if personally owned and wait for clients and the firm to have the first opportunity to act. 



17) A
Standard IV(B6) prohibits members from making or implying, orally or in writing, any assurances or guarantees regarding any investment. The verbal statements by Smith that payment was assured violated this standard. 


18) D
AIMR-PPS requires that terminated accounts be included in composites for all periods prior to the period of termination. 



19) B
Max of class - Min of class = 100 



20) A

Using your financial calculator, the PV of this Annuity Due is: $10,000+PV(1-9)...N=9; I/Y=12.5; PMT=-10,000; FV=0; CPT PV=$52,285+$10,000=$62,285. Or set your calculator to BGN mode then N=10; I/Y=12.5; PMT=-10,000; FV=0; CPT PV= $62,285.


21) B

Answer: N=5; PV=-0.90; FV=1.52; PMT=0; CPT
I/Y=11.05%.


22) A
This is a two-step problem. First, we need to calculate the present value of the amount she needs over her sabbatical. (This amount will be in the form of an annuity due since she requires the payment at the beginning of the month.) Then, we will use future value formulas to determine how much she needs to save each month (ordinary annuity).

Step 1:  Calculate present value of amount required during the sabbatical
Using a financial calculator: Set to BEGIN Mode, then N = 18 (12.0 * 1.5), I/Y = 10.0 / 12 = 0.8333, PMT = 2,500, FV = 0. Compute PV = 41,974

Step 2:  Calculate amount to save each month
Using a financial calculator: Make sure it is set to END mode, then N = 12, I/Y = 9.0 / 12.0 = 0.75, PV = 0, FV = 41,974. Compute PMT= -3,356



23) D
The calculation of the expected value of the stock is as follows:

Binomial Tree (Note: in place of U and D we use W and L for win and lose)
	 
	Game 1 prob.
	Game 1 values
	Game 2 prob.
	Game 2 values
	p(x)*x

	 
	 
	 
	P(WW) = 0.5625
	Price = $36.00
	$20.25

	 
	P(W) = 0.75
	Price = $30.00
	 
	 
	 

	 
	 
	 
	P(WL) = 0.1875
	Price = $24.00
	$4.50

	$25.00
	 
	 
	 
	 
	 

	 
	 
	 
	P(LW) = 0.1875
	Price = $24.00
	$4.50

	 
	P(L) = 0.25
	Price = $20.00
	 
	 
	 

	 
	 
	 
	P(LL) = 0.0625
	Price = $16.00
	$1.00

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	Expected value =
	$30.25




24) D
We calculate the probability that at least one of the bonds will be called using the addition rule for probabilities: 

P(A or B) = P(A) + P(B) – P(A and B), where P(A and B) = P(A) * P(B)

P(A or B) = 0.80 + 0.30 – (0.8 * 0.3) = 0.86



25) D
Given two events, the independent event is the event where knowledge of one event has no influence on the other. Here, we are given that the probability of the reunion concert is not dependent upon whether or not the band reunites.

The other statements are false. The probability of the band reuniting is a dependent event because it is influenced by the probability of the reunion concert.  The given probability for a reunion concert is a subjective probability. An a priori probability is calculated using formal reasoning and inspection. For example, assume that 100 of the stocks in the S&P 500 index decreased in price yesterday. If you select a stock at random, the chance that the stock will have decreased in price is 100/500, or 20%. A subjective probability is less formal and involves personal judgment. The probability that the band will get back together if the reunion concert does not occur is a conditional probability. A conditional probability is a probability for which knowledge of another event is important. Here, the knowledge about the reunion tour is important to the probability of the band reuniting. Marginal probability is another term for unconditional probability. 


26) D
We will use the multiplication rule to calculate this probability. 
P(1 & 2 & 3& 4) = P(1) * P(2) * P(3) * P(4)

 = 0.85 * 0.50 * 0.30 * 0.15 = 0.019125
Number of offers expected to meet the criteria = 0.019125 * 20 = 0.3825, or 0.



27) B
For event “E,” the probability stated as odds is: P(E) / [1 – P(E)]. Here, the probability that a Poultry Research Assistant received a salary increase in excess of 2.5 percent = 2,000 / 10,000 = 0.20, or 1/5 and the odds = (1/5) / [1 – (1/5)] = ¼, or 1 to 4. 



28) D

Since a person can either be on the team or not on the team, this is a special case of labeling where k=2, and the general formula (when the order in which the items are chosen does not matter) is:
= n! / [(n-r)! * r!], where we chose r items and (n-r) are not chosen
Here,  = 11! / [(11 – 5)! * 5! = 39,916,800 / (720 * 120) = 462
 
Using your financial calculator: On the TI, factorial is [2nd] → [x!].  On the HP, factorial is [g] → [n!].  To compute 11! on the TI, enter [11] → [2nd] → [x!] = 39,916,800.  On the HP, use [11] → [ENTER] → [g] → [n!].


29) A

To calculate this answer, we will use the properties of the standard normal distribution. First, we will calculate the Z-value for the upper and lower points and then we will determine the approximate probability covering that range.  Note: This question is an example of why it is important to memorize the general properties of the normal distribution (LOS 1.D.l). 

Z = (observation – population mean) / standard deviation 

· Z26.75 = (26.75 – 35) / 5 = -1.65. (1.65 standard deviations to the left of the mean) 

· Z40 = (40 – 35) / 5 = 1.0 (1 standard deviation to the right of the mean) 

Using the general approximations of the normal distribution: 

· 34% of the area falls between 0 and +1 standard deviation from the mean. So, 68% of the observations fall within ± one standard deviation of the mean. 
· 45% of the area falls between 0 and +1.65 standard deviations from the mean. So, 90% of the observations fall within ± 1.65 standard deviations of the mean. 
· 47.5% of the area falls between 0 and 1.96 standard deviations from the mean. So, 95% of the observations fall within ± 1.96 standard deviations of the mean. 
Here, we have 34% to the right of the mean and 45% to the left of the mean, for a total of 79%.


30) D
X + z (S/square root of n) = 60 + 1.645(10/square root of 25) = 60 + 1.645(10/5) = 60 + 1.645(2) 



31) B



32) C

Sampling error is the difference between a sample statistic and its corresponding population parameter. A confidence interval is a range of estimated values within which the actual value of the parameter will lie with a given probability of 1 - α. The standard error of the sample mean is the standard deviation of the distribution of the sample means. 



33) B
The data is cross-sectional, which means that it is a sample of observations taken at a single point in time. Time-series data is a sample of observations taken at specific and equally spaced points in time (for example, the monthly returns on a specific stock for the period Jan 31 through Dec 31 of a given year.

The other choices are true. In stratified random sampling, first we divide the population into subgroups, called strata, based on some classification scheme. Then, we randomly select a sample from each stratum and pool the results. The sampling error is the difference between a sample statistic (here the mean) and the corresponding population parameter, or 10.5 – 9.7 = 0.80. The sample statistic (here the mean) is itself a random variable, and has its own probability distribution. 



34) A

For the exam: COMMIT THE FOLLOWING TABLE TO MEMORY!
	 
When you are sampling from a:
	and the sample size is small, use a:
	and the sample size is large, use a:

	Normal distribution with a known variance
	Z-statistic
	Z-statistic

	Normal distribution with an unknown variance
	t-statistic
	t-statistic

	Nonnormal distribution with a known variance
	not available
	Z-statistic

	Nonnormal distribution with an unknown variance
	not available
	t-statistic




35) C

Using the process of Hypothesis testing:

            Step 1:  State the Hypothesis
                        Ho: μ = 1.75 inches

                        Ha: μ ≠ 1.75 inches

            Step 2:  Select Appropriate Test Statistic
Here, we have a normally distributed population with a known variance (standard deviation is the square root of the variance) and a large sample size (greater than 30.) Thus, we will use the Z-statistic.

Step 3:  Specify the Level of Significance
Since a Type I error is equal to α, or the significance level, the significance level here = 0.05. 

Step 4:  State the Decision Rule
This is a two-tailed test. The critical value for this question will be the Z-statistic that corresponds to an α of 0.05, or an area under the curve of 95% (with 47.5% to the left of and the to the right of the mean). Using the z-table (normal table), we determine that the appropriate critical value = 1.96 (Remember that we highly recommend that you have the “common” Z-statistics memorized!) Thus, we will reject the null hypothesis if the calculated test statistic is greater than 1.96 or less than –1.96.

Step 5:  Calculate sample (test) statistic
The test statistic = Z = (1.70 – 1.75) / (0.125 / √ 50) = -2.83
Step 6:  Make a decision
Reject the null hypothesis because the test statistic is outside the range 0 plus or minus 1.96. Thus, Soberg was correct in refusing the load.



36) B

Using the process of Hypothesis testing:

            Step 1:  State the Hypothesis
                        Ho = 12  = 2  

Ha = 12  > 2  

Where 12 is the variance of the height of the basketball players and 2 is the variance of the height of the football players.

            Step 2:  Select Appropriate Test Statistic
Here, we have a question about the equality of the variances of two normal populations, and the F-statistic is appropriate.

Step 3:  Specify the Level of Significance
Here, the significance level is 5%, or 0.05.

Step 4:  State the Decision Rule
This is a one-tailed test. The critical value for this question will be the F-statistic that corresponds to an of 0.05, and 30 (numerator) and 40 (denominator) degrees of freedom. Remember that the largest variance is in the numerator. Using the F-table, we determine that the appropriate critical value = 1.74. Thus, we will reject the null hypothesis if the calculated test statistic is greater than 1.74

Step 5:  Calculate sample (test) statistic
The test statistic = F = s12 / s22 = 17.52 / 15.72 = 1.24
Step 6:  Make a decision
Fail to reject the null hypothesis because the calculated statistic is less than the critical value. We cannot say with 95% confidence that the heights of the professional basketball players is more divergent than of the professional football players.



37) A
Commercial paper is not part of M2 (money supply). 



38) D
Restrictive monetary policy involves raising reserve requirements, selling previously purchased government securities, and raising the discount rate. 



39) B
The inflation rate is calculated as the percentage change in a price index. Inflation rate = (137-129)/129 = 6.2%. 



40) A
Policymakers can use the budget to diminish aggregate demand through restrictive fiscal policy. According to the Keynesians, reducing government expenditures and/or increasing tax rates should lead to a decline in the expected size of the budget deficit or an increase in the budget surplus. 



41) D
Supply-side economics stress that changes in marginal tax rates will directly affect indivdiduals and businesses incentive to invest and save, work and increase productivity and leisure time. 



42) A
Both the crowding-out and new classical models assert that expansionary fiscal policy will exert little or no impact on aggregate demand and employment but for different reasons. The Keynesian model holds that expansionary fiscal policy will lead to a substantial increase in aggregate demand. 



43) A
According to the supply-side mode, lower marginal tax rates increase aggregate supply as the new incentive structure encourages taxpayers to earn additional income and use resource more efficient. If taxpayers perceive the tax cut as permanent, aggregate supply will increase, as well as real output and income. 



44) B
A reduction in the real interest rate increases aggregate demand, which expands real output and employment in the short run. 



45) B



46) C
If the firm thinks that eventually price will exceed ATC, it should continue to produce and sell its product. Because the price exceeds the average variable cost, each item sold covers part of the firm's fixed cost. If the firm shuts down temporarily, the costs incurred (fixed costs) will not be recovered partially. Because the firm believes that eventually price will exceed ATC, the firm should become profitable. Since the firm is a price taker, increasing the price will not benefit the firm. Reducing the quantity will also have no affect on the demand curve since each firm is very small. 



47) A
Since the two choices, “perfectly elastic demand” (horizontal demand curve) and “face a downward- sloping demand curve” contradict each other, one of them must be false. As long as the company has groups of customers with downward-facing demand curves, the company can increase profits through price discrimination. 



48) D

Question 1:  Is there an arbitrage opportunity?
If the result of the following formula (derived from rearranging the interest rate parity condition) is not equal to 0, there is an arbitrage opportunity.

(1 + rdomestic) - [((1 + rforeign) * ForwardDC/FC)) / SpotDC/FC] = ?

Here, ( 1 + 0.10 ) - [ (( 1 + 0.12 ) * 2.0DC/FC ) / 1.9DC/FC ] = ( 1.10 - 1.18 ) = -0.08, which is not equal to 0. Arbitrage opportunities exist.
    

Question 2:  Borrow Domestic (local) or Foreign? Here are some "rules" regarding where to start the arbitrage (where to borrow). These rules only work if there are no transaction costs and only if the currency is quoted in DC/FC terms.  

Rule 1:  If the sign on the result of question 1 is negative, borrow domestic. If the sign is positive, borrow foreign. Here, the sign is negative, so borrow domestic.
Rule 2:  See table below.

	(rd - rf) < (Forward - Spot) / Spot
	Borrow Domestic

	(rd - rf) > (Forward - Spot) / Spot
	Borrow Foreign


Here, borrow domestic.
	(rd - rf)  
	 
	(Forward - Spot) / Spot

	( 0.10 - 0.12 )
	 
	( 2.0DC/FC - 1.9DC/FC ) / 1.9DC/FC 

	-0.02
	<
	0.05


Summary: To take advantage of arbitrage opportunities, borrow domestic and lend foreign.



49) A

For a single exchange rate, the no-arbitrage range equals:
[exchange rate * (1 – transaction costs)2]  exchange [exchange rate / (1 – transaction costs)2]
= [51.3 * (1 – 0.035)2] to  [51.3 / (1 – 0.035)2] = 47.77184 to 55.08873.


50) B

Step 1: Determine whether an arbitrage opportunity exists.
· We can arrange the formula for covered interest rate parity (CIP) to look like:                (1 + rdomestic) - [((1 + rforeign) * ForwardDC/FC) / SpotDC/FC] = 0 

· If this condition holds with the financial data above, there are no arbitrage opportunities: (1 + 0.06500) - [((1 + 0.05200) * 31.5000) / 30.73000] = 1.06500 - 1.07836 = -0.01336 

· Since the no arbitrage condition does not hold, we move on to: 

Step 2: Borrow Domestic or Foreign?
· Rule 1:  If the sign on the result of Step 1 is negative, borrow domestic. If the sign is positive, borrow foreign.  Here, the sign is negative, so borrow domestic. 

· Rule 2:  See table below. (Rule 2 is an alternative to Rule 1). 

	(rd – rf) < (Forward – Spot) / Spot
	Borrow Domestic

	(rd – rf) > (Forward – Spot) / Spot
	Borrow Foreign


Here, (0.06500 – 0.05200) compared to (31.5000 – 30.73000) / 30.73000                  0.013000 < 0.02506, borrow domestic.
Step 3:  Conduct Arbitrage and Calculate Profits.
	Step
	Description

	Rate
	Calculation
	Result

	a
	Borrow Domestic
	 
	MUR 1,000,000
	MUR 1,000,000

	b
	Exchange MUR for $
	Spot
	= MUR 1,000,000 / 30.73000 MUR/$
	$ 32,541

	c
	Lend $ at Foreign (U.S.) Rate
	 
	= $ 32,541 * (1.05200)
	$ 34,233

	d
	Contract to sell proceeds fwd1
	Fwd
	= $ 34,233 * 31.50000 MUR/$
	MUR 1,078,340

	e
	Calculate loan payoff2
	 
	= MUR 1,000,000 * (1.06500)
	MUR 1,065,000

	f
	Calculate profit (d-e)
	 
	 
	MUR 13,340


Note: 1 This is the amount you will have available to repay the loan. 2 This is the amount you need to repay.


51) A
Audited financial statements must include footnotes, and the content of the footnotes must be audited. 



52) B
Dividends declared in 2001 are net income less the increase in retained earnings ($800,000 - $300,000 = $500,000). Dividends declared less the increase in dividends payable is dividends paid ($500,000 – ($300,000 - $200,000) = $400,000). Dividends are always cash flow from financing. Note that accounts payable changes are included in cash flow from operations (CFO). 



53) B
Using the indirect method, cash flow from operations (CFO) is net income plus depreciation expense less increase in accounts receivable plus increase in accounts payable (3 + 8 – 1 + 2 =) $12 million. 



54) B
By paying current payables with cash the ratio will increase, for example if the current ratio is currently 1.5, current assets = $3000, current liabilities must equal $2000, if $1000 cash is paid to current liabilities then the new ratio will increase to 2.0 (2000 / 1000). 



55) D
Montana Corp.’s total debt ratio (total debt including current liabilities / total assets) was ((30 + 50 + 40 + 120) / 490 =) 49.0 percent for 2000, and was ((50 + 60 + 60 + 150) / 600 =) 53.3 percent for 2001. The ratio increased 4.3 points from 2000 to 2001. 



56) D
The January 1 balance of common shares outstanding is adjusted retroactively for both stock dividends and stock splits. The weighted average shares outstanding for the year 2001 was (100,000 * 2 * 1.1) = 220,000. 



57) D
To compute Indigo’s basic earnings per share (EPS) ((net income – preferred dividends) / weighted average common shares outstanding), the weighted average common shares must be computed. ((500,000 * 12) + (200,000 * 6) – (100,000 * 3) / 12 =) 575,000. EPS was ($5,600,000 / 575,000 =) $9.74.

For Diluted EPS, assume the bonds were converted on January 1, and that interest payments were not made on the bonds. Increasing net income by the amount of bond interest net of tax effect is ($5,600,000 + ((6,000 * $1,000 * .05) (1 - .40)) =) $5,780,000. Diluted EPS was ($5,780,000 / (575,000 + 120,000) =) $8.32. 



58) A
EBT = SALES - (COGS + SGA)= 12,720 - (2,829.19+3,191)=$6,699.81. 



59) A
EBT = SALES - (COGS + SGA) = 12,720 - (2,004 + 3,191)= $7,525.00. 



60) D
EBT = SALES - (COGS + SGA) = 12,720 - (3,988 + 3,191) = $5,541.00. 



61) B
Ending LIFO Reserve = (LIFO COGS - FIFO COGS) + BEGINING LIFO RESERVE = (6160-4351) + 2309 = $4118. 



62) A
Weighted average = cost of goods available/total units available. COGS = Units sold X wt. ave = 806 X 6.51171 = $5248.44. 



63) A
COGS = (699 X 5)+ (107 X 8) = $4351.00. 



64) C
Ending Inventory = 603 X 8 = $4824.00. 



65) D
Beginning Inventory + Purchases - Ending Inventory = COGS. 



66) A

Depreciation expense=2 x (net book value / years of useful life)

$42,963 = 2 x (($435,000–$48,333)/18)



67) D

Depreciation SYD expensed = (Cost – Salvage) x (Years remaining/Sum of years)

$33,567 = $410,000 x (14/171)



68) B
Cost - Residual = $6,736 - $530 = $6,206 
Sum of years 1+2+3+4 = 10 
YR1 depreciation = (6,206)(4/10) = 2,482.4 
YR2 depreciation = (6,206)(3/10) = 1,861.8 
YR3 depreciation = (6,206)(2/10) = 1,241.2 
Total depreciation through year 3 = $5,585.40 



69) D
Book Value of Asset in Year 3 = (cost - salvage)/4 + salvage = (6,736 - 530)/4 + salvage = $2,081.50. 



70) A
DDB Depreciation in year 2 = .5 (Cost-1st year DDB Depreciation) = .5 (6,736 - 3,368) = $1,684. 



71) D
(Cost - Residual)(% use) 
Cost-residual = $6,736 - $530 = $6,206 
Year 3 depreciation = ($6,206)(.25) = $1,551.50 



72) C
New Depreciation Expense = (Book Value - New Salvage)/3 = (3,633 - 258)/3 = $1,125.00. 



73) C

The average depreciable life = Gross investment / Depreciation expense

11.49 = $2,700,000 / $235,000



74) D

Remaining useful life = (gross investment–accumulated depreciation) / depreciation expense

3.62 = ($2,700,000–$1,850,000) / $235,000



75) A

The average age = accumulated depreciation / depreciation expense

7.87 = $1,850,000 / $235,000



76) A
Given that total assets must equal total liabilities and equity, Willingham’s total asset-to-equity ratio was ((70) / (10 + 16) =) 2.69. If the franchise cost were amortized, 2001 retained earnings would be $12 million higher ($14 million cost less (14 / 7 =) $2 million of amortization). The total asset-to-equity ratio would change to ((70 + 12) / (10 + 16 + 12) =) 2.16. 



77) C

	Capital Lease
	
	Operating Lease
	

	Interest expense
	$18,000
	Rental expense
	$30,000

	Amortization expense
	$20,000
	

	Total: 
	$38,000
	Total : 
	$30,000


Capital lease total expense–Operating lease total expense = $8,000



78) C

The annual depreciation expense on financial statements will be $5,070 = ($25,352/5 years).



79) C

Net income in year one for financial reporting purposes will be $5,495 = [( $14,384 - $5,070)(1 - .41)].



80) C

There are two components of lease obligations, current and noncurrent, reported as liabilities for a capital lease. The current component is the principal portion of the lease payment to be made in the following year. 



81) A
The multiple IRR problem occurs if a project has non-normal cash flows, that is, the project has negative (net) cash flows over its life or at the end of its life. In short, the sign of the net cash flows changes from negative to positive to negative, or vice versa. For the exam, a shortcut to look for is the project cash flows changing signs more than once. Only Project South has this cash flow pattern. The 0 net cash flow in T2 for Project West and likely negative net present value (NPV) for Project East would not necessarily result in multiple IRRs. 



82) C

The calculations are as follows:

                  First, calculate the operating results: 

	ArtFrames Annual Operating Results

	Sales
	$3,500,000

	Variable Costs1
	1,575,000

	 
	1,925,000

	Fixed Costs
	1,050,000

	EBIT
	875,000

	Interest Expense2
	67,500

	 
	807,500

	1Variable costs = 0.45 * 3,500,000 

	2Interest Expense = 0.09 * 750,000


Second, calculate DOL:

DOL = (Sales – Variable Costs) / (Sales – Variable Costs – Fixed Costs)

= (3,500,000 – 1,575,000) / (3,500,000 – 1,575,000 – 1,050,000) = 2.20
Third, calculate DFL:

DFL = EBIT / (EBIT – I) = 875,000 / 807,500 = 1.08.


83) B
One quick (and less than intensive) way to calculate the answer to this on the examination (and is it very important to save time on the examination) is to first calculate the return if all cash, then calculate the margin leverage factor and then finally, multiply the leverage factor times the all cash return to obtain the margin return.

Calculations:
Step 1: Calculate All Cash Return:
Cash Return % = [(Ending Value / Beginning Equity Position) – 1] * 100 
                          = [(($42 * 1,000) /  ($35 * 1,000)) – 1] * 100 = 20%
Step 2: Calculate Leverage Factor:
Leverage Factor = 1 / Initial Margin % = 1 / 0.50 = 2.00
Step 3: Calculate Margin Return:
Margin Transaction Return = All cash return * Leverage Factor = 20% * 2.00 = 40%
Note: You can verify the margin return as follows: 
Margin Return % = [((Ending Value  - Loan Payoff) / Beginning Equity Position) – 1] * 100 
                            = [(([$42 * 1,000] – [$35 * 1,000 * 0.50]) /  ($35 * 0.50 * 1,000)) – 1] * 100 
                         = 40%
 


84) A

Calculations are as follows:
	 
	As of Beginning of Year 1 
	 
	As of End of Year 1

	 
	
	
	
	
	

	 
Stock
	
	
	
	
	

	 Price per Share   (in $) 
	 
# Shares Outstanding
	Market Capitalization (in $)
	Price per Share  (in $)
	 
# Shares Outstanding
	Market Capitalization (in $)

	Rocking
	10
	10,000
	100,000
	15
	10,000
	150,000

	Payton
	50
	5,000
	250,000
	50
	5,000
	250,000

	Strand
	100
	500
	50,000
	85
	500
	42,500

	Total
	
	
	
	
	
	

	160
	 
	400,000
	150
	 
	442,500
	


First, we will calculate the value of the price-weighted index at year-end, and then we will calculate the return on the market-weighted index.
Step 1: Calculate value of the price-weighted index at year-end: 
            Value of price-weighted index = (sum of stock per share prices) / (number of stocks) 
= (15 + 50 + 85) / 3  = 50.0
Step 2:  Calculate the one-year return on the market-weighted index:
First, we will calculate the year-end market-weighted index value, then we will calculate the return percentage.

            Value of market-weighted index = 
[(market capitalizationyear-end) / (market capitalizationbeginning of year)]* Beginning index value
= (442,500 / 400,000) * 100 = 110.625
            One-Year Return = [(Index valueyear-end / Index valuebeginning of year) -1]* 100
= [ (110.625 / 100) – 1] * 100 = 10.625, or approximately 10.6%.
 



85) C
This statement contains correct and incorrect points. A bond index is more difficult to create than an equity index because the universe of bonds is greater than the universe of stocks. The point about pricing difficulties is correct.

The other statements are true. 



86) C
One assumption of efficient markets is that the timing of a news announcement is independent of the timing of other news announcements. The other statements are examples of efficient markets. 



87) A
HPR = [D + (End - Beginning]/Beginning 

.14 = [2 + (30 - P)]/P 

1.14P = 32 so P = $28.07 



88) B

First, we need to calculate the required rate of return. When a stock’s beta equals 1, the required return is equal to the market return, or 10.0%. Thus, ke = 0.10. Alternative:  Using the capital asset pricing model (CAPM), ke = Rf + Beta * (Rm – Rf) = 4.5% + 1 * (10.0% - 4.5%) = 4.5% + 5.5% = 10.0%.

Next, we need to calculate the dividends for years 1 and 2.

· D1 = D0 * (1 + g)   = 2.50 * (1.10) = 2.75 

· D2 = D1 * (1 + g)   = 2.75 * (1.10) = 3.03 

Then, we use the one-year holding period DDM to calculate the present value of the expected stock cash flows (assuming the one-year hold).

·  P0 = [D1/ (1 + ke)] + [P1 / (1 + ke)] = [$2.75 / (1.10)] + [$25.0 / (1.10)] = $25.22. Shortcut: since the growth rate in dividends, g, was equal to ke, the present value of next year’s dividend is equal to last year’s dividend. 

Finally, we use the multi-period DDM to calculate the return for the stock if held for two years.

· P0 = [D1/ (1 + ke)] + [D2/ (1 + ke)2] + [P2 / (1 + ke)2] = [$2.75 / (1.10)] + [$3.03 / (1.10)2] + [$30.0 / (1.10)2] = $29.80. Note: since the growth rate in dividends, g, was equal to ke, the present value of next year’s dividend is equal to last year’s dividend (for periods 1 and 2). Thus, a quick calculation would be 2.5 * 2 + $30.00 / (1.10)2  = 29.80. 



89) D

Phase D represents the Stabilization and Market Maturity Phase. Corporate finance shows that a mature company has a return on equity (ROE) approximately equal to the required rate of return, ke. Then, the formula:
P/E = (dividend payout) / (ke – retention rate * ROE) becomes
                   = (1 – retention rate) / (ke – retention rate * ke) = 1/ke
The other statements are incorrect. The infinite period dividend discount model is most likely not appropriate for a firm in Phase B, which represents the rapid accelerating growth phase (the multi-stage model is best). Remember that the infinite period DDM is most useful for a company with the following assumptions:

· The company pays dividends. 

· Dividends are expected to grow at constant rate. 

· The growth rate continues indefinitely. 

· ke > g. 

Phase B, the Rapid Accelerating Growth phase, is characterized by limited competition and very high sales and profit margin growth. Companies in this phase likely have supernormal growth. Competition increases in Phase C, the mature growth phase. The industry growth rates approach that of the economy in Phase D, Stabilization and Market Maturity. Phase E is the Deceleration of Growth and Decline phase. During this phase, demand shifts away from the industry and growth of substitute products may cause growth rates to be negative.



90) A
First, determine the value of the stock. Then, compare your calculation to the current market price. The assumptions lead us to use the P/E (earnings multiplier) and EPS to calculate the value.

Step 1: Estimate the P/E ratio
· P/E ratio = Dividend Payout / (ke – g) 

· Here, Dividend Payout = (1 – retention rate) = 1 – 0.40 = 0.60 

· G = (retention rate) * ROE = 0.40 * 0.11 = 0.044, or 4.4% 

· P/E = 0.60 / (.125 - .044) = 7.41 

Step 2: Estimate Earnings Per Share (given at $2.75)
Step 3: Calculate value
· P0 = P/E * EPS = 7.41 * $2.75 = $20.378, or approximately $20.40. 

Step 4: Determine under/over valuation
       Since the market value is greater than the estimated value, the stock is overpriced.



91) A
The FCFE is calculated as follows (all amounts in million of $ except per share price):

Step 1: Calculate each year’s FCFE
· FCFE = net income + depreciation – capital expenditures – increase in working capital – principal repayments + new debt issues 

· Year 1: 8.0 + 1.5  – 1.2 - 0.5 - 0.0 + 1.2 = 9.0 

· Year 2: 8.0 * (1.08) + 1.5  – 1.2 - 0.5 - 0.8 + 0.0 = 7.64 

· Year 3: 8.0 * (1.08)2 + 1.5 –1.2 – 0.5 = 9.13 

Step 2: Calculate Present Value of Each Year’s FCFE
· Year 1: 9.0 / (1.13)1  = 7.96, or using calculator, n=1, FV=-9.0, I/Y=13, PMT=0, PV=7.96 

· Year 2: 7.64 / (1.13)2  = 5.98 or using calculator, n=2, FV=-7.64, I/Y=13, PMT=0, PV=5.98 

· Year 3: 9.13 / (1.13)3  = 6.33 or using calculator, n=3, FV=-9.13, I/Y=13, PMT=0, PV=6.33 

Step 3: Calculate Present Value of final cash flow times FCFE multiple
· Value at end of year 3 = FCFE3 * multiple = 9.13 * 32 = 292.2 

· PV = 292.2 / (1.13)3  = 202.5 or using calculator, n=3, FV=-292.2, I/Y=13, PMT=0, PV=202.5 

Step 4: Calculate per share value
·  Add up PV of FCFE and end value and divide by number of shares outstanding = (7.96 + 5.98 + 6.33 + 202.5) / 5 = 44.56 

Step 5: Make Decision
· Since the estimated value of $44.56 < current market price of $48.50, do not purchase. 



92) C
The key to this problem is to find all future cash flows.
N = 5, I/Y = 12, PMT = 100, PV = 0
CPT FV = 635.28 = VALUE OF COUPONS
N = 10, I/Y = 9, PMT = 100, FV= 1000
CPT PV = 1,064.18 = VALUE OF BOND 5 YEARS OUT

Realized Return =
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93) A

If bonds are identical except for maturity and coupon, the one with the longest maturity and lowest coupon will have the greatest duration. The rationale for this is similar to that for price volatility. Duration is approximately equal to the point in years where the investor receives half of the present value of the bond's cash flows. Therefore, the later the cash flows are received, the greater the duration.

The relationship of maturity to duration is direct - the longer the time to maturity, the greater the duration. A longer-term bond pays its cash flows later than a shorter-term bond, increasing the duration. Here, one of the 15-year bonds will have the greatest duration.

The relationship of coupon to duration is indirect - the lower the coupon rate, the greater the duration. A lower coupon bond pays lower annual cash flows than a higher-coupon bond and thus has less influence on duration. Here, the 15-year bond with the lowest coupon (8.00%) will have the greatest duration.



94) C
∆V = -(7) (.01) + 1/2 (100) (.01)2. 



95) C



96) A



97) D



98) D



99) A

	MV = 
	NOI
	CAP = 
	NOI

	
	CAP
	
	MV

	596,000 - 178,800 - 89,400
	=.128

	2,560,000
	




100) D

	MV = 
	NOI 
	

	
	CAP
	

	MV(CAP)=NOI

	600,000 x .2=120,000




101) C
108,660 - 15,714 = 92,886 



102) A
92,886 - 13,322 = 79,564 



103) A
79,564 - 26,664 = 52,919 



104) C
52,919 x .68 = 35,985 



105) D

NI + DEP EXP - PRIN PMT =
35,985 + 13,322 - 6,661 = 42,646



106) A
(Total Market Value/Total Number of Shares)=(432,400/25,000)=17.296=17.30 



107) C

(SP-NAV)/NAV=

(11.80-11.20)/11.20=0.05357



108) B
6,200 x .94 = 5,828 



109) C

Standard deviation of a two-stock portfolio = [W12σ12 + W22σ22 + 2W1W2σ1σ2r1,2]1/2 = 
[(.8)2(.34)2 + (.2)2(.16)2 + 2(.8)(.2)(.34)(.16)(.67)]1/2 = 0.29439



110) C



111) D
The systematic view of risk is that the security’s required risk premium is a function of its systematic, or non diversifiable risk, while the fundamental view of risk is that the security’s risk premium is a function of its total risk. However, the market’s risk premium is not on either axis for either view. The fundamental view plots total risk versus expected return, and the systematic view plots beta (systematic risk) versus expected return. Although both views use the concept of a risk premium over the risk-free rate, the calculation differs. The risk premiumFundamental view = total risk = business risk + financial risk + liquidity risk + exchange rate risk + country risk. The risk premiumsystematic view = Expected ReturnMarket – Nominal ReturnRisk-Free. The equation for the stock’s risk premium is: [Expected ReturnMarket – Nominal ReturnRisk-Free] * Beta. 



112) A
If the capital markets tighten, the SML will shift upward in a parallel manner, resulting in a higher required return. If the capital markets loosen, the SML will shift downward in a parallel fashion, resulting in a decrease in expected return.

All other choices result in a downward shift in the SML. After the lawsuit is “won,” investors would likely view a firm as less risky and would move down along the SML to require a lower return. If economic growth decreases or if inflation decreases, the SML will shift downward in a parallel fashion. Investment growth opportunities are determined by the economy’s long-term growth rate and factor into the real risk-free rate, which is a component of required return. When the growth rate decreases, investors who supply capital require a lower rate of return. 



113) D
Even though these two investment decisions (timing and individual security selection) add value to the portfolio, the real foundation of returns comes from the original asset allocation policy decisions (determining allowable asset classes and weighting these classes). Empirical studies have shown that 85 percent to 95 percent of a portfolio’s total return comes from the asset allocation policy decision.

The other choices describe appropriate actions. The 40 year old attorney is most likely in the consolidation phase of the investing life cycle, and a long time horizon and moderate risk strategy are appropriate. The steps in the four-step portfolio management process are correct and are listed in the correct order. The objective and investments for the endowment fund appear appropriate given the information in the question. Since endowments are tax-exempt, it would not necessarily benefit from tax-exempt securities. 



114) C
According to portfolio theory and the principle of diversification, we would expect that adding more of a security that has a low correlation to an existing portfolio would lower the portfolio risk. Since the correlation between foreign and domestic bonds is low at 0.50, we would expect the risk of the portfolio to decline below 8.00% when we replace domestic bonds with foreign bonds. This narrows the possible correct responses to the two with risk less than 8.00%. In addition, we would expect the return to increase, as the return on foreign bonds is higher than that on domestic bonds, but remain slightly lower than that for the portfolio that is 20% domestic and 80% foreign. We can calculate the estimated portfolio return as the weighted average of returns for the individual asset classes. (0.50 * 12) + (0.50 * 6.5) = 9.25% 



115) B
Markowitz was the first to identify this. The lack of perfect positive or negative correlation gives rise to the efficient frontier shape.

Covariance is a measure of movement, not of risk. A correlation coefficient of zero means that the returns are uncorrelated. A correlation coefficient of negative one means that risk can go to zero. Adding a security with a correlation coefficient of zero may reduce risk, but risk will not be eliminated. Risk increases as the correlation coefficient goes from –1 to +1. Risk decreases as the correlation coefficient goes from +1 to -1. 



116) D
Cook is correct. Since Treasury bills (T-bills) are considered risk-free, we know that the standard deviation of this asset and the correlation between T-bills and the other stocks is 0. Thus, we can calculate the portfolio expected return and standard deviation.

Step 1: Calculate the expected return:
Expected ReturnPortfolio = (wT-bills * ERT-bills) + (wStocks * ERStocks )

= (0.30) * (0.0425) + (1.00 - 0.30) * (0.18) = 0.13875, or 13.875%.

Step 2: Calculate the expected standard deviation:
When combining a risk-free asset and a risky asset (or portfolio of risky assets), the equation for the standard deviation of 1,2 = [(w12)(12) + (w22)(22) + 2w1w212r1,2]1/2 reduces to: Portfolio = [(wStocks)(Stocks)] = 0.70 * 0.06251/2 = 0.17500, or 17.500%. (Remember to convert variance to standard deviation.) 



117) C
By definition, all stocks and portfolios other than M, the market portfolio, fall on or below the CML. Thus, K is not a possible portfolio on this graph. Overvaluation/undervaluation is usually expressed in relation to the SML (security market line). The other statements are true. 



118) A

Diversification reduces unsystematic, or unique risk. With the risk-free asset and a portfolio of risky assets, the equation for the expected standard deviation is linear: wA.  A combination of the risk free asset and a portfolio always gives more return for a given level of risk.  Risk tends to be reduced, but assuming that assets are not perfectly positively correlated, an investor can achieve the benefits of diversification by adding just one security (Markowitz). Studies have shown that approximately 18-30 stocks are needed for proper diversification. The main point is that the number of stocks required is small and is significantly less than all securities (and significantly less than 1,000 securities).



119) C

The Total Dollar Return is calculated as follows:

Step 1: Calculate the value change in the foreign currency:
The dollar depreciated 0.02, so the foreign currency appreciated by 0.02, or 2.0%.

Step 2: Use the Total Dollar return formula to calculate the return:
R$ = { [ 1 + ($coupon + VEND - VBEG) /  VBEG ] * (1 + g) } - 1,

Where R$ = Total dollar return, VEND = Bond value at end of period, VBEG = Bond value at end of period, and g = % change in the dollar value of the foreign currency.

Here, R$ =  { [ 1 + (10.0 + 103.6 – 100.0) / 100.0 ] * (1 + 0.02) } - 1

            =  { [1.13600 ] * (1.02) } - 1

 = 0.15782, or 15.782%


120) A

The equation for the national beta is as follows: 
BetaInternational = (r Foreignmarket, U.S. market) * [(Foreignmarket) / [(U.S. market)] 
BetaA= 0.20 * (0.60 / 0.30) = 0.40; 
BetaB= 0.70 * (0.35 / 0.30) = 0.82
As shown above, the beta for Country A is less than the beta for Country B.  Country A is most likely the emerging market because of its lower correlation with the U.S, the lower Beta, and the higher risk (standard deviation).
Because of the low correlations with the U.S. market, adding either asset to a domestically-only diversified portfolio will reduce risk. The principle of diversification holds even for risky assets.
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Ethics - 18 Questions - 27 minutes



Question: 1 - 10487 

Deloris Johnson, CFA, suspected that her intern, who was working without pay at her brokerage firm, had violated a federal securities regulation. Johnson discussed the matter with her company's legal counsel who said that the intern's conduct was illegal. According to the AIMR Code and Standards of Professional Conduct, Johnson can dissociate herself from this illegal activity by: 

	A)
	transferring supervision of the intern to another person.

	B)
	reporting the activity to the appropriate authorities.

	C)
	reporting the violation to AIMR.

	D)
	telling her intern to stop such conduct.




Question: 2 - 10622 

A bank trust department has three portfolio managers (Diane Cole, Tomas Bermudez, and Anthony Ring) who have been awarded the right to use the CFA designation and one other employee (Diane Takao), who is currently enrolled in the CFA Program. The bank wants to include information about these individuals in a brochure. According to the AIMR Standards of Professional Conduct, which of the following is a proper use the designation in the brochure? 

	A)
	Anthony Ring is a Chartered Financial Analyst who has had 10 years of experience as a portfolio manager.

	B)
	Tomas Bermudez is a CFA-type portfolio manager, who specializes in growth stocks.

	C)
	Diane Takao passed Level II of the CFA examination in 2000 and is currently enrolled to take Level III in 2001.

	D)
	Diane Cole is one of three CFAs in our trust department.




Question: 3 - 10639 

Janet Olson, CFA, is an analyst at Quantech Associates. Olson attended a conference at which Brian Wright presented several proprietary computerized spreadsheets that he had developed to value high-tech stocks. While at the conference, Olson copied the spreadsheets without Wright's knowledge. Later, Olson made several minor changes to Wrights initial model. After testing the revised model, Olson was impressed with the results. As inputs for the model, she used factual materials supplied by Moody's Investors Service, a recognized financial and statistical reporting service. Olson wrote a research report describing the revised model and its results and distributed the report to Quantech's clients. According to the AIMR Standards of Professional Conduct, which of the following actions is Olson required to take? Olson is: 

	A)
	required to seek authorization from Wright to copy the spreadsheets and acknowledge Wright for developing the initial model and Moody's Investors Service as the source of the data.

	B)
	required to acknowledge Moody's Investors Service as the source of the data but is not required to seek the authorization from Wright to copy the spreadsheets or to acknowledge Wright for developing the initial model.

	C)
	not required to seek authorization from Wright to copy the spreadsheets or to acknowledge either Wright for developing the initial model or Moody's Investor's Service as the source of the data.

	D)
	required to seek the authorization from Wright to copy the spreadsheets, acknowledge Wright for developing the initial model but is not required to acknowledge Moody's Investors Service as the source of the data.




Question: 4 - 10654 

Nick O'Donnell, CFA, unsuspectingly joins the research team at Wickett & Co., an investment banking firm controlled by organized crime. None of the managers at Wickett are AIMR members. During his first day on the job he is asked by his boss, "What does CFA stand for?" In this instance he should: 

	A)
	quit immediately and begin looking for a new job.

	B)
	report Wickett to the relevant regulatory authorities.

	C)
	deliver a copy of the Code and Standards to his employer and inform them that he is obligated to comply with the contents thereof.

	D)
	explain what CFA stands for and explain the requirements that have been met to become an AIMR member.




Question: 5 - 10681 

The following scenarios refer to two analysts who are employed at Global Securities, a large brokerage firm.

· Paula Linstrom, CFA, is instructed by her supervisor to write a research report on Delta Enterprises. Delta's stock is widely held by institutional and individual investors. Although Linstrom does not own any of Delta's stocks, she believes that one of her friends may own 10 shares of Delta. The stock currently sells for $25 dollars a share. Linstrom does not believe that informing her employer about her friend's possible ownership of Delta shares is necessary. 

· Hershel Wadel, a member of AIMR, is asked by his supervisor to write a research report on Gamma Company. Wadel's wife inherited 500 shares of Gamma Company from her father when he died five years ago. Gamma stock currently sells for $35 a share. Wadel does not believe that informing his employer about his wife's ownership of Gamma shares is necessary. 

According to the AIMR Standards of Professional Conduct, which the following statements about Linstrom and Wadel's conduct is TRUE?
	A)
	Both Linstrom and Wadel violated the Standards.

	B)
	Wadel violated the Standards, but Linstrom did not.

	C)
	Neither Linstrom nor Wadel violated the standards

	D)
	Linstrom violated the Standards, but Wadel did not.




Question: 6 - 10725 

According to the AIMR Standards of Professional Conduct, which of the following is NOT a compliance procedure for maintaining independence and objectivity in making investment recommendations or taking investment action? 

	A)
	Disclose personal holdings and beneficial ownerships.

	B)
	Create a restricted list so that the firm disseminates only factual information about a controversial company.

	C)
	Disclose all corporate relationships such as directorships and underwriting arrangements.

	D)
	Maintain files to support investment recommendations.




Question: 7 - 10741 

Tony Calaveccio, CFA, is the manager of the TrustCo Small Cap Venture Fund in Toronto. He places trades for the fund with Canadian Brokerage. Canadian provides Calaveccio with soft dollars to purchase research. He uses these soft dollars to get research reports from Canadian's research department regarding the issues currently held in the small cap portfolio, and also for firms he is contemplating adding to the portfolio. These actions are: 

	A)
	not in violation of the Code and Standards.

	B)
	in violation of his fiduciary duties insofar as both the currently held issue research and research concerning issues contemplated for purchase.

	C)
	in violation of his fiduciary duties insofar as the contemplated issues are concerned but not so regarding research concerning currently held issues.

	D)
	in violation of his fiduciary duties insofar as the currently held issues are concerned but not so regarding research concerning issues contemplated for purchase.




Question: 8 - 10745 

Marc Randall, CFA, is an investment analyst. During a meeting with a potential client, Randall's boss states that, "You can be sure our investments will always outperform Treasury Bonds because of our fine research staff members, like Marc." Randall knows that this statement is: 

	A)
	a violation of the Standard concerning prohibition against misrepresentation.

	B)
	a violation of fiduciary duties owed to clients under the Standards.

	C)
	a violation of the Standard concerning the use of nonpublic information, since shares can be manipulated to obtain the desired return.

	D)
	not in violation of the Code and Standards.




Question: 9 - 29527 

Joanna Burgess, CFA, prepared a research report on Lighthouse, Inc. for public distribution. The entire focus of the report was on the economy in general and the prediction that the computer chip industry would be carried along by the strong economy. The report concluded by stating that Lighthouse, a computer chip manufacturer, was significantly posed for future growth and predicted that Lighthouse’s stock price would double in the next year.

Burgess’ report: 
	A)
	violates the Code and Standards because it predicts that Lighthouse's stock price will double in the next year. 

	B)
	violates the Code and Standards because it was distributed beyond Burgess' own clients.

	C)
	violates the Code and Standards because it does not indicate the basic characteristics of Lighthouse, Inc.

	D)
	does not violate the Code and Standards.




Question: 10 - 29528 

Heidi Krueger, CFA, has discretionary authority over the accounts of Johnson, for whom she manages a portfolio of energy stocks, and Osaki, for whom she manages a diversified portfolio of domestic and international stocks. Krueger always seeks the best price and execution and has disclosed to all of her clients the process she follows to make use of soft dollars and apply them for the benefit of her clients.

In the year 2000, Krueger applied soft dollars generated from the Johnson and Osaki accounts to purchase a report on the economic impact of world events, to purchase an analysis of the domestic steel industry, and to purchase a new conference table for her office.

Krueger was in compliance with the Code and Standards in the year 2000: 
	A)
	only if she had not used soft dollars to pay for the conference table and had not used soft dollars from the trading of Johnson's account to pay for the report on the domestic steel industry.

	B)
	only if she had not used soft dollars to pay for the conference table.

	C)
	because she disclosed her use of soft dollars and applied them for the direct and indirect benefit of her clients.

	D)
	only if she provided a summary of her soft dollar spending to her clients with their annual account statements.




Question: 11 - 29529 

Millie Walker, CFA, established an aggressive growth portfolio for her client, Jesse Wilmer, in December 2000. Wilmer was placed on Walker’s employer’s client mailing list, and received monthly account statements and the firm’s newsletter, which regularly informed clients that they should contact their account representative with any change in their personal circumstances or investment objectives. As of January, 2002, Walker had not spoken to Wilmer nor received any correspondence from Wilmer since the account was established.

Walker has: 
	A)
	not violated the Code and Standards because there has been regular correspondence from Walker's firm to Wilmer. 

	B)
	not violated the Code and Standards because Wilmer has been reminded regularly about the opportunity to inform Walker about any changes. 

	C)
	not violated the Code and Standards because there is no requirement for ongoing communication between client and portfolio manager. 

	D)
	violated the Code and Standards because the manager has not performed an update of Wilmer's financial situation and investment objectives.




Question: 12 - 29530 

On October 25, 2001 Bjorn Sandvik, CFA, completed a research report with a buy recommendation for Acorn Properties. In the early afternoon of October 25, Sandvik e-mailed this recommendation to his clients who had responded to his request that they provide Sandvik with their e-mail addresses. Later that afternoon, the printed recommendation was forwarded to the postal service for normal delivery to all customers, who received the mailing from 1 to 3 days later.

Sandvik has: 
	A)
	not violated the Code and Standards because members are not required to disseminate research recommendations to their clients according to any definite standard. 

	B)
	not violated the Code and Standards because he acted fairly in disseminating research information to his clients.

	C)
	violated the Code and Standards by sending the e-mail recommendation in advance of the printed report. 

	D)
	violated the Code and Standards by sending the e-mail recommendation to only some of his clients. Until they all provide him with e-mail addresses, he should treat them equally and use only standard mail for all.




Question: 13 - 29531 

Mary Okasaki, CFA, was approached by her client, Robert Jordan, about his interest in making a charitable contribution to a charity that would benefit children. He told her that he wanted the donation to be $100,000, that he wanted to donate appreciated securities from his account with Okasaki, and that he wanted the contribution to bring him tax advantages.

Okasaki will: 
	A)
	violate the Code and Standards if she informs the local director of Children's Charity that the director should call Jordan about a possible donation.

	B)
	not violate the Code and Standards if she informs the local director of Children's Charity that her client, Robert Jordan, is interested in making a significant contribution to the charity and that Jordan will be contacting the charity. 

	C)
	violate the Code and Standards if she informs the local director of Children's Charities that she has an unnamed client who is interested in making a significant contribution to the charity and that the client will be contacting the charity. 

	D)
	not violate the Code and Standards if she arranges a lunch meeting with the local director of Children's Charities and tells the director Jordan's name but no other details until they are in the meeting. 




Question: 14 - 29532 

Laura Field, CFA, is a representative of Valley Investments. Valley owns a significant position in Datatronics, a regional company whose stock Valley acquired upon Datatronic’s initial public offering some years ago. Most portfolios managed by Valley on behalf of its clients also included Datatronics stock. Field had a meeting with a prospect during which she discussed potential positions the firm might place in her portfolio. She did not mention Valley’s position in Datatronics.

Field has: 

	A)
	violated the Code and Standards in not disclosing the firm's position in Datatronics only if Datatronics stock were to be placed in the prospect's portfolio.

	B)
	violated the Code and Standards in not disclosing the firm's position in Datatronics.

	C)
	not violated the Code and Standards because the firm's ownership of Datatronics could not reasonably be expected to impair Field's ability to make unbiased recommendations.

	D)
	not violated the Code and Standards because Field did not personally own any Datatronics stock.




Question: 15 - 29533 

Vijay Gill, CFA, leases office space from Land Bank in exchange for an agreement that Gill will pay Land 20 percent of any fees paid by Land customers to Gill for investment management services. Gill has also retained Bloom Advisors to act as subadvisor for Gill’s clients. Under the terms of their agreement, Gill pays Bloom 0.25 percent annually of Gill’s assets under management.

Next week, Gill is meeting with Randolph Singh, a Land Bank customer, who is interested in Gill’s asset management services.

Gill: 
	A)
	must disclose to Singh the terms of the arrangements he has with both Land Bank and Bloom Advisors.

	B)
	must disclose to Singh the terms of the Land Bank referral arrangement, but is not required to disclose the subadvisor arrangement with Bloom Advisors. 

	C)
	must disclose to Singh the terms of the subadvisor arrangement with Bloom Advisors, but is not required to disclose the terms of the referral arrangement with Land Bank. 

	D)
	is not required to disclose either the Land Bank or Bloom Advisors arrangements, but may disclose them if Gill chooses to do so. 




Question: 16 - 29534 

Tyler Kendhammer, CFA, represents Progressive Investments. Kendhammer’s friend has given Kendhammer a copy of a memorandum written between two senior executives at the Golden Bakery Company concerning the possible merger of their company with Southern Baking. According to Kendhammer’s friend, the memorandum was given to him by a maintenance worker at Golden who observed it in the office of one of Golden’s senior executives.

Kendhammer would like to acquire shares of Golden Bakery on behalf of Progressive’s clients. Kendhammer should: 
	A)
	not acquire the shares until he has contacted Golden Bakery's management and encouraged them to publicly announce the merger discussions.

	B)
	not acquire the shares until he has contacted Golden Bakery's management and encouraged them to publicly announce the merger discussions. He should also wait until they have made the announcement and the public has had an opportunity to react to it.

	C)
	proceed to acquire the shares. 

	D)
	not acquire the shares.




Question: 17 - 29535 

With respect to AIMR’s Performance Presentation Standards (PPS), members of AIMR are: 

	A)
	encouraged to adopt them.

	B)
	required to adopt them.

	C)
	informed of the standards and may adopt them if they so choose.

	D)
	required to adopt them within five years of membership.




Question: 18 - 29536 

Under AIMR Performance Presentation Standards (PPS), all of the following must be included in the calculation of investment returns EXCEPT: 

	A)
	interest on cash equivalents.

	B)
	expenses of trading.

	C)
	investment management fees.

	D)
	unrealized gains.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 20969 

A company recently took out a $25,000 loan with interest payable at the rate of 9 percent, compounded annually. The loan is to be paid off in one lump sum, at the end of 3 years. Given it is to include both principal and interest, what will be the amount of the loan payment? 
	A)
	$27,250.

	B)
	$31,750.

	C)
	$34,000.

	D)
	$32,376.




Question: 20 - 29079 

Assume an investor purchases a stock for $50. One year later, the stock is worth $60. After one more year, the stock price has fallen to the original price of $50. Calculate the continuously compounded return for year 1 and year 2. The continuously compounded return: 

	A)
	is equal for both years.

	B)
	is based on the relationship between the change in the asset's ending price and its starting price.

	C)
	for year 2 is 16.67%.

	D)
	for year 1 is 18.23%.




Question: 21 - 29080 

Jeurg Moroder was recently accepted as a freshman intern with Modelation Consultants, a prestigious econometrics firm. Before he begins the internship, he wants to familiarize himself with Monte Carlo and historical simulations. His classmate, Korey Leddy, lends Moroder his Level 1 CFA Study Notes and creates the following question to test his understanding. Moroder will least impress his employer with which of the following statements? 

	A)
	Monte Carlo simulations use a random number generator to create "what if" scenarios; historical simulations use historical data to generate "what if" scenarios.

	B)
	Historical simulation cannot take into account the effect of significant events that did not occur during the sample period. 

	C)
	A Monte Carlo simulation can be used to determine the success of a particular trading strategy or to estimate the distribution of the return of a portfolio composed of assets that do not have normally distributed returns.

	D)
	A historical simulation is useful for determining the distribution of monthly returns on a particular class of bonds.




Question: 22 - 29086 

Claude Bellow, CFA, is an analyst with a real-estate focused investment firm. Today, one of the partners e-mails Bellow the following table and requests that he look into the reward-to-variability ratios of two asset classes. The table below gives five years of annual returns for Marley REIT (real estate investment trust) and a large urban apartment building. Marley REIT invests in commercial properties. The risk-free rate is 5.0 percent and the firm’s threshold rate for this type is investment is 5.70 percent. (Note: For this question, calculate the mean returns using the arithmetic mean.)

	Table 1:  Annual returns (in %)

	Asset
	
	
	
	
	

	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	

	Marley REIT
	15.0
	8.0
	13.0
	9.0
	13.0

	Apartment Bldg
	10.0
	-1.0
	8.0
	8.0
	9.0


One of the office assistants begins to “run some numbers,” but is then called away to an important meeting. So far, the assistant has calculated the standard deviation of the apartment building returns at 3.97% and the variance of the REIT returns at 7.04%. (He assumed that the returns given represent the entire population of returns.) Now, Bellow must finish the work. 

 Bellow should conclude that the:

	A)
	safety-first ratio for the REIT is 2.49.

	B)
	partner is asking Bellow to select the investment with the minimal probability that the return falls below 5.70%.

	C)
	REIT's excess return over the risk free rate is 5.90%.

	D)
	REIT has a higher excess return per unit of risk than the apartment building has per unit of risk.




Question: 23 - 29087 

Which of the following statements about kurtosis is TRUE? 

	A)
	Most investors perceive a leptokurtic distribution as riskier than a platykurtic distribution.

	B)
	Kurtosis is critical to risk management because most risk managers put more emphasis on the standard deviation of a distribution than the distribution of returns in the tail.

	C)
	A distribution that is less peaked (flatter) than normal is leptokurtic.

	D)
	For all normal distributions, kurtosis equals 3, and excess kurtosis is kurtosis plus 3.




Question: 24 - 29089 

Claude Bellow, CFA, is an analyst with a real-estate focused investment firm. He asks his assistant to gather annual return information on an area commercial building and on a REIT (real estate investment trust) with diverse holdings. The following tables summarize the information.

	Table 1:  Annual returns (in %)

	Asset
	
	
	
	
	

	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	

	REIT
	15.5
	11.0
	5.0
	-3.0
	13.0

	Commercial Bldg
	12.0
	-5.0
	-3.0
	15.0
	15.0


 
	Table 2: Mean and Dispersion Information

	Asset
	Mean Return*
	Variance

	REIT
	8.3%
	43.96

	Commercial Bldg
	6.8%
	79.36


* Calculated using the arithmetic mean.
Determine which of the following statements is FALSE.

	A)
	The coefficient of variation of the REIT returns is approximately 0.80.

	B)
	The mean of the squared deviations from the arithmetic mean of the REIT is less than that of the commercial building.

	C)
	There is more dispersion relative to the mean in the distribution of the REIT returns when compared to the distribution of the returns for the commercial building.

	D)
	The 2nd quartile for the distribution of the REIT returns is 11.0%.




Question: 25 - 29093 

Following is the population of temperatures (in degrees Celsius) observed during a ten-day period of January taken in San Francisco at the Ferry Building.  
	Day/oC
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	High
	9
	11
	13
	14
	13
	13
	11
	14
	15
	17

	Low
	3
	6
	6
	7
	10
	10
	9
	6
	8
	4 


The population of high temperatures is normally distributed with a median of 13oC and a variance of 4.60oC. The population of low temperatures is positively skewed with a median of 6.5oC and a variance of 5.09oC.
Assume that a sample of the data consists of the reading on even-numbered days (high and low temperatures are separate samples). Which of the following statements is FALSE? For the:
	A)
	high temperatures, the sample mean is greater than the population mean.

	B)
	low temperatures, the population standard deviation is less than the sample standard deviation.

	C)
	high temperatures, the sample variance is greater than the population variance. 

	D)
	low temperatures, the mean is greater than 6.5oC.




Question: 26 - 29095 

Trina Romel, mutual fund manager, is taking over a poor-performing fund from a colleague. Romel wants to calculate the return on the portfolio. Over the last five years, the fund’s annual percentage returns were: 25, 15, 12, -8, and –14. The fund’s geometric return is closest to: 
	A)
	12.86%.

	B)
	4.96%.

	C)
	6.00%.

	D)
	13.82%.




Question: 27 - 29100 

Abbey Conti, CFA, is an options trader interested in increasing her return on put options. She develops a model that uses the magnitude of the Price Earnings (P/E) ratio to forecast whether a stock’s price will increase or decrease in the next period. She is tracking a group of 30 middle market firms. After using her model and researching historical data, Conti determines the following:
· 60% of firms with a P/E ratio of greater than 30 experience a price decrease in the next period. 
· 30% of firms with a P/E ratio of greater than 30 experience a price increase in the next period. 

· The probability that a firm in the sample will experience a price decrease in the next period is 0.40. 

Conti randomly selects a stock from the sample. Given that the stock has a P/E of greater than 30, the probability that the stock price will decline next period is approximately: 

	A)
	0.43.

	B)
	0.18.

	C)
	0.57.

	D)
	0.65.




Question: 28 - 29112 

Which of the following statements about probability distributions is FALSE? 

	A)
	For a probability distribution for the number of days the air pollution is above a specified level, p(x) = 0 when x cannot occur, or p(x) > 0 when it can.

	B)
	A cumulative distribution function gives the probability that a random variable takes a value equal to or greater than a given number.

	C)
	For a probability distribution for the specific level of air pollution on a given day, p(x) = 0 even if x can occur.

	D)
	A discrete random variable is one where it is possible to list all possible outcomes and each outcome is measurable and positive.




You are testing to see if the mean of a population is less than 133. A random sample of 50 observations had a mean of 130. Assume a standard deviation of 5. The test is to be made at the 2% significance level. You will need to refer to the partial normal table below.
	z 
	0.00 
	0.01 
	0.02 
	0.03 
	0.04 
	0.05 
	0.06 

	0.0 
	0.0000 
	0.0040 
	0.0080 
	0.0120 
	0.0160 
	0.0199 
	0.0239 

	0.1 
	0.0398 
	0.0438 
	0.0478 
	0.0517 
	0.0557 
	0.0596 
	0.0636 

	0.2 
	0.0793 
	0.0832 
	0.0871 
	0.0910 
	0.0948 
	0.0987 
	0.1026 

	0.3 
	0.1179 
	0.1217 
	0.1255 
	0.1293 
	0.1331 
	0.1368 
	0.1406 

	| 
	| 
	| 
	| 
	| 
	| 
	| 
	| 

	1.7 
	0.4554 
	0.4564 
	0.4573 
	0.4582 
	0.4591 
	0.4599 
	0.4608 

	1.8 
	0.4641 
	0.4649 
	0.4656 
	0.4664 
	0.4671 
	0.4678 
	0.4686 

	1.9 
	0.4713 
	0.4719 
	0.4726 
	0.4732 
	0.4738 
	0.4744 
	0.4750 

	2.0 
	0.4772 
	0.4778 
	0.4783 
	0.4788 
	0.4793 
	0.4798 
	0.4803 

	2.1 
	0.4821 
	0.4826 
	0.4830 
	0.4834 
	0.4838 
	0.4842 
	0.4846 

	2.2 
	0.4861 
	0.4864 
	0.4868 
	0.4871 
	0.4875 
	0.4878 
	0.4881 

	2.3 
	0.4893 
	0.4896 
	0.4898 
	0.4901 
	0.4904 
	0.4906 
	0.4909 

	2.4 
	0.4918 
	0.4920 
	0.4922 
	0.4925 
	0.4927 
	0.4929 
	0.4931 


Question: 29 - 18627 

The null hypothesis is: 

	A)
	P > 133

	B)
	P = or < 133

	C)
	P = or > 133

	D)
	P = 133


Question: 30 - 18627 

The calculated test statistic is: 

	A)
	-4.24

	B)
	+1.33

	C)
	-1.33

	D)
	-3.00


Question: 31 - 18627 

The critical value is: 

	A)
	2.17

	B)
	-2.38

	C)
	-2.05

	D)
	2.47


Question: 32 - 18627 

You should: 

	A)
	accept the null hypothesis.

	B)
	reject the alternative hypothesis.

	C)
	reject the null hypothesis.

	D)
	Cannot be determined with the information given.




Question: 33 - 29190 

Which of the following statements regarding the central limit theorem (CLT) is INCORRECT? The CLT: 

	A)
	states that for a population with mean μ and variance σ2, the sampling distribution of the sample means of all possible sample sizes will be approximately normally distributed. 

	B)
	holds for any population distribution, assuming a large sample size. 

	C)
	holds that if the sample size is greater than 30, the sampling distribution of the sample means will be approximately normal.

	D)
	gives the variance of the distribution of sample means at σ2 / n, where n is the sample size.




Question: 34 - 29196 

Kyra Mosby, M.D., has a patient who is complaining of severe abdominal pain. Based on an examination and the results from laboratory tests, Mosby states the following diagnosis hypothesis: Ho: Appendicitis, HA: Not Appendicitis. Dr. Mosby removes the patient’s appendix and the patient still complains of pain. Subsequent tests show that the gall bladder was causing the problem. By taking out the patient’s appendix, Dr. Mosby: 

	A)
	made a Type I error.

	B)
	made a Type II error.

	C)
	is correct.

	D)
	made a power error.




Question: 35 - 29200 

Brandee Shoffield is the public relations manager for Night Train Express, an arena football franchise. Shoffield is trying to sell advertising spots and wants to know if she can say with 90 percent confidence that the home game attendance is greater than 3,000 (attendance is approximately normally distributed). A sample of 15 of the last 25 home games results in a mean attendance of 3,150 and a standard deviation of 450. Which of the following statements is TRUE? 

	A)
	The calculated Z-statistic is 1.291.

	B)
	The p-value is greater than 0.10.

	C)
	Shoffield's decision to fail to reject the null hypothesis is an example of a Type II error.

	D)
	There is no test statistic for an unknown variance and a small sample size.




Question: 36 - 29207 

Nicki Oronos wants to take a certain graduate school admissions examination for which 1200 is a passing score. While using the Internet to research the average number of hours that candidates study, she finds the following unpublished regression-based study:

· Sample size of 40 

· Significance level of 5% 

· Mean score of 1400 

· Correlation Coefficient (ρ) of 0.8062 

· Intercept of 200 hours 

· Beta of 2.5 

· Variance of the forecast of 32,806 (based on 450 hours studied) 

Which of the following statements about the regression study is FALSE?

	A)
	The model predicts that a candidate who studies 350 hours will not pass the exam.

	B)
	If the regression equation is correct, a candidate should study a minimum of 400 hours to pass the exam.

	C)
	There is a positive relationship between the number of hours studied and the candidate's score on the examination.

	D)
	The number of hours studied do not explain approximately 20% of the variation in the exam score.




Economics - 14 Questions - 21 minutes



Question: 37 - 12296 

Which of the following statements about a fractional reserve system is FALSE? Under a fractional reserve banking system: 

	A)
	the amount of cash and other required reserves limits the ability of banks to expand the money supply.

	B)
	an increase in the reserve requirements increases the supply of money.

	C)
	banks are required to maintain only a fraction of their deposits in the form of cash and other reserves.

	D)
	the central bank can use reserve requirements as a monetary tool to influence the money supply.




Question: 38 - 12319 

The Federal Reserve's (Fed) most commonly used tool to influence the money supply is: 

	A)
	changing the margin percentage.

	B)
	changing the discount rate.

	C)
	open market operations.

	D)
	changing required reserve ratio.




Question: 39 - 12323 

If a central bank wants to implement expansionary monetary policy, how would the central bank use the following monetary tools? 

	A)
	Reserve Requirements
Open Market Operations
Discount Rate
Lower
Buy additional government securities
Lower


	B)
	Reserve Requirements
Open Market Operations
Discount Rate
Lower
Sell previous purchased government securities
Raise


	C)
	Reserve Requirements
Open Market Operations
Discount Rate
Raise
Sell previously purchased government securities
Raise


	D)
	Reserve Requirements
Open Market Operations
Discount Rate
Raise
Buy additional government securities
Lower





Question: 40 - 12420 

The natural rate of unemployment exists when: 

	A)
	the economy operates below full capacity.

	B)
	frictional unemployment is zero.

	C)
	structural unemployment is zero.

	D)
	the economy operates at full capicity.




Question: 41 - 12492 

Which of the following statements about difficulties in achieving proper timing of changes in fiscal policy in a counter-cyclical manner is most correct? 

	A)
	A lag exists between when in fiscal policy is needed and when policymakers widely recognize its need.

	B)
	A lag exists between when policymakers recognize the need for a fiscal policy change and the time when the change is actually instituted.

	C)
	A lag exists between when the change is instituted and when the affects work their way through the economy.

	D)
	All of these options are correct.




Question: 42 - 12504 

Most economists now accept which of the following implications of fiscal policy? 

	A)
	The ability of fiscal policy to influence real output is more limited than the basic Keynesian model suggests.

	B)
	Expansionary fiscal policy is ineffective during a severe recession.

	C)
	Expansionary monetary policy is a very effective anti-inflation weapon.

	D)
	Fiscal policy is an effective device with which to smooth even minor economic fluctuations.




Question: 43 - 12507 

According to which of the following models will a decrease in government spending and/or an increase in taxes lead to a decrease in aggregate demand? 

	A)
	Supply-side model.

	B)
	Crowding-out model.

	C)
	New classical model.

	D)
	Basic Keynesian model.




Question: 44 - 12542 

If the money interest rate is measured on the y-axis and the quantity of money is measured on the x-axis, the demand for money is: 

	A)
	vertical.

	B)
	horizontal.

	C)
	downward sloping to the lower right.

	D)
	upward sloping to the upper right.




Question: 45 - 12561 

Evidence suggests that the short-run impact of an unexpected shift to a restrictive monetary policy would be: 

	A)
	increased output, increased inflation rate, and decreased real interest rates.

	B)
	decreased output, increased inflation rate, and decreased real interest rates.

	C)
	decreased output, decreased inflation rate, and increased real interest rates.

	D)
	increased output, decreased inflation rate, and increased real interest rates.




Question: 46 - 12565 

Which of the following situations regarding the short-run effects of an anticipated shift to a more restrictive monetary policy is most likely? 

	A)
	Inflation Rate
Real Output and Employment
Real Interest Rate
Small increase
Increase
Decrease


	B)
	Inflation Rate
Real Output and Employment
Real Interest Rate
Decrease
No change
No change


	C)
	Inflation Rate
Real Output and Employment
Real Interest Rate
Increase
No change
No change


	D)
	Inflation Rate
Real Output and Employment
Real Interest Rate
Small decrease
Decrease
Increase





Question: 47 - 12691 

The sum of the explicit and implicit costs incurred by the employment of all necessary productive inputs used by a firm is called the: 

	A)
	economic cost.

	B)
	relevant cost.

	C)
	production cost.

	D)
	total cost.




Question: 48 - 12729 

Which of the following are primary factors influencing the price elasticity of demand for a product? 

	A)
	Consumer income and proportion of one's budget spent on the product.

	B)
	Availability of substitute goods and changes in consumer price expectations.

	C)
	The proportion of one's budget spent on the product and availability of substitute goods.

	D)
	The proportion of one's budget spent on the product and changes in consumer price expectations.




Question: 49 - 12766 

When a firm operates under conditions of pure competition, marginal revenue always equals: 

	A)
	average variable cost.

	B)
	price.

	C)
	one divided by elasticity of the market demand curve.

	D)
	total cost.




Question: 50 - 29063 

The spot and 30-day forward rates for the Euro are $1.1525 and $1.1015, respectively. The Euro is selling at a forward: 

	A)
	premium of $0.051.

	B)
	discount of $0.051.

	C)
	differential of 51 points.

	D)
	discount of 0.956%.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 29537 

Independent auditors do all of the following with respect to a company’s financial statements EXCEPT: 

	A)
	provide an opinion concerning their fairness and reliability.

	B)
	prepare and accept responsibility for them.

	C)
	perform an independent review of them.

	D)
	confirm assets and liabilities contained in them.




Question: 52 - 29538 

Convenience Travel Corp.’s financial information for the year ended December 31, 2000 included the following:
	Property Plant & Equipment
	$15,000,000

	Accumulated Depreciation
	  9,000,000


The only asset owned by Convenience Travel in 2001 was a corporate jet airplane.  The airplane was being depreciated over a 15-year period on a straight-line basis at a rate of $1,000,000 per year.  
On December 31, 2001 Convenience Travel sold the airplane for $10,000,000 cash.  Net income for the year ended December 31, 2001 was $12,000,000.
Based on the above information, and ignoring taxes, what is cash flow from operations (CFO) for Convenience Travel for the year ended December 31, 2001?

	A)
	$13,000,000.

	B)
	$11,000,000.

	C)
	$12,000,000.

	D)
	$8,000,000.




Question: 53 - 14689 

Which of the following would best explain a situation where the ratio of "net income to total equity" for a firm is higher than the industry average, while the ratio of "net income to total assets" is lower than the industry average? The firm's: 

	A)
	net profit margin is higher than the industry average.

	B)
	asset turnover is higher than the industry average.

	C)
	debt ratio is higher than the industry average.

	D)
	price/earnings ratio must be lower than the industry average. 




Question: 54 - 29539 

Jersey, Inc.’s financial information included the following for its year ended December 31, 2001:

· 160,000 shares of common stock were outstanding for all of 2001. 
· 18,000 shares of 10 percent $100 par value cumulative preferred stock were outstanding for all of 2000 and 2001. 

· There were no other stock transactions. 
· Common stock dividends paid in 2001 were $240,000. 
· All preferred stock dividends were paid in 2001 and an arrearage of half of the preferred stock dividends that remained unpaid from 2000 were also paid in 2001. 
· Net income for 2001 was $720,000. 
Calculate basic earnings per share (EPS) for Jersey, Inc. for the year ended December 31, 2001.
	A)
	$3.37.

	B)
	$1.31.

	C)
	$4.50.

	D)
	$2.81.




Question: 55 - 29540 

Selected information from Jupiter Corp.’s financial activities in the year 2001 is as follows:
· Net income was 18,300,000. 
· 115,000 shares of common stock were outstanding on January 1. 
· The average market price per share was $150 in 2001. 
· Dividends were paid in 2001. 
· 200 options, which allow the holder to purchase 100 shares of common stock at an exercise price of $100 per common share, were outstanding the entire year. 
· 60,000 shares of common stock were issued on April 1. 
· 45,000 shares of common stock were purchased by the company as treasury stock on October 1. 
Jupiter Corp.’s Diluted earnings per share (Diluted EPS) for 2001 was closest to:
	A)
	$117.75.

	B)
	$123.02.

	C)
	$159.13.

	D)
	$113.28.




Question: 56 - 14734 

Which of the following combinations of accounting practices will lead to the highest reported earnings in an inflationary environment? 

	A)
	Depreciation Method
Inventory Method
straight-line
FIFO


	B)
	Depreciation Method
Inventory Method
double declining balance
FIFO


	C)
	Depreciation Method
Inventory Method
double declining balance
LIFO


	D)
	Depreciation Method
Inventory Method
straight-line
LIFO





	
	Units
	Unit Price

	Beginning Inventory
	699
	$5.00

	Purchases
	710
	$8.00

	Sales
	806
	$15.00

	SGA Expenses
	$3,141 per annum
	  


Question: 57 - 14763 

What are the Earnings Before taxes using the Weighted Average Method?
	A)
	$4,598.00.

	B)
	$3,700.56.

	C)
	$3,589.54.

	D)
	$2,789.00.


Question: 58 - 14763 

What are the Earnings Before taxes using the FIFO Method?
	A)
	$3,700.56.

	B)
	$4,598.00.

	C)
	$2,705.33.

	D)
	$2,789.00.


Question: 59 - 14763 

What are the Earnings Before taxes using the Last in First Out (LIFO) Method?
	A)
	$2,789.00.

	B)
	$3,700.56.

	C)
	$2,928.45.

	D)
	$4,460.06.




Question: 60 - 14792 

In 2000, Torrence Co. had a beginning inventory of $19,429, and made purchases of $ 17,277. If the ending inventory level was $18,903, what was Cost of Goods Sold for year 2000? 

	A)
	$16,751.

	B)
	$17,803.

	C)
	$526.

	D)
	$17,277.




	
	Units
	Unit Price

	Beginning Inventory
	559
	$1.00

	Purchases
	785
	$5.00

	Sales
	848
	$15.00

	SGA Expenses
	$3,191 per annum
	--


Question: 61 - 14801 

What is the Cost of Goods Sold using the Weighted Average Method?
	A)
	$2,004.00.

	B)
	$3,988.00.

	C)
	$2,829.19.

	D)
	$2,687.73.


Question: 62 - 14801 

What is the Cost of Goods Sold using the First in First Out (FIFO) Method?
	A)
	$2,829.19.

	B)
	$8,732.00.

	C)
	$1,903.80.

	D)
	$2,004.00.


Question: 63 - 14801 

What is the ending inventory level in dollars using the FIFO Method?
	A)
	$2,356.00.

	B)
	$3,988.00.

	C)
	$2,829.19.

	D)
	$2,480.00.




During the current year, a firm has been constructing a building to be used for its production facility. The average cost of the building in process is $1,250,000. The firm has borrowed $600,000 at 7 percent interest to finance this construction. It has $2,500,000 of 10 percent debentures and $800,000 of 8 percent mortgage debt outstanding.
Question: 64 - 14870 

What is the capitalized (added to cost of building) construction cost?
	A)
	$87,500.

	B)
	$250,000.

	C)
	$68,000.

	D)
	$107,000.


Question: 65 - 14870 

What is the total interest expense?

	A)
	$360,000.

	B)
	$318,000.

	C)
	$107,000.

	D)
	$253,000.




· Cost of the Asset is $5,988 

· Estimated useful life is 4.00 years (or 56,000 units) 

· You estimate the residual value of the asset at $514 

· For the purposes of product-output depreciation calculations, use the following data: 

· Year 1 - 30% 

· Year 2 - 25% 

· Year 3 - 25% 

· Year 4 - 2-% 

Question: 66 - 14890 

Using the Double-Declining Balance Method, what is the Depreciation in Year 2?
	A)
	$748.50.

	B)
	$1,642.20.

	C)
	$1,497.00.

	D)
	$2,994.00.


Question: 67 - 14890 

Using the Product Output Method, what is the correct Depreciation in Year 3?
	A)
	$1,094.80.

	B)
	$1,368.50.

	C)
	$1,642.20.

	D)
	$1,094.80.


Question: 68 - 14890 

Using the Sum-of-Years Digits Method, what is the Accumulated Depreciation in Year 3?
	A)
	$1,094.80.

	B)
	$5,239.50.

	C)
	$4,379.20.

	D)
	$4,926.60.


Question: 69 - 14890 

Using the Straight Line Depreciation Method, what is the Book Value of the Asset in Year 3?
	A)
	$4,105.50.

	B)
	$1,608.80.

	C)
	$1,882.50.

	D)
	$5,14.00.


Question: 70 - 14890 

At the end of Year 2, you realized that the Useful Life should really be 6 years, rather than 4, and the adjusted residual value was $255. Using the Straight Line Method, what is your annual depreciation expense of the remainder of the useful life of the asset?
	A)
	$2,996.00.

	B)
	$749.00.

	C)
	$499.33.

	D)
	$1,368.50.




Question: 71 - 14913 

A firm using straight-line depreciation reports:

· Gross investment in fixed assets of $87,820,108 

· Accumulated depreciation of $45,504,523 

· Annual depreciation expense of $3,085,465 

The approximate age of the fixed asset is:
	A)
	$28.46.

	B)
	$14.75.

	C)
	$1.93.

	D)
	$13.71.




Question: 72 - 14914 

A firm using straight-line depreciation reports:

· Gross investment in fixed assets of $87,350,014 

· Accumulated depreciation of $48,710,103 

· Annual depreciation expense of $3,791,906 

The approximate age of the fixed asset is:
	A)
	$1.79.

	B)
	$23.04.

	C)
	$12.85.

	D)
	$10.19.




A firm has just signed an 8-year lease on a new machine.

· Fair value of the machine is $100,000. 

· Lease payments are $18,000 per year, payable at the end of the year. 

· The machine has an estimated salvage value of $5,000 at the end of the lease term. 

· The machine has a 10-year useful life. 

· The firm's incremental borrowing cost is 8 percent. 

Question: 73 - 15064 

What interest rate is implicit in this lease?
	A)
	8.9%.

	B)
	12.4%.

	C)
	12.8%.

	D)
	9.6%.


Question: 74 - 15064 

At the inception of the lease, what value should the firm report?
	A)
	$103,440.

	B)
	$95,000.

	C)
	$98,499.

	D)
	$106,141.


Question: 75 - 15064 

When the first lease payment is made, what will be the amount of interest expense?
	A)
	$8,275.

	B)
	$0.

	C)
	$12,842.

	D)
	$9,887.


Question: 76 - 15064 

Assuming the lessee uses straight-line depreciation, first year depreciation for the machine will be:
	A)
	$10,344.

	B)
	$10,614.

	C)
	$12,930.

	D)
	$11,875.




A company issued an annual-pay bond with a face value of $135,662, maturity of 4 years, and 7.00 percent coupon, while the market interest rates are 8.00 percent
Question: 77 - 24709 

What is the present value of the interest payments on the date when the bonds are issued?
	A)
	$31,453.

	B)
	$131,164.

	C)
	$49,857.

	D)
	$18,992.


Question: 78 - 24709 

What is the unamortized discount on the date when the bonds are issued?
	A)
	$1,748.

	B)
	$4,498.

	C)
	$499.

	D)
	$15,729.


Question: 79 - 24709 

What is the unamortized discount at the end of the first year?
	A)
	$3,501.

	B)
	$1,209.

	C)
	$538.

	D)
	$2,247.




Question: 80 - 29541 

Lullaby Corp. owns 10,000 shares of Gram, Inc. The shares were purchased January 2, 2001 for $100 per share and were classified as available for sale securities. At December 31, 2001 the fair market value of the shares was $80 per share. Lullaby’s tax rate was 35 percent in 2001.

For the year ended December 31, 2001, Lullaby should, based on the above transaction: 
	A)
	increase owner's equity by an $70,000 deferred tax adjustment.

	B)
	decrease owner's equity by an $70,000 deferred tax adjustment.

	C)
	increase the deferred tax liability account by $70,000.

	D)
	decrease the deferred tax liability account by $70,000.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28909 

Jacobi Lefebre, CFA, recently accepted a position in the Real Estate Strategy group of a large retail company. The Director of the group walks by Lefebre’s cubicle, hands him a report with the following information, and asks Lefebre to determine how large a project the firm can undertake without increasing the marginal cost of capital. 
· Earnings are estimated at $50 million. 

· The dividend payout ratio is 35.0%. 

· The target capital structure is 40.0% debt and 60.0% earnings from retained equity. 

The firm can undertake a project costing up to approximately:
	A)
	$54 million. 

	B)
	$81 million.

	C)
	$83 million.

	D)
	$29 million.




Question: 82 - 28911 

Helmut Humm, manager at a large U.S. firm, has just been assigned to the capital budgeting area to replace a person who left suddenly. One of Humm’s first tasks is to calculate the company’s weighted average cost of capital (WACC) – and fast! The CEO is scheduled to present to the board in half an hour and needs the WACC – now! Luckily, Humm finds clear notes on the Target capital component weights in the current workpapers. Unfortunately, all he can find for the cost of capital components is some handwritten notes. He can make out the numbers, but not the corresponding capital component.  As time runs out, he has to guess. 
Here is what Humm deciphered:
· Target weights: wd = 30%, wps = 20%, ws = 15%, we = 35%, where wd, wps, ws and we are the weights used for debt, preferred stock, retained earnings, and common equity. 

· Cost of components (in no particular order): 11.0%, 6.0%, 15.0%, and 8.5%. 

· The cost of debt is the after-tax cost. 

If Humm guesses correctly, the WACC is: 
 
	A)
	10.1%.

	B)
	10.4%.

	C)
	9.7%.

	D)
	11.0%.




Question: 83 - 28917 

Dana Leone, Level 2 candidate in the CFA Program, is a manager in the capital planning division of a large consumer products company. Today, she must decide whether to recommend Project Forrest or Project Trieste to the Division Director. Leone’s assistant has determined the following information about the projects (which are of approximately the same size and life): 

	 
	Project Forrest
	Project Trieste

	NPV
	$105,435
	$130,750

	MIRR
	13.5%
	12.50%

	Discounted PBP
	5.5 years
	4.0 years

	Company WACC
	12.0%

	Benchmark PBP
	6.0 years


	Note: 
	NPV = Net Present Value

	 
	MIRR = Modified Internal Rate of Return

	 
	PBP = Pay Back Period

	 
	WACC = Weighted Average Cost of Capital


Based on the information in the above table, which of the following statements is FALSE? If company management is most concerned with: 

	A)
	increasing the value of the firm, Leone should recommend Project Forrest.

	B)
	liquidity, Leone should recommend Project Trieste.

	C)
	return safety margin, Leone should recommend Project Forrest.

	D)
	shareholder interests, Leone should recommend Project Trieste.




Question: 84 - 28922 

Annah Korotkin is the sole proprietor of CoverMeUp, a business that designs and sews outdoor clothing for dogs. Each year, she rents a booth at the regional Pet Expo and sells only blankets. Korotkin views the Expo as primarily a marketing tool and is happy to breakeven (that is, cover her booth rental). For the last 3 years, she has sold exactly enough blankets to cover the $750 booth rental fee. This year, she decided to make all blankets for the Expo out of high-tech waterproof/breathable material that is more expensive to produce, but that she believes she can sell for a higher profit margin. Information on the two types of blankets is as follows: 

	Per Unit
	Last Year’s (Basic) Blanket
	This Year’s (New) Blanket

	Sales Price
	$25
	$40

	Variable Cost 
	$20
	$33


 Assuming that Korotkin remains most interested in covering the booth cost (which has increased to $840), how many more or fewer blankets (new style) does she need to sell to cover the booth cost? To cover this year’s booth costs, Korotkin needs to sell:

	A)
	42 more blankets than last year.

	B)
	42 fewer blankets than last year.

	C)
	30 fewer blankets than last year.

	D)
	the same amount of blankets as last year.




Question: 85 - 28929 

Using the following assumptions, calculate the rate of return on a margin transaction and the stock price at which the investor who purchases the stock will receive a margin call. 

· Market Price Per Share: $18 

· Number of Shares Purchased: 1,000 

· Holding Period: 1 year 

· Ending Share Price: $24 

· Initial Margin Requirement: 40% 

· Maintenance margin: 30% 

· Transaction and borrowing cost: $0 

· Earnings Retention Rate: 100% 

What of the following choices is closest to the correct answer? The margin transaction return is:
	A)
	83.33%, and the investor will receive a margin call at a stock price of $15.43.

	B)
	33.33%, and the investor will receive a margin call at a stock price of $15.43.

	C)
	111.11%, and the investor will receive a margin call at a stock price of $21.00.

	D)
	111.11%, and the investor will receive a margin call at a stock price of $15.43.




Question: 86 - 28936 

The table below lists information on price per share and shares outstanding for three stocks – Rocking, Payton, and Strand. 
	 
	As of Beginning of Year

	As of End of Year
	

	Stock
	
	

	Price per Share ($) 
	# Shares Outstanding
	Price per Share ($)
	# shares Outstanding

	Rocking
	10
	10,000
	15
	10,000

	Payton
	50
	5,000
	50
	5,000

	Strand
	100
	500
	85
	500


Using the information in the table, calculate the value of a market-value weighted index at year-end and the one-year return on the price-weighted index. The beginning value for the market index is 100. (Note: The choices are listed in the order market-value weighted index value and price-weighted index percent return, respectively). Which of the following choices is closest to the correct answer? 

	A)
	10.6, 6.3.

	B)
	110.6, -6.3.

	C)
	110.6, 50.0.

	D)
	10.6, 8.4.




Question: 87 - 28940 

Caleb Gold is studying for the Level 1 CFA examination with a fellow group of first year MBA students at the London School of Economics. During that night’s study session, Stephan LeMond, the self-proclaimed group “leader,” gives a short presentation on the forms of the efficient market hypothesis (EMH). As Gold listens, he hears LeMond make an obviously incorrect statement. He quickly speaks up, and identifies which of the following statements as INCORRECT? 

	A)
	The weak-form EMH states that stock prices reflect current public market information and expectations.

	B)
	The semi-strong form EMH addresses market and non-market public information.

	C)
	The strong-form EMH assumes perfect markets. 

	D)
	The weak-form EMH suggests that technical analysis will not provide excess returns while the semi-strong form suggests that fundamental analysis cannot achieve excess returns.




Question: 88 - 28946 

Tamira Scott, CFA, manager of an index fund, needs to raise money soon (although not immediately) to pay taxes. Although she believes in the efficient market hypothesis (EMH), she remembers that there are a few anomalies she may take advantage of to earn higher returns. Which of the following actions is most unlikely to provide excess returns? Scott should purchase stocks in: 
	A)
	companies with low price/earnings ratios and/or with high book to market ratios. 

	B)
	companies that announce stock splits.

	C)
	companies not followed by analysts. 

	D)
	mid-December, with the intent to sell in early January. 




Question: 89 - 29020 

Given the following estimated financial results, value the stock of Magic Holdings, Inc. using the infinite period dividend discount model (DDM). 

· Sales of $1,000,000 

· Earnings of $200,000 

· Total Assets of $750,000 

· Equity of $500,000 

· Dividend payout ratio of 62.5% 

· Shares outstanding of 50,000 

· Real Risk Free interest rate of 3.5% 

· Expected inflation rate of 4.0% 

· Expected market return of 13.0% 

· Stock Beta at 1.8 

Which of the following choices is closest to the value of Magic Holding Inc. stock? (Note: Carry calculations out to at least 3 decimals.)
	A)
	$44.64.

	B)
	$23.54.

	C)
	Unable to calculate stock value because ke < g.

	D)
	$109.27.




Question: 90 - 29024 

Ted McGovern works in the economics branch of a government bank regulator. When he arrives at work this morning and checks his voicemail, he has a message from the Regional Director asking him to calculate the expected rate of return for a stock market series. More detailed information will be forthcoming in an e-mail. Fortunately, McGovern still has his CFA Program study guides in his office and finds the correct formulas. McGovern logs on to the computer network and downloads an attachment that contains the following estimates:

Overall Assumptions:
· Chance of a bull market is 35% 
· Chance of a bear market is 65% 
· Current Index value of 2,500 
Index Estimates – Bull Market:
· Index Dividend Payout Ratio of 50% 
· Index Growth rate of 10% 
· Required rate of return for index of 15% 
· Index earnings (next period) of $500 million 
Index Estimates – Bear Market:
· Index Dividend Payout Ratio of 35% 
· Index Growth rate of 5% 
· Required rate of return for index of 10% 
· Index earnings (next period) of $300 million 
The expected return on the index is closest to: 

	A)
	67.4%.

	B)
	39.4%.

	C)
	30.8%.

	D)
	98.2%.




Question: 91 - 29027 

Daniel Tipton and Jesse Torrez are first-year MBA students at the Haas School of Business. Torrez has an economics background, but Tipton’s background is in music. To help Tipton study one of the main tenets of competition theory, Torrez creates the following question and asks Tipton to identify the statement that is most inconsistent with Porter’s five forces. Which statement should Tipton select? 

	A)
	Supplier power is higher when there are only a few suppliers to an industry.

	B)
	To sustain above average returns on invested capital, firms should strive for economies of scale.

	C)
	Porter's five forces are: rivalry among current competitors, economies of scale, threat of substitutes, bargaining power of suppliers, and bargaining power of buyers.

	D)
	Rivalry increases when firms of equal size compete within an industry.




Question: 92 - 29030 

Consider the following information for Magical Interactions, Inc.  

· Earnings retention rate at 50% 

· Required rate of return, ke, of 13% 

· Return on equity (ROE) of 12%, expected to remain constant 

· Estimated Sales per share of $150 

· Estimated EBIDTA profit margin of 18% 

· Estimated Depreciation per share of $15 

· Estimated Interest Expense per share of $10 

· Corporate Tax Rate of 35% 

· Current market price is $12.80 per share 

Based on the assumptions above, which of the following statements is TRUE?
	A)
	The stock is undervalued.

	B)
	If the earnings retention rate increases, the value of the stock will increase (all else equal).

	C)
	If management can increase the EBITDA ratio by only 1.0%, the stock will be properly priced (all else equal).

	D)
	If inflation expectations decrease, the value of the stock will increase (all else equal).




Question: 93 - 29044 

Assume an investor makes the following investments:

· Today, she purchases a share of stock in Redwood Alternatives for $50.00. 

· After one year, she purchases an additional share for $75.00. 

· After one more year, she sells both shares for $100.00 each. 

· There are no transaction costs or taxes. 

During year one, the stock paid a $5.00 per share dividend. In year 2, the stock paid a $7.50 per share dividend. The investor’s required return is 35.0 percent.

The dollar-weighted return is:

	A)
	48.9%.

	B)
	16.1%.

	C)
	46.5%.

	D)
	102.4%.




Question: 94 - 13669 

Duration of a bond normally increases with an increase in: 

	A)
	time to maturity.

	B)
	coupon rate.

	C)
	yield to maturity.

	D)
	par value.




Consider the purchase of an existing bond selling for $1,150. This bond has 28 years to maturity, pays a 12 percent annual coupon, and is callable in 8 years for $1,100. 

Question: 95 - 13072 

What is the bond's yield to call (YTC)? 

	A)
	10.05%.

	B)
	9.26%.

	C)
	10.34%.

	D)
	10.55%.


Question: 96 - 13072 

What is the bond's yield to maturity (YTM)? 

	A)
	9.26%.

	B)
	10.34%.

	C)
	10.05%.

	D)
	10.55%.


Question: 97 - 13072 

What rate should be used to estimate the potential return on this bond? 

	A)
	the YTM.

	B)
	12.00%.

	C)
	10.34%.

	D)
	the YTC.




Question: 98 - 27923 

An investor buys a 25-year, 10 percent annual pay bond for $900 planning to sell the bond in 5 years when he estimates yields will be 9 percent. What is the estimate of the future price of this bond? 

	A)
	$964.

	B)
	$1,000.

	C)
	$1,122.

	D)
	$1,091.




Question: 99 - 14012 

A trader has a long position in a wheat contract.
· the initial margin is $5,000 

· the maintenance margin is $3,750 

· there are 5,000 bushels in each wheat contract 

· on July 10, the price is $2.00 per bushel 

What is the price at which the trader will receive a maintenance margin call?
	A)
	$1.90.

	B)
	$2.05.

	C)
	$2.25.

	D)
	$1.75.




Question: 100 - 14063 

Which of the following statements is TRUE about the profits and losses from buying a put: 

	A)
	potential losses are limited to the initial premium the buyer pays when he buys the put.

	B)
	potential profits are theoretically unlimited.

	C)
	potential losses are theoretically unlimited.

	D)
	none of these choices are correct.




Question: 101 - 14098 

XYZ company has entered into a "plain-vanilla" interest rate swap on $1,000,000 notional principal. XYZ company pays a fixed rate of 8 percent on payments that occur at 90-day intervals. Six payments remain with the next one due in exactly 90 days. On the other side of the swap, XYZ company receives payments based on the LIBOR rate. Describe the transaction between XYZ company and the dealer at the end of the sixth period if the appropriate LIBOR rate is 5 percent. 

	A)
	XYZ company receives $12,500.

	B)
	Dealer pays XYZ company $7,500.

	C)
	Dealer receives $20,000.

	D)
	XYZ company pays dealer $7,500.




Question: 102 - 27924 

If a new option contract is listed on an option exchange and only one trader buys one contract in the first day, the open interest after that day is: 

	A)
	two contract.

	B)
	zero contract.

	C)
	cannot be determined with this information.

	D)
	one contract.




Question: 103 - 10846 

A property has a potential gross rental income (PGRI) of $740,000. Operating expenses, excluding insurance and property taxes, amount to 30 percent of gross rents. Insurance and property taxes total $16,800. If the market capitalization rate is 22 percent, what is the value of this property?
	A)
	$1,726,667.

	B)
	$2,410,667.

	C)
	$2,430,909.

	D)
	$2,278,182.




Question: 104 - 10848 

You need to estimate the market value of an income producing property located in your town. Through research you have found that the property should have net operating income of $956,000, taxes of $143,400, a capitalization rate of 16 percent, and an inflation rate of 3 percent. What is the estimated property value?
	A)
	$5,078,750.

	B)
	$5,975,000.

	C)
	$7,353,846.

	D)
	$8,456,923.




Question: 105 - 10943 

Based on the following information, what is the net asset value (NAV) per share. There are currently no expenses and no load.
	Cap Stock Sold $109,000

	Price per share $10

	Stock
	Shares
	Price
	Book Value

	A
	1,051
	$10
	$5

	B
	2,420
	$35
	$29

	C
	1,851
	$9
	$8

	D
	900
	$69
	$63


	A)
	$13.26.

	B)
	$27.03.

	C)
	$15.96.

	D)
	$27.03.




Question: 106 - 10963 

You are going to invest in a closed-end mutual fund and are told that the net asset value of the fund is $20.40, and the share price is $18.20. What is the discount you would receive or the premium that you would pay?
	A)
	0.1209.

	B)
	-0.1209.

	C)
	-0.1078.

	D)
	0.1078.




Question: 107 - 10979 

A fund to be purchased had a net asset value (NAV) of $72.40 and a load of 5 percent. What is the offering price per share?
	A)
	$76.211.

	B)
	$3.811.

	C)
	$76.020.

	D)
	$72.400.




Question: 108 - 10980 

A mutual fund has a load of 4 percent and a net asset value (NAV) of $20 per share. What must an investor pay to purchase 250 shares?
	A)
	$5,200.

	B)
	$4,800.

	C)
	$5,013.

	D)
	$5,208.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 11416 

An investor believes Stock M will rise from a current price of $20 per share to a price of $26 per share over the next year. The following information pertains:
· RF = 8% 

· ERM = 16% 

· Beta = 1.7 
Should the investor purchase the stock?
	A)
	No, because it is undervalued.

	B)
	Yes, because it is overvalued.

	C)
	No, because it is overvalued.

	D)
	Yes, because it is undervalued.




Question: 110 - 11435 

A drastic decrease in the United States market would: 

	A)
	cause an increase in the world market index.

	B)
	not affect the world market index.

	C)
	cause a decrease in the world market index.

	D)
	cannot predict the impact.




Question: 111 - 28842 

When investor inflation expectations increase, all else equal, the security market line (SML) will: 

	A)
	shift downward in a parallel manner.

	B)
	rotate counterclockwise.

	C)
	shift upward in a parallel manner.

	D)
	rotate clockwise.




Question: 112 - 28843 

Ryan Konkol, CFA, is helping Gabriel Miskowiak study for the Level 1 CFA examination. Konkol asks Miskowiak to calculate the market risk premium based on the following assumptions:

· Expected Market Return of 12% 

· Real risk-free rate of 4% 

· Expected inflation rate of 3.5% 

Which of the following choices is closest to the correct answer?

	A)
	8.0%.

	B)
	4.4%.

	C)
	8.5%.

	D)
	5.2%.




Question: 113 - 28848 

The nominal required rate is determined by the inflation premium, the risk premium, and the: 

	A)
	nominal risk-free rate.

	B)
	real risk-free rate.

	C)
	exchange rate impact.

	D)
	liquidity risk.




Question: 114 - 28850 

Which of the following statements about the investment life cycle is FALSE? 

	A)
	In general, a recent college graduate working at her first job is in the accumulation phase, has a long time horizon, and should invest in high-risk securities to earn above average nominal returns.

	B)
	A working couple both in the midpoint of their careers has a fairly long time horizon and is beginning to move to investments with moderate risk to provide asset protection. 

	C)
	A retired financial planner in the spending phase is most concerned with estate planning and tax minimization.

	D)
	Risk capacity generally declines though the investment life cycle.




Question: 115 - 28851 

Which of the following statements about portfolio management is TRUE? 

	A)
	Investment constraints include liquidity, time horizon, taxes, legal and regulatory concerns, and unique characteristics such as concern for social issues.

	B)
	The order of the four step investment process is: analyze current financial and economic conditions, specify goals and constraints, allocate assets across asset classes, and monitor and rebalance the portfolio as needed.

	C)
	An investor's portfolio (in the spending and gifting phase) should contain a sizable portion of equities to preserve capital over the long term.

	D)
	The investment performance should be judged based on the raw portfolio return. 




Question: 116 - 28857 

Keenan Omarik, a portfolio manager in the private banking division of GSK Bank, is trying to convince a conservative client to diversify using international bonds and equities. Currently, the client holds only U.S. investments (but is well diversified) and is reluctant to change his allocation. All of the following statements support Omarik’s recommendation for international diversification EXCEPT: 

	A)
	By replacing domestic investments with foreign investments in a portfolio, investors can reduce the portfolio risk while holding the number of investments constant. 

	B)
	Foreign securities usually have low correlations with U.S. investments and offer more diversification opportunities than domestic investments alone. 

	C)
	Historically, non-U.S. securities have outperformed U.S. investments on a return basis, at least in part because the non-U.S. economies have experienced higher growth rates.

	D)
	By diversifying both domestically and internationally, investors eliminate the risk from worldwide systematic risk factors.




Question: 117 - 28861 

The graph below combines the efficient frontier with the indifference curves for two different investors, X and Y.
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Which of the following statements about the above graph is INCORRECT? 

	A)
	Investor X is less risk-averse than Investor Y.

	B)
	Investor X's return will always be less than that of Investor Y.

	C)
	The portfolios indicated by the points X and Y represent the optimal portfolio for each investor.

	D)
	The efficient frontier line represents the portfolios that provide the highest return at each risk level.




Question: 118 - 28868 

Jeret Behr is a member of a Level 1 CFA Study Group. Last week, he was assigned the reading on asset pricing models and is to prepare a “tough” question on the capital market line (CML). He constructs the following graphical representation of the CML and drafts the following four statements about the graph. The letters W, X Y, and Z represent risky portfolios. Portfolio M is the market portfolio. The lines RfX and RfY represent the combination of the risk-free asset and the risky portfolio.
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Which of the following statements about the above graph did Behr make TRUE? 

	A)
	Investors are not compensated for the risk represented by the area to the left of point S.

	B)
	The correct label for the x-axis is beta risk.

	C)
	Portfolio Z was created by borrowing at the risk free rate. 

	D)
	Portfolio Y is inefficient.




Question: 119 - 28874 

Which of the following statements about Beta is TRUE? 

	A)
	In the characteristic line, the term EResiduals equals the portion of the asset's returns that are correlated to the market portfolio's returns. 

	B)
	The calculation of Beta assumes that future variability will equal past variability.

	C)
	Beta < 1, ERstock > ERmarket.

	D)
	Beta and standard deviation differ as risk measures in that beta measures only systematic risk, whereas standard deviation measures only unsystematic risk.




Question: 120 - 28878 

While studying abroad, United States citizen David Rees purchases a foreign bond with an annual coupon of 8.0 percent for 94.0. He holds the bond for one year and then sells it for 93.0 before he leaves. During the year, foreign currency appreciated 5.0% relative to the U.S. dollar.

Which of the following is closest to Rees's Total Dollar Return? 
	A)
	2.074%.

	B)
	7.447%.

	C)
	3.883%.

	D)
	12.819%.
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Answers

1) B
Johnson can dissociate herself from the illegal activity by reporting the activity to the appropriate authorities. However, the Code and Standards do not require that she report legal violations to the appropriate governmental or regulatory organizations, but such disclose is prudent in this circumstance. 



2) C
The CFA and Chartered Financial Analyst designations must always be used as adjectives, never as nouns or common names. The CFA designation should not be altered to create new words or phrases. 



3) D
To comply with Standard II(C), Olson should have gotten the authorization from Wright to copy the spreadsheets. The prohibition against plagiarism requires that Olson identify Wright as the source of the initial model. However, the Standard permits publishing factual information from Moody's Investors Service without acknowledgment because Moody's is recognized as a source of factual materials. 



4) C
Since there are no other AIMR members on staff, and it is obvious that his employer is unfamiliar with the designation, it is probable that they do not have a copy of the Code and Standards. Standard III(A) requires AIMR members to deliver a copy of the Code and Standards to their employer if the employer does not have a copy and to inform the employer in writing of the member's requirement to abide by the Code and Standards. Such actions would appear warranted in this case. Explaining what the CFA stands for, and explaining the requirements that have been met to become an AIMR member are adequate when using the professional designation (Standard II(A)), but are not sufficient under these circumstances. 



5) B
The possibility that Linstrom’s friend may own a few shares of Delta's stock, worth a low dollar amount, does not create a conflict of interest. This is because such potential ownership reasonably could not be expected to interfere with her duty to employer or ability to make unbiased and objective recommendations. On the other hand, Wadel has a beneficial interest in his wife's ownership of Gamma shares. Standard III(C) requires that Wadel disclose this information so that his employer can make the proper determination. 



6) D
Maintaining files to support investment recommendations is not a compliance procedure for Standard IV(A.3), Independence and Objectivity, but it is a compliance procedure for Standard IV(A.1), Reasonable Basis and Representations. 



7) A
The issue at hand is the member's fiduciary responsibilities in handling "soft dollars, soft pounds, etc.," which are technically the property of the client (in this case the holders of the shares of the Small Cap Venture Fund). Standard IV(B.1) delineates the member's fiduciary responsibilities, and the requirements for conformance with the Code and Standards are spelled out on page 92 of the Handbook. Since he is clearly using the soft dollars to obtain research that is directly applicable to his professional duties, there is no violation of the Standard. 



8) A
Under Standard IV(B.6), members are forbidden to make "any assurances or guarantees regarding any investment." This statement is in violation of the Standard. 



9) C
Standard IV(A2) states that if a member prepares a research report that is not just directed to a specific portfolio or client, the basic characteristics of the investment involved must be indicated. 



10) B
Standard IV(B1) requires members to act for the benefit of their clients and to place their clients interests above their own. Soft dollars may be used for client benefit if the practice is disclosed. It is not required that each element of research purchased benefit each client involved, however, the manager should seek to assure that over time, all clients benefit from the use of research purchased with client brokerage. Using soft dollars for the purchase of office furniture does not directly benefit any client and is a violation. 


11) D
Standard IV(B2) requires members to update a client’s financial situation and investment objectives no less frequently than annually. Wilmer’s account has existed for more than one year, and an update is overdue. Generally offering to do an update is not sufficient to meet this expectation. 



12) B
Standard IV(B3) requires that members deal fairly with all clients in disseminating investment recommendations. It does not require uniform or equal treatment. Sandvik’s approach in sending e-mail correspondence to those of his clients who had given him their e-mail addresses, having made the request to all of his clients, and sending regular mail correspondence the same day, is fair to all of his clients. 



13) A
Standard IV(B5) requires members to keep information communicated to them by clients confidential, unless the information concerns illegal activities. Okasaki should not reveal the identity of her client to a person outside the firm without permission from the client. 



14) B
Standard IV(B7) provides that members must disclose to clients and prospects all matters that reasonably could be expected to impair the member’s ability to make unbiased and objective recommendations. Even though Field does not own Datatronics personally, the significant ownership in Valley’s investment account could reasonably influence Field’s decisions. 



15) A
Standard IV(B8) requires members to disclose to clients and prospects any consideration or benefit received by the member or delivered to others for the recommendation of any services to the client or prospect. Gill is delivering a benefit to both Land Bank and to Bloom Advisors, which must be disclosed to Singh. 



16) D
Standard V(A) prohibits members from taking investment action if they possess material nonpublic information that has been misappropriated. The memorandum was clearly material and confidential and was inappropriately taken from the senior executive’s office. Kendhammer is prohibited from taking investment action based on this information. 


17) A
Members are encouraged to adopt AIMR’s Performance Presentation Standards on a voluntary basis. 



18) C
Under PPS, performance results may be calculated either net or gross of management fees, but the methodology must be disclosed. 



19) D

N=3; I/Y=9; PV=-25,000; CPT FV=$32,375.73


20) D
Given a holding period return of R, the continuously compounded rate of return is: ln(1+ R) = ln(Price1/Price0). Here, if the stock price increases to $60, r = ln(60/50) = 0.18232, or 18.23%. Note: Calculator keystrokes are as follows. First, obtain the result of 60/50, or 1. On the TI BA II Plus, enter 1.20 and then click on LN. On the HP12C, 1.2 [ENTER] g [LN] (the LN appears in blue on the %T key).
The other choices are incorrect. The choice, “..is based on the relationship between the change in the asset’s ending price and its starting price,” describes a discretely compounded rate of return.  A continuously compounded return measures the change over the average of all values between the beginning price and the ending price. The absolute values of the continuously compounded return for both years are equal. (The return for year 2 is ln(50/60), or ln(0.833) = negative 18.23%. In addition, the sum of the two returns using LN is 0, which accurately reflects the lack of movement in the stock price year 0 to year 2.)



21) A
The second part of this statement is false. One limitation of historical simulation is that we cannot use it to produce “what if” scenarios. The sample source is a fixed data set, so we cannot change the parameters.

The other statements are true. Historical simulation cannot take into account the effect of significant events that did not occur during the sample period. For example, a sample of orange juice prices for 1990-2000 would not include the “big freeze” of 1985. 


22) D
Another name for the reward-to-variability ratio is the Sharpe ratio, and the Sharpe ratio measures the excess return per unit of risk. So, the question is asking us to identify which investment has the highest Sharpe ratio. The formula is:
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The Sharpe Ratio measures the excess return per unit of risk

Let’s start with the apartment building since we are given its standard deviation. 

· The mean expected return of the apartment building =(10 - 1 + 8 + 8 + 9) / 5 = 6.8% 

· Thus, the Sharpe RatioApt = (6.80% - 5.00%) / 3.97% = 0.45. 

For the REIT.
· Since the standard deviation = variance1/2, the standard deviation of the REIT returns is 7.04%1/2, or 2.65%. 
· The mean expected return of the REIT =(15 + 8 + 13 + 9 + 13) / 5 = 11.6% 

· Thus, the Sharpe RatioREIT = (11.60% - 5.00%) / 2.65% = 2.49. 

Thus, the REIT has a higher Sharpe ratio and thus a higher excess return per unit of risk than the apartment building has per unit of risk. Investors prefer a large Sharpe ratio because it is assumed that they prefer return to risk.

The other statements are false. Remember that the partner asked about the reward-to-variability ratio. The safety-first ratio is very similar to the Sharpe ratio, except that the safety-first ratio replaces the risk-free rate term with the threshold rate. Thus, the safety-first ratio for the REIT = [(11.6% - 5.7%) / 2.65%] = 2.23. If the partner had asked about the safety-first ratio, he would have been asking Bellow to select the investment with the minimal probability that the return falls below 5.70%. As shown in the calculation of the REIT Sharpe Ratio, the REIT’s excess return over the risk free rate = 11.6% - 5.0% = 6.60%.



23) A
A leptokurtic distribution is more peaked than normal. It will have more returns clustered around the mean and fatter tails (more returns with large deviations from the mean).  Relative to a normal distribution, a leptokurtic distribution will have a greater percentage of small deviations from the mean and a greater percentage of extremely large deviations from the mean. Most investors perceive a greater chance of large deviations from the mean as increasing risk. A platykurtic distribution is less peaked, or flatter than normal. Thus, investors perceive a leptokurtic distribution as riskier than a platykurtic distribution.

For all normal distributions, kurtosis is equal to 3.  Statisticians, however, sometimes report excess kurtosis, which is defined as kurtosis minus 3.  A normal distribution has excess kurtosis equal to zero, a leptokurtic distribution has excess kurtosis greater than zero, and platykurtic distribution will have excess kurtosis less than zero. Kurtosis is critical in a risk management setting.  Most risk managers put less emphasis on the mean and standard deviation of a distribution and focus more on the distribution of returns in the tails of the distribution – that is where the risk is.



24) C
To answer this question, we need to determine the coefficient of variation for both investments. The coefficient of variation measures how much dispersion exists relative to the mean of a distribution and allows for direct comparison of dispersion across different data sets.

REIT Calculations:

· The standard deviation of the REIT = [43.96]1/2 = 6.63% 

· The coefficient of variation for the REIT = standard deviation / mean return = 6.63% / 8.3% = 0.799. 

Commercial building calculations

· The standard deviation of the commercial building = [79.36]1/2 = 8.9% 

· The coefficient of variation for the REIT = standard deviation / mean return = 8.9% / 6.8% = 1.309. 

Thus, there is less dispersion relative to the mean in the distribution of the REIT returns (CV = 0.80) when compared to the distribution of the monthly returns for the commercial building (CV = 1.31).

The other statements are true. The formula for the position of a percentile with n data points sorted in ascending order is:                                                                                                                                                                                                 Ly = (n + 1)* (y / 100)   Here, Ly = (5 + 1) * (50 / 100) = 3. 

So, the 2nd quartile is the 3rd data point from the left, or (-3.0, 5.0, 11.0, 13.0, 15.5).

The mean of the squared deviations from the arithmetic mean is the definition of the variance, and the variance of the REIT returns is less than that of the commercial building.

 



25) B
For the low temperatures, the population variance is given at 5.09 oC. Taking the square root gives a standard deviation of 5.091/2 = 2.26. The sample standard deviation is calculated as follows:

· Sample mean = (6 + 7 + 10 + 6 + 4) / 5 = 6.6 

· Sample Variance = [(6 – 6.6)2 + (7 – 6.6)2 + (10 – 6.6)2 + (6 – 6.6)2 + (4 – 6.6)2] / (5 – 1) = 19.2 / 4 = 4.8 

· Sample Standard Deviation = 4.81/2 = 2.19. 

Thus, the population standard deviation of 2.26 is greater than the sample standard deviation of 2.19.                                                                                                                                

The other statements are true. The strategy here is to work from the “easiest” to the most difficult calculations. (Note: all units are oC unless stated otherwise.) 
· The question tells us that the low temperatures are positively skewed with a median of 6.5. For a positively skewed distribution, we know that the mean > median > mode. Thus, the mean is greater than the median, or 6.5. 

· In a normal distribution, the mean=median=mode, so we know that the population mean for the high temperatures is 13oC. The sample mean (in oC) is: (11 + 14 + 13 + 14 + 17) / 5 = 13.8. Thus, the sample mean is greater than the population mean. 

· For the high temperatures, the population variance is given at 4.60. The sample variance is calculated as follows: 

· Sample mean = 13.8 (calculated above) 

· Variance = [(11– 13.8)2 + (14 – 13.8)2 + (13 – 13.8)2 + (9 – 13.8)2 + (17 – 13.8)2] / (5 – 1) = 4.70. 

Thus, the sample variance of 4.70 is greater than the population variance of 4.60.



26) B
The geometric return is calculated as follows:
[(1 + 0.25) * (1 + 0.15)* (1 + 0.12) (1 - 0.08) (1 – 0.14)]1/5 – 1,
or [1.25 * 1.15 * 1.12 * 0.92 * 0.86]0.2 – 1 = 0.4960, or 4.96%.


27) C
To answer this question, we will use Bayes’ Theorem to calculate a posterior probability. Bayes' Theorem is as follows:
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First, we need to calculate the denominator, which is the P(stock P/E is >30).
= [P(P/E > 30 & price decreases) * P(price decreases)] + [P(P/E > 30 & price increases) * P(price increases ]  = [(0.6 *0.4) + (0.3 * 0.6)] = 0.42

The complete calculation is: P(stock decline given a P/E >30) = (0.60 / .042) * 0.4 = 0.57. With the new information, there is a higher probability that the price will decline. Conti could possibly use this information to increase her return on put options. 


28) B
A cumulative distribution function gives the probability that a random variable takes a value equal to or less than a given number: P(X ≤ x), or F(X). 

The other statements are true. A probability distribution for the number of days the air pollution is above a specified level is a discrete distribution. We can list all the possible outcomes and each outcome has a measurable, positive probability. A probability distribution for the specific level of pollution on any given day is a continuous distribution, where we cannot list all the possible outcomes and the number of points between the upper and lower bounds is infinite. Instead of determining the probability of any one point (which is essentially zero), we determine the probability of a range. 


29) C



30) A



31) C



32) C



33) A
This question is asking you to select the false statement. The CLT states that for a population with mean μ and a finite variance σ2, the sampling distribution of the sample means of all possible samples of size n will be approximately normally distributed. The other statements are true.



34) B
This statement is an example of a Type II error, which occurs when you fail to reject a hypothesis when it is actually false (also known as the power of the test).

The other statements are incorrect. A Type I error is the rejection of a hypothesis when it is actually true (also known as the significance level of the test). “Power error” is not an appropriate term. 


35) B
If the p-value is greater than the significance level of the test, we fail to reject Ho. As shown in the calculations below, failing to reject Ho is the correct decision. Thus, we know that the p-value is greater than the 0.10 significance level of the test. 

First, we will use the process of Hypothesis testing to determine whether Shoffield should reject Ho:

            Step 1:  State the Hypothesis
                        Ho: μ = 3,000 

                        Ha: μ > 3,000

            Step 2:  Select Appropriate Test Statistic
Here, we have a normally distributed population with an unknown variance (we are given only the sample standard deviation) and a small sample size (less than 30.) Thus, we will use the t-statistic.

Step 3:  Specify the Level of Significance
Here, the confidence level is 90%, or 0.90, which translates to a 0.10 significance level. 

Step 4:  State the Decision Rule
This is a one-tailed test. The critical value for this question will be the t-statistic that corresponds to an α of 0.10, and 14 (n-1) degrees of freedom. Using the t-table , we determine that the appropriate critical value = 1.345. Thus, we will reject the null hypothesis if the calculated test statistic is greater than 1.345.

Step 5:  Calculate sample (test) statistic
The test statistic = t = (3,150 – 3,000) / (450 / √ 15) = 1.291
Step 6:  Make a decision
Fail to reject the null hypothesis because the calculated statistic is less than the critical value. Shoffield cannot state with 90% certainty that the home game attendance exceeds 3,000.

The other statements are false. As shown above, the calculated t (not Z) statistic is 1.291. Failing to reject Ho is the correct decision and thus is not an error. A Type II error occurs when we fail to reject the null hypothesis when it is false. A Type II error is also known as the power of a test.  There is a test statistic for an normally distributed population, an unknown variance and a small sample size – the t-statistic. There is no test for a non-normal population with unknown variance and small sample size.



36) D
The percent of variation in the exam score not explained by the number of hours studied is 1-R2, or 1-ρ2 = 1 -0.80622 = 100% - 65% = 35%.
The other choices are true. When X (number of hours studied) = 350, the model predicts that Y = intercept + Beta * X = 200 + (2.5 * 350) = 1075, which is less than the passing score of 1200. Since we are given that a passing score is 1200, we can set the regression equation equal to 1200 and solve for X to obtain the number of hours a candidate would need to study to pass the examination.

1200 = 200 + 2.5X, 1000 = 2.5X, 400 = X
As indicated by the sign and value of the correlation coefficient, there is a positive relationship between the number of hours studied and the candidate’s score on the examination. The type of relationship represented by the correlation coefficient is as follows:

· r = +1               perfect positive correlation 

· +1 > r > 0         positive relationship 

· r = 0                 no relationship 

· 0 > r > 1           negative relationship 

· r  1                 perfect negative correlation 



37) B
Under a fractional reserve banking system, an increase in the reserve requirements will reduce the supply of money. 


38) C
Of the Federal Reserve's three tools of monetary policy, the Fed relies most heavily on open market operations. Open market operations permits more fine tuning than changing the required ratio or changing the discount rate. Although the Fed can change the margin percentage on securities, this is not a tool of monetary policy. 



39) A
Expansionary monetary policy involves reducing reserve requirements, purchasing addition government securities, and lowering the discount rate. 



40) D
The natural rate of unemployment exists when the economy operates at full capacity. At full capacity, cyclical unemployment is zero. 



41) D
All three statements indicate a difficulty associated with the proper timing of changes in fiscal policy. Therefore, all are correct. 



42) A
Most economists now accept the fact that the ability of fiscal policy to influence real output is more limited than the basic Keynesian model suggests. There is no general agreement on the other statements. 



43) D
Restrictive fiscal policy leads to an decrease in aggregate demand according to the basic Keynesian model. 



44) C
An inverse relationship exists between the interest rate and the quantity of money demanded. Therefore, the demand for money slopes downward to the right. 



45) C
Evidence suggests that the short-run impact of an unexpected shift to a restrictive monetary policy would be decreased output, a decreased inflation rate, and increased real interest rates. The unexpected shift to a restrictive monetary policy will decrease the supply of money causing an increase in real interest rates. The higher interest rates will reduce aggregate demand, resulting in demand output and increased unemployment. The recessionary impact of the reduced output will lead to a reduction in inflation. 



46) B
When a restrictive policy action is fully anticipated, consumers and businesses expect lower prices. Although the real interest rate remains unchanged, the nominal interst rate decreases because the nominal rate equals the real rate plus expected inflation (and expected inflation is now less). Output and employment are unchanged because the lower resouce costs push the short-run aggregate supply curve out to the "old" equilibrium output level. Note: The short-run anticipated results are the same as the long run results. 



47) D
The sum of the explicit and implicit costs incurred by the employment of all necessary productive inputs used by a firm is called the total cost. 



48) C
The two primary factors influencing the price elasticity of demand for a product are the availability of substitute goods and the proportion of one's budget spent on a product. If there are good substitutes, when the price of the good goes up, some customers will buy the substitutes. For goods that occupy a relatively small proportion of one's budget, a change in price is hardly noticed. 



49) B
When a firm operates under conditions of pure competition, marginal revenue always equals price. This is because, in pure competition, price is constant (a horizontal line) so that marginal revenue is constant. 



50) B
Since the forward date is less than the spot rate, the Euro is selling at a forward discount. The amount of the discount is calculated as follows:

Forward Discount = Forward rate – Spot Rate = $1.1015 - $1.1525 = -$0.051. 


51) B
Auditors make an independent review of financial statements, which are prepared by company management and are management’s responsibility. It is the responsibility of auditors to confirm the assets, liabilities, and other items included in the statements and then issue an opinion concerning their fairness and reliability. 



52) D
Using the indirect method, CFO is net income increased by 2001 depreciation ($1,000,000) and decreased by the gain recognized on the sale of the plane ($10,000,000 – ($15,000,000 - $10,000,000 



53) C
The firm must have more total assets than the industry average for the "net income to total assets" ratio to be lower than the industry average. More assets could imply the firm is carrying more debt than the industry average to finance the assets hence a higher debt ratio. 



54) D
Jersey, Inc.’s basic EPS ((net income – preferred dividends) / weighted average number of common shares outstanding) was (($720,000 - $180,000 - $90,000) (160,000 =) $2.81. Note that preferred dividends paid in 2001 included the preferred dividends still outstanding from 2000 that were paid in 2001 of $90,000. 



55) A
To compute Jupiter’s basic earnings per share (EPS) use the formula: ((net income – preferred dividends) / weighted average common shares outstanding). The weighted average common shares outstanding were (((115,000 * 12) + (60,000 * 9) – (45,000 * 3)) / 12 =) 148,750. Basic EPS was ($18,300,000 / 148,750 =) $123.02.

Using the treasury stock method, if the options were exercised cash inflow would be (200 * $100 * 100 =) $2,000,000. The number of Jupiter shares that can be purchased with the cash (cash inflow / average share price) is ($2,000,000 / $150 =) 13,333. The net number of shares that would have been created was (20,000 – 13,333 =) 6,667. Diluted EPS was ($18,300,000 / (148,750 + 6,667) =) $117.75. Since diluted EPS is less than basic EPS, the options are dilutive and we report diluted EPS as $117.75. 


56) A
With rising prices, FIFO is the best choice from an economic (income) perspective. Straight-line depreciation will use a constant amount throughout each period, forcing income statements to be higher. 



57) B
EBT = SALES - (COGS + SGA)= 12,090 - (5,248.44 + 3,141) = $3,700.56. 



58) B
EBT = SALES - (COGS + SGA) = 12,090 - (4,351 + 3,141) = $4,598.00. 



59) A
EBT = SALES - (COGS + SGA) = 12,090 - (6,160 + 3,141) = $2,789.00. 



60) B
Beginning Inventory + Purchases - Ending Inventory = COGS. 



61) C
Weighted average = cost of goods available/total units available. COGS = Units sold X wt. ave = 848 X 3.33631 = $2829.19. 



62) D
COGS = (559 X 1)+ (289 X 5) = $2004.00. 



63) D
Ending Inventory = 496 X 5 = $2480.00. 



64) D

	Interest of construction debt:
	$600,000 x 7.00%
	 = $42,000

	Interest on debentures:
	$650,000 x 10.00%
	 = $65,000

	Total capitalized interest:
	    
	 = $107,000




65) D

	Total interest expense
	 = Total interest paid - Capitalized interest

	   
	 = $42,000 + $250,000 + $64,000 - $107,000

	    
	 = $249,000




66) C
DDB Depreciation in year 2 = .5 (Cost-1st year DDB Depreciation) = .5 (5988 - 2994) = $1497. 



67) B
(Cost - Residual)(% use) 
Cost - residual = $5988 - $514 = $5474 
YR3 depreciation = ($5474)(.25) = $1368.50 



68) D
Cost - Residual = $5988 - $514 = $5474 
Sum of years 1+2+3+4 = 10 
YR1 depreciation = (5474)(4/10) = 2189.6 
YR2 depreciation = (5474)(3/10) = 1642.2 
YR3 depreciation = (5474)(2/10) = 1094.8 
Total depreciation through year 3 = $4926.60 



69) C
Book Value of Asset in Year 3 = (cost - salvage)/4 + salvage = (5988 - 514)/4 + salvage = $1882.50. 



70) B
New Depreciation Expense = Book Value/4 = (5988-2992)/4 = 749.00. 



71) B
Average Age of Fixed Assets = Accumulated Depreciation / Annual Depreciation. 



72) C
Average Age of Fixed Assets = Accumulated Depreciation / Annual Depreciation. 



73) D

	Using your calculator, enter:

	PMT
	PV
	FV
	n
	I/Y

	$18,000
	-$100,000
	$5,000
	8
	?




74) A

	Using your calculator, enter:

	PMT
	n
	I/Y
	PV

	$18,000
	8
	8%
	?




75) A
$103,440 x .08 



76) C
$103,440 / 8 Years 



77) A

Present value of the interest payments on the date of issue is $31,453 = [I/Y = 8.00%, N = 4, PMT = $9,496.34 ($135,662 * .07 ), FV= $0 ].



78) B

The unamortized discount rate at the time bonds are issued will be $4,498. Face value of bonds = $135,662. Proceeds from bond sale = $131,164 [I/Y = 8.00%, N = 4, PMT = $9,496.34 ($135,662 * .07 ), FV= $135,662 ]. Unamortized discount = $4,498 = ($135,662 - $131,164). 



79) A

The unamortized discount will decrease by $997 at the end of first year and will be $3,501. Interest expense = $10,493 = ($131,164 * .08). Coupon payment = $9,496 = ($135,662 * .07). Change in discount = $997 = ($10,493 - $9,496). Discount at the end of first year = $3,501 ($4,498 - $997). 



80) A
The decline in the market value of available for sale securities was recorded as a loss directly to shareholder’s equity. The actual tax impact was entirely deferred pending the sale of the securities, but is recorded by increasing owner’s equity to offset the decrease from the gain itself through a deferred tax adjustment to owner’s equity in the amount of (10,000 * (100 - 80) * 0.35 =) $70,000. 



81) A

This question is asking you to calculate the retained earnings breakeven point BPRE (in relation to the marginal cost of capital). Once the breakeven point is reached, the firm will have to use external equity to fund projects, thus increasing the weighted average cost of capital (WACC). 
 The break point on the marginal cost curve is given by:
                             BPRE = (Retained Earnings) / (Equity Fraction, we)
            Here, RE = earnings * (1 – Payout) = $50 million *  (1 – 0.35) = $ 32.5 million, 
            And BPRE = $32.5 million / 0.60 = $54.17 million, or approximately $54 million.


82) B

If Humm remembers to order the capital components from cheapest to most expensive, he can calculate WACC. The order from cheapest to most expensive is: debt, preferred stock (which acts like a hybrid of debt and equity), retained earnings, and common stock. (Remember that internal equity – retained earnings is cheaper than external equity –common equity due to floatation costs.) 
 Then, using the formula for WACC = (wd)(kd) + (wps)(kps) + (ws)(ks)+ (we)(ke)
where wd, wps, ws and we are the weights used for debt, preferred stock, retained earnings, and common equity.
 WACC =  (0.30 * 6.0%) + (0.20 * 8.5%) + (0.15 * 11.00%) + (0.35 * 15.0%) = 10.4%.


83) A
Since Leone can recommend either Forrest or Trieste, this question should be answered using the decision rules for mutually exclusive projects. For a company most interested in shareholder wealth and increasing the value of the firm (which are the same concept), Project Trieste is best because it has the higher NPV. NPV is the measure that indicates the direct impact on shareholder wealth. The other statements are true. The PBP measures liquidity, i.e., the shorter the PBP, the higher the liquidity. The IRR method does provide a measure of safety margin (and Project Forrest does have the highest IRR). 



84) C

To obtain this result, we need to calculate Last Year’s Breakeven Quantity, This Year’s Breakeven Quantity, and calculate the difference.

Step 1: Determine Last Year’s (Basic Blanket) breakeven quantity:
           QBE = (Fixed Costs) / (Sales Price per unit – Variable Cost per unit) = 750 / (25 – 20) = 150

Step 2: Determine This Year’s (New Blanket) breakeven quantity:
           QBE = (Fixed Costs) / (Sales Price per unit – Variable Cost per unit) = 840 / (40 – 33) = 120

Step 3: Determine Change in Units:
            Q = QThis Year – QLast Year = 120 – 150 = -30. Korotkin needs to sell 30 fewer  blankets.



85) A

To obtain the result:
Part 1: Calculate Margin Return:
Margin Return % = [((Ending Value  - Loan Payoff) / Beginning Equity Position) – 1] * 100 = 
= [(([$24 * 1,000] – [$18 * 1,000 * 0.60]) /  ($18 * 0.40 * 1,000)) – 1] * 100 = 
= 83.33%
Alternative (Check): Calculate the all cash return and multiply by the margin leverage factor.
                          = [(24,000 – 18,000)/18,000] * [1 / 0.40] = 33.33% * 2.5 = 83.33%
Part 2: Calculate Margin Call Price:
Since the investor is long (purchased the stock), the formula for the margin call price is:
          Margin Call = (original price) * (1 – initial margin) / (1 – maintenance margin) 
   = $18 * (1 – 0.40) / (1 – 0.30) = $15.43


86) B

Calculations are as follows:
	 
	As of Beginning of Year 1 
	 
	As of End of Year 1

	 
	
	
	
	
	

	 
Stock
	
	
	
	
	

	 Price per Share   (in $) 
	 
# Shares Outstanding
	Market Capitalization (in $)
	Price per Share  (in $)
	 
# Shares Outstanding
	Market Capitalization (in $)

	Rocking
	10
	10,000
	100,000
	15
	10,000
	150,000

	Payton
	50
	5,000
	250,000
	50
	5,000
	250,000

	Strand
	100
	500
	50,000
	85
	500
	42,500

	Total
	
	
	
	
	
	

	160
	 
	400,000
	150
	 
	442,500
	


First, we will calculate the value of the market-value weighted index at year-end, and then we will calculate the return on the price-weighted index.
Step 1: Calculate value of the market-weighted index at year-end: 
Value of market-weighted index = 
[(market capitalizationyear-end) / (market capitalizationbeginning of year)]* Beginning index value
= (442,500 / 400,000) * 100 = 110.625, or approximately 110.6
Step 2:  Calculate the one-year return on the price-weighted index:
First, we will calculate the price-weighted index value for both the beginning of year and end of year, then we will calculate the return percentage.

Value of price-weighted indexbeginning = (sum of stock per share pricesbeginning) / (number of stocksbeginning) 
= (10 + 50 + 100) / 3  = 53.333
Value of price-weighted indexend = (sum of stock per share pricesend) / (number of stocksend) 
= (15 + 50 + 85) / 3  = 50.0
One-Year Return = [(Index valueyear-end / Index valuebeginning of year) -1]* 100
= [ 50.0 / 53.333) – 1] * 100 = -6.3%
Note: Your calculation may differ slightly due to rounding. Remember that the question asks you to select the closest choice.


87) A
The weak-form EMH assumes the price of a security reflects all currently available historical information. Thus, the past price and volume of trading has no relationship with the future, hence technical analysis is not useful in achieving superior returns.

The other statements are true. The strong-form EMH states that stock prices reflect all types of information: market, non-public market, and private. No group has monopolistic access to relevant information; thus no group can achieve excess returns. For these assumptions to hold, the strong-form assumes perfect markets – information is free and available to all. 



88) B
According to event studies of the semi-strong form of the EMH, stock splits do not have a short run or long run impact on returns. This finding supports the EMH.

The other choices are considered anomalies. That is, they reject the semi-strong form of the EMH, and suggest that investors can earn excess returns by exploiting these anomalies. The January anomaly (from a time-series test of the semi-strong EMH) suggests that investors can earn excess returns by buying stocks in December and selling them in the first week of January, due to tax-induced trading at year-end. Cross-sectional tests of the semi-strong form EMH have shown that low P/E stocks, stocks of firms neglected by analysts, and stocks of firms with high book to value ratios can produce superior returns. 



89) D
Here, we are given all the inputs we need. Use the following steps to calculate the value of the stock:

First, expand the infinite period DDM:

DDM formula: P0 = D1 / (ke – g) 

	D1
	= (Earnings * Payout ratio) / average number of shares outstanding

	 
	= ($200,000 * 0.625) / 50,000 = $2.50.

	 
	 
	 
	 

	ke
	=  nominal risk free rate + [beta * (expected market return – nominal risk free rate)]

	Note:   Nominal risk-free rate = (1 + real risk free rate) * (1 + expected inflation) – 1

	 
	 
	 
	 = (1.035)*(1.040) – 1 = 0.0764, or 7.64%.

	ke
	=  7.64% + [1.8 * (13.0% - 7.64%)] = 0.17288.

	 
	 
	 
	 

	g
	=    (retention rate * ROE)

	 
	 
	Retention = (1 – Payout) = 1 – 0.625 = 0.375.

	 
	 
	ROE  = (net income/sales)*(sales/total assets)*(total assets/equity)

	 
	 
	 
	= (200,000/1,000,000)*(1,000,000/750,000)*(750,000/500,000) = 0.40

	g
	= 0.375 * 0.40 = 0.15.


Then, calculate: P0 = D1 / (ke – g) = $2.50 / (0.17288 - 0.15) = 109.27. 



90) C
To calculate the expected index return, we need to calculate the expected return for the bull market and the expected return for the bear market. Then, we will use the given probabilities of each scenario to calculate the expected index return. Note: All amounts are in millions of $ unless noted otherwise.

BULL MARKET
· P/E Ratio = Dividend Payout Ratio / (ke – g), = 0.50 / (0.15 – 0.10) = 10.0 

· Ending Value of Index = EPS * P/E = 500 * 10 = 5,000 

· Index ReturnBear = (Expected Dividend + Ending Index Value – Beginning Index Value) / Beginning Index Value = [(0.50 * 500) + 5,000 – 2,500] / 2,500 = 1.10, or 110% 

BEAR MARKET
· P/E Ratio = Dividend Payout Ratio / (ke – g), = 0.35 / (0.10 – 0.05) = 7.0 

· Ending Value of IndexBear = EPSBear * P/Ebear = 300 * 7 = 2,100 

· Index ReturnBear = (Expected Dividend + Ending Index Value – Beginning Index Value) / Beginning Index Value = [(0.35 * 300) + 2,100 – 2,500] / 2,500 = -0.118, or –11.8% 

EXPECTED VALUE OF INDEX
· = ProbabilityBull * Expected ReturnBull + = ProbabilityBear * Expected ReturnBear 

          = 0.35 * 110% + 0.65 * -11.8% = 30.83%


91) C
Porter’s five forces are: rivalry among current competitors, threat of new entrants, threat of substitutes, bargaining power of suppliers, and bargaining power of buyers. Economies of scale are a way to lessen the threat of new entrants, but are not the only way to discourage competition. Companies can also have barriers to entry such as regulation or high start up capital. The other choices are true. 



92) D

The expected inflation rate is a component of ke  (through the nominal risk free rate).  ke is one component of the P/E ratio and can be represented by the following:  nominal risk free rate + stock risk premium, where nominal risk free rate = [(1 + real risk free rate) * (1 + expected inflation rate)] – 1. 

· If inflation expectations (and thus the rate of inflation) decrease, the nominal risk free rate will decrease. 

· ke will decrease. 

· The spread between ke and g, or the P/E denominator, will decrease. 

· P/E will increase. 

· The value of the stock will increase. 

The other statements are false. To determine the stock over/under valuation, we need to calculate both the P/E ratio and the EPS. 

      The P/E ratio = Dividend Payout Ratio / (ke – g), 

· Dividend payout = 1-retention = 1 – 0.50 = 0.50 

· g = retention rate * ROE = 0.50 * 0.12 = 0.06 

· P/E = 0.50 / (0.13 – 0.06) = 7.14 

      EPS = [(Per share Sales Estimate) * (EBITDA%) – D (per share)  – I (per share)] * (1 - t)

             = [($150 * 0.18) - $15 - $10] * (1 – 0.35) = $1.30

      Value of stock = EPS * P/E = 7.14 * $1.30 = $9.30
Since the market value of the stock is greater than the estimated value, the stock is overvalued.

An increase in earnings retention will likely decrease the P/E ratio. The logic is as follows: Because earnings retention impacts both the numerator (dividend payout) and denominator (g) of the P/E ratio, the impact of a change in earnings retention depends upon the relationship of ke and ROE. If the company is earning a lower rate on new projects than the rate required by the market (ROE < ke), investors will likely prefer that the company pay dividends (absent tax concerns). Investors will likely value the company lower if it retains a higher percentage of earnings.

If management increases EBITDA by 1.0%, the stock will be undervalued.
EPS = [($150 * 0.19) - $15 - $10] * (1 – 0.35) = $2.28
Value of stock = EPS * P/E = 7.14 * $2.28 = approximately $16.30, which is greater than the market value.
Note: the EBITDA % that equates to the market price is approximately 18.5%, or a 0.5% increase. Small changes in EBITDA% have a large impact on the EPS and thus on the estimated stock value.


93) A
To calculate the dollar-weighted return:

Step 1: Determine the timing and sign (inflow, outflow) of the cash flows
· Today: Purchase share 1, $50.00 outflow 

· Year 1: Receive dividend from share 1, $5.00 inflow

         Purchase share 2, $75.00 outflow

· Year 2: Received dividend from share 1, $7.50 inflow 

Received dividend from share 2, $7.50 inflow

Sell share 1, $100.00 inflow, 

Sell share 2, $100.00 inflow.

Step 2: Calculate the net cash flows for each year (all amounts in $)
· Today: = -50.00 

· Year 1: +5.00 – 75.00 = -70.00 

· Year 2: +7.50 + 7.50 + 100 + 100 = 215.00. 

Step 3: Use your financial calculator to solve for IRR (or use trial and error)
 

	Calculating IRRA with the TI Business Analyst II Plus®

	Key Strokes
	Explanation
	Display

	[CF]→[2nd]→[CLR WORK]
	Clear Memory Registers
	CF0=            0.00000

	50.0→[+/-]→[ENTER]
	Initial Cash Outlay
	CF0=         -50.00000

	[↓]→70.0→→[+/-] [ENTER]
	Period 1 Cash Flow
	C01=         -70.00000

	[↓]  
	Frequency of Cash Flow 1
	F01=            1.00000

	[↓]→215.0→[ENTER]
	Period 2 Cash Flow
	C02=         -70.00000

	[↓] 
	Frequency of Cash Flow 2
	F02=            1.00000

	[IRR]→[CPT]
	Calculate IRR
	IRR=          48.86069    


 

	Calculating IRRA with the HP12C®

	Key Strokes
	Explanation
	Display

	[f]→[FIN]→[f]→[REG]
	Clear Memory Registers
	0.00000

	50.0 [CHS]→[g]→[CF0]
	Initial Cash Outlay
	-50.00000

	70.0 [CHS]→[g]→[CFj]
	Period 1 Cash flow
	-70.00000

	215.0→[g]→[CFj]
	Period 2 Cash flow
	215.00000

	[f]→[IRR]
	Calculate IRR
	48.86069


 



94) A

Duration is directly related to maturity and inversely related to the coupon rate and yield to maturity (YTM). Duration is approximately equal to the point in years where the investor receives half of the present value of the bond's cash flows. Therefore, the later the cash flows are received, the greater the duration.  

The longer the time to maturity, the greater the duration (and vice versa). A longer-term bond pays its cash flows later than a shorter-term bond, increasing the duration. The lower the coupon rate, the greater the duration (and vice versa). A lower coupon bond pays lower annual cash flows than a higher-coupon bond and thus has less influence on duration. The lower the YTM, the higher the duration. This is because the bond's price (or present value) is inversely related to interest rates. When market yields fall, the value (or cash flow) of a bond increases without increasing the time to maturity. 



95) A
N = 8, PMT = 120, PV = -1150, FV = 1100, CPT I/Y. 



96) B
N = 28, PMT = 120, PV = -1150, FV = 1000, CPT I/Y. 



97) D



98) D
This is a Present Value problem 5 years in the future. Input into your calculator:
N = 20, PMT = 100, FV = 1000, I/Y = 9
CPT PV = 1,091.28
The $900 purchase price is a distractor for this problem. 



99) D
The trader would have to lose $1,250, or 5,000-3,750 before they get a margin call. 5,000(2.00-P) = 1,250. P = $1.75. 



100) A



101) D
XYZ company owes the dealer ($1,000,000)(.08)(90/360) = $20,000. The dealer owes XYZ company ($1,000,000)(.05)(90/360) = $12,500. Net: XYZ company pays the dealer $7,500. 



102) D



103) D

	MV = 
	 NOI 
	 = 
	.7(740,000) - 16,800
	 = 2,278,182

	
	CAP
	
	.22
	




104) B

	MV = 
	 NOI  
	

	
	CAP
	

	  

	MV = 
	 956,000  
	 = 5,975,000

	
	.16
	




105) C

	   Total Market Value    
	 = NAV

	Total Number of Shares
	

	  

	 173,969  
	 = 15.96

	10,900
	




106) C

	18.20 - 20.40
	 = -.1078

	20.40
	




107) A

	    NAV    
	 =

	(1 - Load)
	


 

	72.40
	 = 76.21

	.95
	




108) D

	OP = 
	  $20   
	 = $20.83 x 250 = $5,208

	
	.96
	




109) D
Expected return of Stock M = 8 + 1.7(16 - 8) = 21.6. Estimated return of Stock M = 26 - 20/20 = 30%. Since the estimated return is greater than the expected return, the investor should purchase the stock. 



110) C



111) C
Parallel shifts in the SML result from changing market conditions (such as an increase in expected inflation). When inflation expectations increase, investors want to be compensated for the increased risk and to insure that their purchasing power is not eroded. Thus, the SML shifts upward, increasing the expected return at each level of risk.

The SML will shift downward in response to decreasing inflation expectations, decreased economic growth, and expanding capital markets. Changes in slope cause the SML to rotate. The slope of the SML will change in response to changes in attitudes of investors toward risk that affects the market risk premium. If there is an increase in the market risk premium, the SML will rotate counterclockwise about the risk free rate. If there is a decrease in the market risk premium, the SML will rotate clockwise about the risk free rate. 



112) B
The Market Risk Premium = Expected Market Return – Nominal Risk Free Rate. Here, we are given the expected market return, but need to calculate the nominal risk free rate. Then, we can determine the Market Risk Premium.

Step 1: Calculate the Nominal Risk-Free Rate:

Nominal Risk-Free Rate = [(1 + Risk Free Ratereal)*(1 + Inflation Premium)] - 1

= [(1 + 0.04)*(1 + 0.035)] – 1 = 1.076 – 1 = 0.076 or 7.6%

Step 1: Calculate the Risk Premium:

Market Risk Premium = Expected Market Return – Nominal Risk Free Rate

= 12% - 7.6% = 4.4%



113) B
The equation for the nominal risk free rate is:

Required Returnnominal = [(1 + Risk-Free Ratereal) * (1 + Inflation Premium) * (1 + Risk Premium)] - 1

The market risk premium is used when determining the security market line (SML) and equals the required market return minus the nominal risk-free rate. Liquidity risk is a part of total risk which is measured by the risk premium. The exchange rate is not a factor in this calculation. 



114) C
The gifting state is associated with estate planning and tax minimization. The spending phase is associated with protection for assets. Although these two states usually run concurrently, the life cycle distinguishes them in that the gifting phase is concerned with giving away assets while in the spending phase, there is still some accumulation from low-risk investments.

The other choices are true. 



115) A
This statement is true.

The steps of the investment process are listed in the incorrect order. The order should be as follows: specify goals and constraints (write a policy statement), analyze current financial and economic conditions (develop investment strategy), allocate assets across asset classes (implement the plan), monitor and rebalance the portfolio as needed (monitor and update). In the spending and gifting phases, investor portfolios generally less in equities as investors seek lower risk securities. Performance should be judged using an objective, benchmark standard – not the raw portfolio return. 



116) D
This statement should read, “By diversifying both domestically and internationally, investors limit risk to worldwide systematic risk factors only." (Much like domestic diversification reduces unsystematic risk from individual investments, but systematic risk still exists.) The other choices are valid arguments for international diversification. 



117) A
Investor X has a steep indifference curve, indicating that he is risk-averse. Flatter indifference curves, such as those for Investor Y, indicate a less risk-averse investor. The other choices are true. A more risk-averse investor will likely obtain lower returns than a less risk-averse investor. 



118) D
This selection is true (or not false). By definition, all portfolios below the CML are inefficient in that they do not give enough return for their risk. Investors could do better by combining the risk-free asset with the portfolio.

The area to the left of point S represents systematic or undiversifiable risk. Investors are compensated for this risk. The correct label for the x-axis is total risk, or standard deviation. The CML plots total risk (systematic plus unsystematic risk) versus expected return; the security market line (SML) plots beta (or systematic risk) versus expected return. Portfolio Z is created by lending at the risk-free rate and holding less than 100% of Portfolio M. Investors in portfolios to the left of the market portfolio, M, are invested in less than 100% of M. 



119) B
Standard deviation measures total risk. When Beta < 1, ERstock < ERmarket. The characteristic line is the equation for Beta. The error term, EResiduals, equals the portion of the asset’s returns that are uncorrelated to the market portfolio’s returns, or unsystematic risk. This error term has an expected value of 0 and the standard deviation is called the residual standard error. 



120) D

The Total Dollar Return is calculated as follows:

Step 1: Calculate the value change in the foreign currency:
The foreign currency appreciated by 0.05, or 5.0%.

Step 2: Use the Total Dollar return formula to calculate the return:
R$ = { [ 1 + ($coupon + VEND - VBEG) /  VBEG ] * (1 + g) } - 1,

Where R$ = Total dollar return, VEND = Bond value at end of period, VBEG = Bond value at end of period, and g = % change in the dollar value of the foreign currency.

Here, R$ =  { [ 1 + (8.0 + 93.0 – 94.0) / 94.0 ] * (1 + 0.05) } - 1

            =  { [1.074468 ] * (1.05) } - 1

 = 0.12819, or 12.819%
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Ethics - 18 Questions - 27 minutes



Question: 1 - 29542 

Mary Kim, CFA, practices in the established country of Oldasia as well as in the emerging country of Newasia. By regulation, Oldasia prohibits licensed investment advisors from trading in securities ahead of their clients. Newasia has no laws or regulations in this area. Mary Kim may: 

	A)
	not trade ahead of her clients in either country.

	B)
	trade ahead of her clients in Newasia only.

	C)
	trade ahead of her clients in Newasia only, as long as she has made full disclosure to her clients that she reserves the right to do this.

	D)
	trade simultaneously with her clients in Newasia only, as long as she has made full disclosure to her clients that she reserves the right to do this.




Question: 2 - 29543 

Anderson, Baker and Chang all received their CFA charters and ordered new business cards.  Their business cards are as follows:

	G. J. Anderson, CFA

	B. K. Baker, Chartered Financial Analyst

	M. S. Chang, CFA


Which of the business cards use the CFA marks improperly?

	A)
	Baker and Chang.

	B)
	Anderson, Baker and Chang.

	C)
	Chang.

	D)
	Anderson and Chang.




Question: 3 - 29544 

Maria Valdes, CFA, is an analyst for Venture Investments in the country of Newamerica, which has laws prohibiting the acceptance of any gift from a vendor if the gift exceeds US $250. Valdes has evidence that her Venture Investments colleague, Ernesto Martinez, CFA, has been receiving gifts from vendors in excess of US $250.

Valdes is obligated to: 

	A)
	disassociate herself from the activity, and urge Venture to persuade Martinez to cease the activity.

	B)
	disassociate herself from the activity. 

	C)
	disassociate herself from the activity, urge Venture to persuade Martinez to cease the activity, and inform AIMR of the violation.

	D)
	disassociate herself from the activity, urge Venture to persuade Martinez to cease the activity and inform AIMR and regulatory authorities of the violation.




Question: 4 - 29545 

Ellen Miamoto, CFA, is preparing a research report on an employment agency, Temp Help, Inc. She includes in her report a copy of a paragraph from a report by the Wall Street research firm of Benson Smith, a graph Miamoto has modified based on an original graph prepared by Gordon Thompson that was published in the Wall Street Journal, and a table of data prepared by the United States Bureau of Labor Statistics.

Miamoto should identify and acknowledge the following sources in her report: 
	A)
	Benson Smith.

	B)
	Benson Smith and Gordon Thompson.

	C)
	Benson Smith, Gordon Thompson and the Bureau of Labor Statistics.

	D)
	none, as long as Miamoto has permission to use the material.




Question: 5 - 29546 

Fernando Abrea, CFA was an analyst for Pacific Investments in Santiago, Chile.  In October, 2001 he left Pacific and joined Global Securities as manager of their Santiago office.  Abrea’s change of employment came about in the following manner:
· In April, 2001 Abrea contacted Global about a possible position he saw advertised in a financial publication and had exploratory meetings with Global. 

· In July 2001 Abrea submitted a strategic plan to Global and signed an agreement to join Global.  He then contracted for office space in Santiago on behalf of Global and drafted a letter to send to his contacts, including clients of Pacific, concerning his career change. 

· On October 15, 2001, Abrea resigned from Pacific.  He did not take any client lists from Pacific. 

· On October 16, 2001, Abrea mailed a letter that explained his new undertaking with Global to prospective clients, including his former clients at Pacific.  
Abrea first violated the Code and Standards:
	A)
	in April 2001.

	B)
	he did not violate the Code and Standards.

	C)
	in July 2001.

	D)
	in October 2001.




Question: 6 - 29547 

Julie Lee, CFA, is an analyst for Fund Investments, a recently formed securities brokerage firm. Fund is developing a policy concerning personal securities trading by employees which is not yet in place. Fund assigns Lee to write a research report on Alpha Beta Company, a company in which Lee has made significant personal investments.

Lee should: 
	A)
	decline to participate in writing the research report.

	B)
	immediately inform her employer of her holdings in Alpha Beta.

	C)
	prepare the report and include a notice that the author personally owns Alpha Beta Company stock.

	D)
	inform her supervisor that, as a member of AIMR, she is subject to Code and Standards.




Question: 7 - 29548 

Borders, Inc. has a portfolio of energy stocks that is being managed by Drew Grant, CFA, a representative of Bladstone Investments. Borders has approached Grant and offered to pay him a $1,000 bonus if the Borders portfolio outperforms its industry average by 3 points or more this year.

To be in compliance with the Code and Standards, Grant must: 
	A)
	inform Bladstone in writing of the bonus arrangement.

	B)
	receive written permission from both Borders and Bladstone to participate in the bonus arrangement.

	C)
	inform his supervisor and receive approval before accepting the bonus.

	D)
	not accept the bonus arrangement as it creates a conflict of interest with his other clients. 




Question: 8 - 29549 

Carmen Jorgensen, CFA, is the chief compliance officer for Dalton Financial Network, a regional brokerage firm. Dalton is divided into three regions, each of which has a regional compliance officer. Martin Lund, CFA, is the regional compliance officer for Dalton’s South Region.

Dalton has established procedures for proper allocation of trades to all clients. In October 2001, Fred Curry, CFA, a broker in the South Region misallocated a trade in favor of certain of his clients and to the detriment of others. It became evident that Lund had failed to review the trades on a timely basis as called for in Dalton’s Procedures Manual.

After an investigation, it was concluded that Curry violated the Code and Standards by failing to allocate trades properly, Lund violated the Code and Standards by failing to supervise appropriately, and Jorgensen: 
	A)
	violated the Code and Standards by failing to establish proper procedures.

	B)
	violated the Code and Standards by failing to adequately supervise her regional compliance officer, Lund. 

	C)
	did not violate the Code and Standards because she did not have direct supervisory responsibility for Curry.

	D)
	did not violate the Code and Standards because adequate procedures were in place, even though they weren't being followed. 




Question: 9 - 29550 

Todd Gable, CFA, was attending a noon luncheon when he overheard two software executives talking about a common vendor, Datagen, about how wonderful they thought the company was, and about a rumor that a major brokerage firm was preparing to issue a strong buy recommendation on the stock. Gable returned to the office, checked a couple of online sources, and then placed an order to purchase Datagen in all of his discretionary portfolios. The orders were filled within an hour. Three days later, a brokerage house issued a strong buy recommendation and Datagen’s share price went up 20 percent. Gable then proceeded to gather data on the stock and prepared a report that he dated the day before the stock purchase.

Gable has: 
	A)
	violated the Code and Standards by improper use of inside information.

	B)
	violated the Code and Standards by using the recommendation of another brokerage firm in his report.

	C)
	not caused any harm to any client, so the Code and Standards were not violated.

	D)
	violated the Code and Standards by not having a reasonable basis for making the purchase of Datagen.




Question: 10 - 29551 

Rhonda Meyer, CFA, is preparing a research report on Moon Ventures, Inc.  In the course of her research she learns the following:

· Moon had its credit rating downgraded by a prominent rating agency 3 years ago due to sales pressure in the industry.  The rating was restored 3 months later when the pressure resolved. 

· Moon’s insider trading has been substantial over the last 3 months.  Holdings of Moon shares by officers, directors, and key employees were reduced by 50 percent during that period. 

In Meyer’s detailed report making a buy recommendation for Moon, both the credit rating downgrade and the insider trading were omitted form the report.

Meyer has:

	A)
	violated the Code and Standards by not including the insider trading information and by not including the credit rating downgrade in her report. 

	B)
	violated the Code and Standards by not including the insider trading information in her report.

	C)
	violated the Code and Standards by not including the credit rating downgrade in her report. 

	D)
	not violated the Code and Standards in her report.




Question: 11 - 29552 

Bertha Mader, CFA, received proxy material related to a hostile takeover attempt of Danube Industries by Balnet Company. She holds shares of Danube in most of her client accounts. Mader has a high opinion of Danube’s management because they have run the company successfully and have always responded directly and honestly to her inquiries. She is not acquainted with Balnet’s management team but knows they have a reputation for improving the bottom line at the companies they acquire, partly because they tend to replace upper management at their targets and assume their functions. If the takeover is approved, the purchase price of Danube shares in the proxy material is 60 percent higher than the price before the announcement.

Danube’s management has contacted Mader and requested that she vote the shares she controls against the takeover because the management is concerned for their jobs and for the welfare of the company.

To comply with the Code and Standards, Mader should: 
	A)
	vote for the takeover if she can get assurance that Danube's management team will remain in place. 

	B)
	vote against the takeover if it does not appear that the takeover is in the best interest of the company. 

	C)
	vote for the takeover if it is in the best interest of Danube's shareholders, regardless of the consequences to current management.

	D)
	delegate her proxy vote to another member of her firm due to the conflict of interest created when she was contacted by management. 




Question: 12 - 29553 

Gerri Kocimski, CFA, is a portfolio manager for Wendover Securities. Kocimski received correspondence from Alfred Tomba that included a brief letter requesting that Kocimski purchase a portfolio of growth stocks on behalf of Tomba, and included a check for $1,000,000 made out to Wendover’s custodian, together with contract and application that were completed and signed, except that none of the questions that asked about Tomba’s personal financial circumstances, net worth, and investment experience had been answered.

If Kocimski establishes a portfolio for Tomba she will: 
	A)
	violate the Code and Standards if she did so without signed documentation from Tomba that describes his financial situation, investment experience, and investment objectives.

	B)
	not violate the Code and Standards because Tomba's net worth is equal to or exceeds $1,000,000 and he is a qualified investor based on the size of his account alone. 

	C)
	violate the Code and Standards if she did so without contacting Tomba by telephone or in wirting, and ascertaining Tomba's financial situation, investment experience, and investment objectives.

	D)
	not violate the Code and Standards because Tomba affirmatively solicited Kocimski's services. 




Question: 13 - 29554 

Toni Reynolds, CFA, completed preparing a buy recommendation for Dugway Mines on March 25, 2002, and submitted the final report to her employer, Premier Securities. Premier sent the recommendation to the printer for publishing and distribution on March 27, 2002. Prior to dissemination of the recommendation, Reynolds purchased 200,000 shares for the firm’s inventory, 20,000 shares for her two best clients, and 5,000 shares for her personal account.

Reynolds: 
	A)
	violated the Code and Standards by purchasing shares for her best clients and her personal account ahead of the recommendation's release. 

	B)
	violated the Code and Standards by purchasing shares for the firm account, her best clients, and her personal account ahead of the recommendation's release.

	C)
	violated the Code and Standards by purchasing shares for her personal account ahead of the recommendation's release. 

	D)
	did not violate the Code and Standards because she waited for the report to go to the printer and then purchased shares for the firm followed by her clients all before she purchased shares for her personal account. 




Question: 14 - 29555 

Calvin Doggett, CFA, has been contacted by the AIMR Professional Conduct Program (PCP) regarding allegations that he has taken investment actions that were unsuitable for his clients. Doggett is questioned by PCP concerning the identity of his clients he considered suitable for investing in a very risky start-up company that eventually went bankrupt.

Doggett will: 
	A)
	not violate the Code and Standards by revealing the names, financial condition and investment objectives of his clients to PCP.

	B)
	not violate the Code and Standards only if he reveals the financial condition and investment objectives of his clients on an anonymous basis and does not reveal the names of his clients to PCP.

	C)
	not violate the Code and Standards by refusing to reveal information concerning his client's investments to the PCP. 

	D)
	violate the Code and Standards by fully cooperating with a PCP investigation if it means revealing confidential information. 




Question: 15 - 29556 

Fern Baldwin, CFA, as a representative for Fernholz Investment Management, is compensated by a base salary plus a percentage of fees generated. In addition, she receives a quarterly performance bonus on a particular client’s fee if the client’s account increases in value by more than 2 points over a benchmark index. Baldwin had a meeting with a prospect in which she described the firm’s investment approach but did not disclose her base salary, percentage fee, or bonus.

Baldwin has: 
	A)
	violated the Code and Standards by not disclosing her performance bonus.

	B)
	violated the Code and Standards by not disclosing her salary, fee percentage, and performance bonus. 

	C)
	not violated the Code and Standards because employment compensation arrangements are confidential and should not be disclosed to clients.

	D)
	not violated the Code and Standards because there is no conflict of interest with a potential prospect in the employment arrangements.




Question: 16 - 29557 

Marion Klatt, CFA, is a representative for Thiel Financial Network. Klatt received a phone call at home from William Kind, a junior executive at Westtown Development Company, asking whether Klatt had heard that Westtown had just reached an agreement to acquire a major shopping mall chain at a very favorable price. (Klatt had not heard this news, and Klatt was able to confirm that the information had not yet been made public.) Kind requested that Klatt acquire 10,000 shares of Westtown for Kind’s personal account.

Klatt should: 
	A)
	not acquire the shares until he has contacted Westtown's management and encouraged them to publicly announce the merger discussion. 

	B)
	proceed to acquire the shares.

	C)
	not acquire the shares until he has contacted Westtown's management and encouraged them to publicly announce the merger discussion. He should also wait until they have made the announcement and the public has had an opportunity to react to it. 

	D)
	not acquire the shares.




Question: 17 - 29558 

For the last 12 months, William Kenneth, CFA, has been a representative for Analytical Investments, a firm that has adopted AIMR Performance Presentation Standards (PPS). Kenneth worked at another firm for the 9 years before he joined Analytical.

When Kenneth meets with Alexander Boulet, a prospective client, Kenneth may present Boulet: 
	A)
	only with Analytical's results for 1 year, the time Kenneth has been with Analytical.

	B)
	with Analytical's results for the last 10 years, and with a composite combining Kenneth's former firm's results for the 9 years Kenneth was there with Analytical's for the last year.

	C)
	with Analytical's results for 1 year, the time Kenneth has been with Analytical, and with a composite combining his former firm's results for the 9 years Kenneth was at the firm with Analytical's for the last year.

	D)
	with Analytical's results for the last 10 years.




Question: 18 - 29559 

A firm that claims compliance with AIMR Performance Presentation Standards (PPS) must disclose all of the following EXCEPT: 

	A)
	the number of portfolios in the composite.

	B)
	a measure of the dispersion of individual component returns for each composite.

	C)
	the amount of assets in the composite.

	D)
	the identity of the portfolio manager or managers for each composite.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 29075 

The following set of data represents a sample of the prices of jeans at a large retailer: $28, $36, $32, $30, $34, $32. Which of the following statements about this sample is FALSE? 
	A)
	The sample is completely described by its mean and variance. 

	B)
	The mode is equal to the mean. 

	C)
	Kurtosis is equal to 3.

	D)
	The median equals $31.




Question: 20 - 29076 

Karl Hesselberg is an intern at a large investment bank. His first assignment is to describe the properties of a stock return distribution where the mean, median, and mode all equal 18.3 percent. Hesselberg is INCORRECT if he states that: 

	A)
	approximately 99% of the observations fall within three standard deviations of the mean.

	B)
	45% of the observations fall within the range of the mean plus 1.65 standard deviations.

	C)
	approximately 68% of the observations fall within one standard deviation of the mean.

	D)
	95% of the observations fall within the range of the mean plus or minus 2.33 standard deviations.




Question: 21 - 29078 

Banca Hakala purchases two front row concert tickets over the internet for $90 per seat. One month later, the rock group announces that it is dissolving due to personality conflicts and the concert that Hakala has tickets for will be the “farewell” concert. Hakala sees a chance to raise some quick cash, so she puts the tickets up for sale on the same internet site. The auction closes at $250 per ticket. After paying a 10% commission to the site (on the amount of the sale) and paying $10 in shipping costs, Hakala’s one-month holding period return is approximately: 

	A)
	139%.

	B)
	144%.

	C)
	178%.

	D)
	44%.




Use a stated rate of 9 percent compounded periodically to answer the following three questions. Select the choice that is the closest to the correct answer. 

Question: 22 - 29083 

The semi-annual effective rate is: 

	A)
	9.00%.

	B)
	9.20%.

	C)
	10.25%.

	D)
	9.31%.


Question: 23 - 29083 

The quarterly effective rate is: 

	A)
	9.00%.

	B)
	9.20%.

	C)
	9.40%.

	D)
	9.31%.


Question: 24 - 29083 

The continuously compounded rate is: 

	A)
	9.20%.

	B)
	9.45%.

	C)
	9.42%.

	D)
	9.67%.




Question: 25 - 29088 

Ramish Prabhakar was recently laid off from his position as a web-page graphic designer. He signs up with a temporary employment agency. Because he has a degree in statistics, the agency sends him to a position with an econometrics firm. When he arrives at the assignment, his supervisor hands him some handwritten notes (as follows) and tells him to prepare a Power Point® slide on his findings. The notes concern the monthly returns for the first three quarters for small cap stocks, which are: 1.3%, 0.8%, 0.5%, 3.4%, -3.5%, -1.2%, 1.8%, 2.1%, and 1.5%. Prabhakar is to construct a frequency distribution using the following intervals: -4.0% to –2.0%, -2.0% to 0.0%, 0.0% to 2.0%, and 2.0% to 4.0%.

Which of the following statements should Prabhakar NOT include in the slide? 
	A)
	The absolute frequency of the interval 0.0% to 2.0% is 5. 

	B)
	The relative frequency of the interval -2.0% to 0.0% equals the relative frequency of the interval 2.0% to 4.0%.

	C)
	A frequency polygon plots the midpoint of each interval on the x-axis and the absolute frequency of that interval on the y-axis.

	D)
	The relative frequency of the interval -4.0% to -2.0% is 11.1%.




Question: 26 - 29097 

Consider the following statements about the geometric and arithmetic means as measures of central tendency. Which statement is FALSE? 
	A)
	The geometric mean may be used to estimate the average return over a one-period time horizon because it is the average of one-period returns.

	B)
	The difference between the geometric mean and the arithmetic mean increases with an increase in variability between period-to-period observations.

	C)
	The geometric mean calculates the rate of return that would have to be earned each year to match the actual, cumulative investment performance.

	D)
	The arithmetic mean cannot be used for open-ended data sets. 




Question: 27 - 29099 

Consider the following information about the stock of Night Train Express, Inc., a sports team.

· After 4 games, the stock is trading at $50 per share. 

· There is a 75% probability that the team will win a game, and a 25% probability that the team will not win. 

·  If the team wins, the stock price will increase by 20%; if the team loses, the stock price will decrease by 20%. 

Which of the following statements about the expected value of the stock over the next two games is FALSE?  The 

	A)
	expected value of the stock after game 5 is $55.00.

	B)
	expected value of the stock after both games 5 and 6 is $60.50.

	C)
	expected value of the stock if the team wins game 5 is $60.00.

	D)
	probability of the team winning both game 5 and game 6 is 0.75.




Question: 28 - 29108 

Aubrey Goscheim recently accepted a position of Vice President of Planning in the bedroom furniture division of Attic&Cellar Inc., a company that manufactures new antique-looking furniture. Her compensation package stipulates that she will receive a bonus of 5% of division earnings if division earnings exceed $1.0 million.  The table below shows the probability that divisional earnings will comprise a stated percentage of Division sales, which are projected at $10 million. 
	Table 1: Probability Distribution for Cellar, Inc.

	Probability
	Div. Earnings/ Sales (%)
	Div. Earnings ($mill)

	0.10
	-10%
	-1.0

	0.10
	20%
	2.0

	0.15
	15%
	1.5

	0.10
	12%
	1.2

	0.25
	10%
	1.0

	0.30
	8%
	0.8

	Sum = 1.00
	
	

	 
	 
	


The expected value of Goscheim’s bonus is approximately:
	A)
	$40,950.

	B)
	$52,950.

	C)
	$27,250.

	D)
	$18,450.




Question: 29 - 29113 

Consider a random variable X that follows a continuous uniform distribution: 7 ≤ X ≤ 20. Which of the following statements is FALSE? 

	A)
	F(10) = 0.23.

	B)
	F(12 ≤ X ≤ 16) = 0.307.

	C)
	F(21) = 0.00.

	D)
	F(6) = 0.




Question: 30 - 29177 

Roommates Dan Finn and Maria Hoffman have an annual competition where they pick which college basketball and hockey teams will win each week. This week, the Egrets will play the Seagulls and the Penquins will play the Seals. Finn picks the Egrets (0.6 chance to win), and Penguins (0.5 chance to win). Hoffman picks the Seagulls and Seals. (The Egrets and the Seagulls are the basketball teams.) Which of the following statements is FALSE? The probability that:

	A)
	either the Egrets or the Seals will win is 0.80.

	B)
	at least one of Hoffman's teams will win is higher than the probability that at least one of Finn's teams will win.

	C)
	both of Hoffman's teams will win is lower than the probability that both of Finn's teams will win.

	D)
	both the Egrets and the Seals will win is 0.30.




Question: 31 - 21133 

The average return on the Russell 2000 index for 121 monthly observations was 1.5 percent. The population standard deviation is assumed to be 8.0 percent. What is a 99 percent confidence interval for the monthly return on the Russell 2000 index?
	A)
	0.1 percent to 2.9 percent.

	B)
	-6.5 percent to 9.5 percent.

	C)
	-0.4 percent to 3.4 percent.

	D)
	7.65 percent to 8.35 percent.




Question: 32 - 29191 

Shawn Choate is thinking about his graduate thesis. Still in the preliminary stage, he wants to choose a variable of study that has the most desirable statistical properties. The statistic he is presently considering has the following characteristics:

· The expected value of the sample mean is equal to the population mean. 

· The variance of the sampling distribution is smaller than that for other estimators of the parameter. 

· As the sample size increases, the standard error of the sample mean rises and the sampling distribution is centered more closely on the mean. 

Select the best choice. Choate’s estimator is:

	A)
	unbiased and efficient.

	B)
	unbiased, efficient, and consistent.

	C)
	efficient and consistent.

	D)
	unbiased and consistent.




Question: 33 - 29194 

The table below is for five samples drawn from five separate populations. The far left columns give information on the population distribution, population variance, and sample size. The right-hand columns give four choices for the appropriate tests: Z = Z-statistic, and t = t-statistic. “None” means that a test statistic is not available.

	Sampling From
	Test Statistic Choices

	Distribution
	Variance
	n
	One
	Two
	Three
	Four

	Non-normal
	0.75
	100
	Z
	Z
	Z
	t

	Normal
	5.60
	75
	Z
	Z
	Z
	Z

	Non-normal
	n/a
	15
	t
	t
	none
	t

	Normal
	n/a
	18
	t
	t
	t
	t

	Non-normal
	14.3
	15
	t
	t
	none
	none


Which set of test statistic choices (One, Two, Three, or Four) matches the correct test statistic to the sample for all five samples?
	A)
	Three.

	B)
	One.

	C)
	Two.

	D)
	Four.




Question: 34 - 29197 

Ron Jacobi, manager with the Toulee Department of Natural Resources, is responsible for setting catch-and-release limits for Lake Norby, a large and popular fishing lake. For the last two months he has been sampling to determine whether the average length of Northern Pike in the lake exceeds 18 inches (using a significance level of 0.05). Assume that the p-value is 0.08. In concluding that the average size of the fish exceeds 18 inches, Jacobi: 

	A)
	makes a Type II error.

	B)
	is correct.

	C)
	makes a Type I error.

	D)
	makes a power error.




Question: 35 - 29199 

Mikla Svitenko is a Senior Analyst in the emissions development division of a large automobile manufacturer. Today, she must report whether the average miles per gallon (mpg) of the company’s light truck division exceeds CAFÉ standards of 19.7 mpg. The population of light trucks is normally distributed with a variance of 0.25 mpg. A sample of 100 light trucks has a mean of 19.9 mpg. Because of the possibility of fines, Svitenko is willing to make a Type I error only 1 percent of the time. Which of the following statements is TRUE? 

	A)
	If Svitenko rejects the null hypothesis, she will be making a Type I error.

	B)
	Svitenko is 99% confident that the average mpg of the company's light trucks exceeds 19.7.

	C)
	Svitenko should compare the calculated t-statistic to a critical value of 2.33.

	D)
	At a sample size of 32 and a mean mpg of 19.8, Svitenko would reject the null hypothesis. 




Question: 36 - 29204 

The assumptions underlying linear regression include all of the following EXCEPT the: 
	A)
	disturbance term is normally distributed with an expected value of 0.

	B)
	independent variable is linearly related to the residuals (or disturbance term).

	C)
	disturbance term is homoskedastic and is independently distributed.

	D)
	dependent variable and independent variable are linearly related. 




Economics - 14 Questions - 21 minutes



Question: 37 - 12304 

If the required reserve ratio is 20 percent, which of the following is the most likely "actual" deposit expansion multiplier? 

	A)
	5.5

	B)
	6.0

	C)
	4.5

	D)
	6.5




Question: 38 - 12308 

If banks are required to maintain 20 percent reserves against demand deposits, how much will the creation of $5,000 of new reserves potentially increase the supply of money? 

	A)
	$25,000.

	B)
	$6,000.

	C)
	$9,000.

	D)
	$20,000.




Question: 39 - 29046 

The University of Wisconsin’s Falcon Economics Club has invited Sir Michael Everett, a supply-side economist, to speak at this month’s luncheon. Members of the club are asked to submit questions and topics for discussion. Sir Michael would most likely agree with which of the following statements? 
	A)
	The government should not implement an income tax change that allows individuals to deduct the cost of vacations.

	B)
	A reduction in the marginal tax rate will increase aggregate supply, output, prices, and employment.

	C)
	If the marginal tax rate increases, consumers will move from low-risk to high-risk activities.

	D)
	Increased currency stabilization will discourage investment by lowering expected returns.




Question: 40 - 29285 

In general, Keynesians believe all of the following EXCEPT: 

	A)
	supply is the driving force towards the equilibrium condition.

	B)
	aggregate expenditures drive the equilibrium condition.

	C)
	instability in the economy is driven by demand-side factors.

	D)
	the responsiveness of aggregate supply to changes in demand will be directly related to the availability of unemployed resources.




Question: 41 - 29290 

When measuring GDP, summing the costs of producing and supplying goods and services is called the: 

	A)
	Expenditure Approach.

	B)
	Resource Cost/Income Approach.

	C)
	Personal Consumption Approach.

	D)
	Total Consumption Approach.




Question: 42 - 29291 

All of the following are phases in the business cycle EXCEPT: 

	A)
	peak.

	B)
	recessionary trough.

	C)
	depression.

	D)
	expansion.




Question: 43 - 29302 

Which of the following statements about unemployment is FALSE? 

	A)
	Frictional unemployment is unemployment due to constant changes in the economy that prevent qualified workers from being immediately matched with existing job openings.

	B)
	The economy is said to be operating at full employment only if there is no cyclical or frictional unemployment in the economy.

	C)
	The economy is said to be operating at full employment when cyclical unemployment is zero.

	D)
	There is some level of unemployment when the economy is said to be operating at full employment.




Question: 44 - 29304 

The key distinction between Keynesian economics and classical economics is that: 

	A)
	Keynesian economics focuses on the role of aggregate supply rather than aggregate demand in determining the overall level of output in the economy.

	B)
	Keynesian economics focuses on the role of aggregate demand rather than aggregate supply in determining the overall level of output in the economy.

	C)
	Keynesian economics is based on Say's law which suggests that it is impossible to over produce because supply creates it own demand.

	D)
	Keynesians believe that monetary and fiscal policy can have little if any impact on the economy.




Question: 45 - 29310 

All of the following would cause the aggregate demand curve to shift to the right EXCEPT an increase in: 

	A)
	the real rate of interest.

	B)
	real wealth.

	C)
	expected inflation.

	D)
	incomes abroad.




Question: 46 - 29320 

When economic decision-makers base their future expectations on actual outcomes observed during recent periods, this is called: 

	A)
	rational expectations hypothesis.

	B)
	adaptive expectations hypothesis.

	C)
	pure expectations hypothesis.

	D)
	actual outcomes hypothesis.




Question: 47 - 29322 

The Phillips curve indicates a tradeoff between: 

	A)
	inflation and output.

	B)
	unemployment and output.

	C)
	prices and wages.

	D)
	inflation and the unemployment rate.




Question: 48 - 29054 

Assume that the market for paper supplies and the market for toothpicks have the following characteristics: 

The Market for Paper Supplies is comprised of:
· A large number of independent sellers 

· Differentiated products 

· Low barriers to entry/exit 

The Market for Toothpicks is comprised of: 
· A large number of independent sellers 

· Homogeneous products 

· No barriers to entry/exit 

The Papyrus Company operates in the market for paper supplies and Wudden Floss operates in the toothpick market. The sales managers for both companies want to know how a change in price will affect the quantity sold. 

 Which of the following choices best completes the following sentence? If both firms increase prices, the quantity sold by Papyrus Company will:

	A)
	increase, and the quantity sold by Wudden Floss will decrease.

	B)
	decrease, and so will the quantity sold by Wudden Floss. 

	C)
	decrease, and the quantity sold by Wudden Floss will remain the same.

	D)
	decrease, and Wudden Floss will sell nothing.




Question: 49 - 29328 

When a good becomes cheaper relative to other goods, you will consume more of it. This is known as the: 

	A)
	income effect.

	B)
	marginal utility effect.

	C)
	marginal propensity to consume effect.

	D)
	substitution effect.




Question: 50 - 29069 

Assume an investor living in the United States can borrow in $ or in the Thai Baht (THB). Given the following information, determine whether an arbitrage opportunity exists. If so, how much would the arbitrageur profit by borrowing $ 1,000,000 or the equivalent in Baht? (Assume a period of one year and state the profit in domestic currency terms.) 

	Spot rate ($/Baht)
	0.02312 

	Forward rate ($/Baht)
	0.02200 

	Domestic (U.S.) interest rate (%)
	4.50% 

	Foreign (Thailand) interest rate (%)
	6.00% 


 Which of the following is closest to the correct answer?

	A)
	Borrow $. Arbitrage profits are $36,349.

	B)
	Borrow Baht. Arbitrage profits are $36,349.

	C)
	There are no arbitrage profits.

	D)
	Borrow foreign. Arbitrage profits are $65,622.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 29560 

Baker, Inc., a newly-formed U.S. manufacturing corporation, prepares a classified balance sheet as part of its formal financial statements. Accordingly, the asset, liability, and equity accounts of Baker, Inc. will be ordered in: 

	A)
	the manner prescribed by the U.S. Securities and Exchange Commission.

	B)
	the manner prescribed under U.S. Generally Accepted Accounting Principles (GAAP).

	C)
	a logical manner.

	D)
	the manner prescribed by the company's auditor.




Question: 52 - 29561 

Dairy Distribution, Inc. purchased a tanker truck for $240,000 on January 1, 1999. The truck has a salvage value of $40,000 and a useful life of 5 years or 200,000 miles, whichever comes first. Dairy Distribution uses the units of production method of calculating depreciation. The truck was driven 60,000 miles in 1999 and 60,000 miles in 2000. On January 1, 2001 the useful life of the truck was revised upward to a total of 280,000 miles. (The salvage value was not changed.) The truck was driven 90,000 miles in 2001.

The net book value of the truck as shown on Dairy Distribution’s balance sheet as of December 31, 2001 was: 
	A)
	$90,000.

	B)
	$40,000.

	C)
	$35,000.

	D)
	$75,000.




Question: 53 - 29562 

Selected information from Rockway, Inc.’s financial statements for the year ended December 31, included the following (in $):

	 
	2000
	2001

	Sales
	17,000,000
	21,000,000

	Cost of Goods Sold
	11,000,000
	15,000,000

	Interest Paid
	800,000
	1,000,000

	Current Income Taxes Paid
	700,000
	1,000,000

	Accounts Receivable
	3,000,000
	2,500,000

	Inventory
	2,400,000
	3,000,000

	Property, Plant & Equip. 
	2,000,000
	16,000,000

	Accounts Payable
	1,000,000
	1,400,000

	Long-term Debt
	8,000,000
	9,000,000

	Common Stock
	4,000,000
	5,000,000


Using the direct method, cash provided or used by operating activities(CFO) in the year 2001 was:

	A)
	$5,300,000.

	B)
	$6,300,000.

	C)
	$4,300,000.

	D)
	$3,500,000.




Question: 54 - 29563 

Analysis of Boulder Corp.’s financial statements reveals that a printing press that had been depreciated for only 5 years of a scheduled 20-year depreciable life has been sold for salvage and the loss on sale recorded as being unusual and infrequent. The analysis further reveals that Boulder Corp. has had several similar sales of significant assets for salvage in recent years and that the printing industry generally depreciates printing presses over ten years or less.

Given the above, an analyst is likely to conclude that through manipulating its financial reporting Boulder Corp. is causing all of the following results EXCEPT: 
	A)
	artificially increasing earnings from continuing operations.

	B)
	creating a "big bath" in earnings from operations in the year of the salvage loss.

	C)
	artificially increasing "below the line" (i.e. after net income from continuing operations but before net income) results.

	D)
	artificially increasing net income.




Question: 55 - 29564 

Football Contractors, Inc. has contracted to build a stadium for the City of Washburn. The contract price is $100 million and costs are estimated at $60 million. Costs are not assured, however, because there is a material risk, which Football Contractors has assumed, that ground water problems might slow construction and increase costs by as much as $40 million. In 1999, the first year of the agreement, Football Contractors, Inc. billed $30 million, received a $20 million payment, and incurred $15 million in costs.

For 1999 Football Contractors, Inc. should recognize revenue from the City of Washburn transaction in the amount of: 
	A)
	$20 million.

	B)
	$0.

	C)
	$25 million.

	D)
	$30 million.




Question: 56 - 29565 

P Company and C Company are under contract to build identical buildings for Blue, Inc. on opposite sides of Blue’s market territory. Each contract is for three years for a total contract price of $90 million. Each company’s costs are expected to be $60 million over the course of the contract. In the contract’s first year, 2001, each company incurred $20 million in costs, issued advance billings of $15 million, and collected $10 million in cash.

If P Company used the percentage-of-completion method and C Company used the completed contract method to account for the Blue, Inc. project in 2001, P Company’s retained earnings will be: 
	A)
	$5 million higher than Company C's retained earnings.

	B)
	the same as Company C's retained earnings because both company's billings were less than costs.

	C)
	$5 million lower than Company C's retained earnings.

	D)
	$10 million higher than Company C's retained earnings.




Question: 57 - 29566 

Pacific, Inc.’s financial information for the year ended December 31, 2001 included the following (“change” refers to the difference since December 31, 2000) (in $ millions):

	Net Income
	27

	Change in Accounts Receivable
	+4

	Change in Accounts Payable
	+1

	Change in Inventory
	+5

	Loss on sale of equipment
	-8

	Gain on sale of real estate
	+4

	Change in Retained Earnings
	+21

	Dividends declared and paid
	+4


Pacific, Inc.’s cash flow from operations (CFO) for the year ended December 31, 2001 (in $ millions) was:

	A)
	$27.

	B)
	$21.

	C)
	$15.

	D)
	$23.




Question: 58 - 29567 

Juniper Corp. has the following transactions in 2001.

· Juniper’s equipment with a book value of $55,000 was sold for $85,000 cash. 

· A parcel of land was purchased for $100,000 worth of Juniper common stock. 

· ABC company paid Juniper preferred dividends of $40,000. 

· Juniper declared and paid a $100,000 cash dividend. 

Using the indirect method, what is cash flow from financing (CFF) for Juniper for 2001?
	A)
	-$60,000.

	B)
	-$15,000.

	C)
	-$115,000.

	D)
	-$100,000.




Question: 59 - 29568 

The following information is summarized from Famous, Inc.’s financial statements for the year ended December 31, 2001:
· Sales were $800,000. 

· Net Income was $160.000. 

· Assets were $1,600,000. 

· Equity was $1,000,000. 

· Long-term Debt was $250,000. 

· Interest Expense was $30,000. 

· Famous, Inc.’s dividend payout ratio was 20 percent. 

Famous, Inc.’s sustainable growth rate as of December 31, 2001 is estimated to be:
	A)
	3.2 percent.

	B)
	8.0 percent.

	C)
	12.8 percent.

	D)
	16.0 percent.




Question: 60 - 29569 

Selected financial data from Florida Company’s financial statements for the year ended December 31, 2001 included the following (in $ millions):

	Sales (net)
	900

	Cost of Goods Sold
	550

	Interest Expense
	80

	Depreciation Expense
	  70


 

	 
	Beginning 
	Ending 
	Average 

	Accounts Receivable
	  90
	110
	100

	Inventory
	120
	180
	150

	 
	 
	 
	 

	Accounts Payable
	  70
	  90
	  80

	Total Assets
	400
	450
	425

	Total Equity
	  70
	120
	  95


Industry data shows that the cash conversion cycle in Florida’s industry in 2001 was 60.0 days.  

Florida’s cash conversion cycle in 2001 was:

	A)
	longer, but less than one-third longer than the industry average.

	B)
	shorter, but less than one-third shorter than the industry average.

	C)
	at least one-third longer than the industry average.

	D)
	less than two-thirds of the industry average.




Question: 61 - 29570 

A common size balance sheet: 

	A)
	reduces the need to make adjustments in comparing the financial results of different size firms.

	B)
	is standardized by the number of line items listed in the statement.

	C)
	expresses each account as a percentage of sales.

	D)
	prominently displays the dollar amount in the retained earnings account.




Question: 62 - 29571 

Sampson Corp. had 500,000 shares of common stock outstanding at the beginning of 2001.  The average market price was $20.

· On April 1, Sampson issued 100,000 shares of $1000 par value 10 percent preferred stock. 

· On July 1, Sampson issued 200,000 warrants to purchase 10 shares of common stock  each at $22 per share. 

· On October 1, Sampson repurchased 60,000 of common stock as treasury stock for $15 per share. 

The weighted average common shares outstanding Sampson should use to compute basic earnings per share (EPS) was:
	A)
	515,000.

	B)
	600,000.

	C)
	485,000.

	D)
	700,000.




Question: 63 - 29572 

Selected information from Doors, Inc.’s financial activities in the year 2001 included the following:
· Net income was $372,000. 

· 100,000 shares of common stock were outstanding on January 1. 

· The average market price per share was $18 in 2001. 

· Dividends were paid in 2001. 

· 2,000, 6 percent $1,000 par value convertible bonds, which are convertible at a ratio of 25 shares for each bond, were outstanding the entire year. 

· Doors, Inc.’s tax rate is 40%. 

Doors, Inc.’s diluted earnings per share (Diluted EPS) for 2001 was closest to:
 

	A)
	$3.72.

	B)
	$2.96.

	C)
	$3.28.

	D)
	$3.46.




Question: 64 - 29573 

Zachary Company’s warrants issued in 1996 are Zachary’s only outstanding potentially dilutive security. In 2001, EPS and Dilutive EPS differed for the first time. A possible explanation for the change is the: 

	A)
	year-end market price of Zachary increased.

	B)
	average market price of Zachary increased.

	C)
	average market price of Zachary decreased.

	D)
	year-end market price of Zachary decreased.




Question: 65 - 29574 

Protocol, Inc.’s net income for 2001 was $4,800,000. Protocol had 800,000 shares of common stock outstanding. The tax rate was 40 percent. The average share price in 2001 was $37.00. Protocol had 5,000 8 percent $1,000 par value convertible bonds that were issued in 2000. Each bond was convertible into 25 shares of common stock.

Protocol, Inc.’s Diluted earnings per share (Diluted EPS) for 2001 was closest to: 
	A)
	$6.00.

	B)
	$4.92.

	C)
	$5.45.

	D)
	$5.19.




Question: 66 - 29575 

In the computation of Diluted earnings per share (Diluted EPS), common shares issued when convertible preferred stock is converted are added to the denominator of the equation, and the basic EPS numerator is adjusted by: 

	A)
	adding back non-convertible preferred stock dividends.

	B)
	adding back non-convertible bond interest.

	C)
	adding back convertible preferred stock dividends.

	D)
	subtracting income from continuing operations.




Question: 67 - 29576 

Camden Company’s appliance inventory transactions in 2001 were as follows:

· Beginning inventory of 40 appliances at $600 each. 

· Purchased 80 appliances on April 15 at $625 each. 

· Purchased 100 appliances on August 7 at $650 each. 

· Sold 160 appliances on October 8. 

· Purchased 120 appliances on December 31 at $675 each. 

Using the average cost method, what is Camden’s cost of goods sold for the year ended December 31, 2001?
	A)
	$103,530.

	B)
	$101,091.

	C)
	$100,000.

	D)
	$107,000.




Question: 68 - 29577 

Granulated Corp. uses the last in, first out (LIFO) inventory cost flow assumption.  Selected information from Granulated’s financial statements for the years ended December 31, 2000 and 2001 was as follows (in $):

	 
	2000   
	2001   

	Beginning Inventory
	4,375,000
	  5,525,000

	Purchases
	10,200,000
	11,300,000

	Ending Inventory
	5,525,000
	  6,100,000

	Beginning LIFO Reserve
	825,000
	     975,000

	Ending LIFO Reserve
	    975,000
	1,125,000


If Granulated changed from LIFO to FIFO for 2001, Granulated’s Cost of Goods Sold in 2001 under FIFO would be:

	A)
	$11,850,000.

	B)
	$9,600,000.

	C)
	$10,325,000.

	D)
	$10,575,000.




Question: 69 - 29578 

Selected information from Newcomb, Inc.’s financial statements for the year ended December 31, 2001 included the following (in $):

	Cash
	     70,000
	 
	Accounts Payable
	90,000

	Accounts Receivable
	140,000
	 
	Deferred Tax Liability
	100,000

	Inventory
	460,000
	 
	Long-term Debt
	  520,000

	Property, Plant & Equip.
	1,200,000
	 
	Common Stock
	  600,000

	  Total Assets
	1,870,000
	 
	Retained Earnings
	360,000

	 
	 
	 
	  Total Liabilities & Equity
	1,870,000

	Interest Expense
	60,000
	 
	 
	 

	Net Income
	220,000
	 
	 
	 

	LIFO Reserve at Jan. 1
	185,000
	 
	 
	 

	LIFO Reserve at Dec. 31
	250,000
	 
	 
	 


Newcomb uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate is 40 percent.  If Newcomb changed from LIFO to first in, first out (FIFO) for 2001 and average total capital was $1,700,000 for both the LIFO and FIFO computations, the return on total capital would:

	A)
	decrease from 16.5 to 12.6 percent.

	B)
	remain unchanged at 16.5 percent.

	C)
	increase from 16.5 to 18.0 percent.

	D)
	increase from 16.5 to 14.2 percent.




Question: 70 - 29579 

Selected information from Yorktown Corp.’s financial statements for the year ended December 31, 2001 was as follows (in $ millions):

	Accounts Payable
	  8

	Long-term Debt
	9

	Common Stock
	7

	Retained Earnings
	23

	  Total Liabilities & Equity
	57


In 2001, Yorktown paid $10 million cash to purchase a franchise.  The franchise cost was fully expensed in 2001.  If the company had elected to amortize the franchise cost over 5 years instead of expensing it, Yorktown’s total debt ratio (total debt-to-total capital) would:

 

	A)
	decrease from 0.298 to 0.262.

	B)
	decrease from 0.474 to 0.403.

	C)
	increase from 0.474 to 0.551.

	D)
	remain unchanged.




Question: 71 - 29580 

Doll Company has been depreciating its molding machine for 10 years over a 20-year useful life with a $500,000 salvage value. In 2001, Doll revised the doll machine’s useful life downward to 15 years and the salvage value downward to $300,000.

On Doll’s financial statements for the year ended December 31, 2001, Doll is required to: 
	A)
	separately disclose the change in estimated useful life but not the change in salvage value. 

	B)
	separately disclose the change in salvage value but not the change in estimated useful life. 

	C)
	make no disclosures concerning the estimated useful life and salvage value changes.

	D)
	separately disclose both the change in estimated useful life and the change in salvage value. 




Question: 72 - 29581 

Selected information from Kentucky Corp.’s financial statements for the year ended December 31, 2001 was as follows (in $ millions):

	Property, Plant & Equip.
	10
	 
	Deferred Tax Liability
	0.6

	Accumulated Depreciation
	(4)
	 
	 
	 


The balances were all associated with a single asset.  The asset was permanently impaired and has a present value of future cash flows of $4 million.  After Kentucky writes down the asset, Kentucky’s tax accounts will be affected as follows (the tax rate is 40 percent):

	A)
	deferred tax liability will be eliminated and tax assets will increase $1.4 million.

	B)
	deferred tax liability will be eliminated and deferred tax assets will increase $0.2 million.

	C)
	income tax expense will decrease $0.8 million.

	D)
	there will be no effect.




A dance club purchased new sound equipment for $25,352. It will work for 5 years and has no salvage value. Their tax rate is 41 percent, and their annual revenues are constant at $14,384. For financial reporting, the straight-line depreciation method is used, but for tax purposes depreciation is accelerated to 35 percent in years 1 and 2 and 30 percent in Year 3. For purposes of this exercise ignore all expenses other than depreciation.
Question: 73 - 24699 

Assume that the tax rate changes for years 4 and 5 from 41 percent to 31 percent. What will be the deferred tax liability as of the end of year three?
	A)
	$3,144.

	B)
	$2,948.

	C)
	$1,443.

	D)
	$1,039.


Question: 74 - 24699 

Because the tax rate changes for years 4 and 5 from 41 percent to 31 percent, net income will have to be adjusted for financial reporting purposes in year three. What is the amount of this adjustment?
	A)
	$747.

	B)
	$1,030.

	C)
	$1,014.

	D)
	$1,909.




Question: 75 - 29582 

Graphics, Inc. has a deferred tax asset of $4,000,000 on its books. As of December 31, 2001, it became more likely than not that $2,000,000 of the asset’s value may never be realized because of the uncertainty of future income. Graphics, Inc. should: 

	A)
	reverse the asset account permanently by $2,000,000.

	B)
	establish an offsetting deferred tax liability account of $2,000,000.

	C)
	reduce the asset by establishing a valuation allowance of $2,000,000 against the asset.

	D)
	not make any adjustments until it is certain that the tax benefits will not be realized.




Question: 76 - 29583 

On December 31, 2000 Okay Company issued 10,000 $1000 face value 9 percent bonds to yield 7 percent. The bonds pay interest semi-annually and are due December 31, 2010.

On its financial statements for the year ended December 31, 2001, Okay should report cash flow from operations of: 
	A)
	-$755,735.

	B)
	-$900,000.

	C)
	-$700,000.

	D)
	-$830,000.




Question: 77 - 29584 

Selected information from Toggle Industries, Inc. financial statements as of December 31, 2001 was as follows (in $ millions):

	Income Statement 

	 
	 

	Sales
	31 

	Cost of Goods Sold   
	(13)

	  Gross Profit
	18 

	Other Expenses        
	(10)

	  Operating Profit
	8 

	Interest
	(4)

	  Net Income
	  4 


	Balance Sheet 

	 
	 
	 
	 
	 

	Cash
	6
	 
	Accounts Payable
	6

	Accounts Receivable
	  8
	 
	Long-term Debt
	20

	Inventory
	7
	 
	Common Stock
	3

	Property, Plant & Equip.
	18
	 
	Retained Earnings
	10

	  Total Assets
	39
	 
	  Total Liabilities & Equity
	39


In December 2000, Toggle issued a $10 million long-term convertible 10-year bond at par with an interest rate of 10 percent.  Ignoring taxes, if Toggle had issued $10 million of 10 percent convertible preferred stock instead of the bond, Toggle’s return on equity (net income / equity accounts) would:

	A)
	decrease from 30.8 percent to 21.7 percent.

	B)
	decrease from 30.8 percent to 17.4 percent.

	C)
	increase from 30.8 percent to 38.5 percent.

	D)
	remain unchanged.




Question: 78 - 29585 

On December 31, 2000, Asheville Corp. executed a 9-year lease with annual payments of $3,300,000 for sophisticated equipment for its precision specialty manufacturing facility.  The economic life of the equipment was 11 years.  Asheville has the option to purchase the equipment for its then-current fair market value at the end of the lease.  The interest rate implicit in the lease is 10 percent.  Asheville Corp.’s incremental borrowing rate is 10 percent.  The fair market value of the equipment on December 31, 2000 was $25,000,000.  Treating the above transaction as an operating lease, Asheville Corp.’s income statement for the year ended December 31, 2001 was as follows:

	Sales
	$82,000,000 

	Cost of Goods Sold
	(38,000,000)

	  Gross Profit
	44,000,000 

	Depreciation
	(8,300,000)

	Lease Expense
	(3,300,000)

	Sales and Administration
	(18,400,000)

	  Operating Profit
	14,000,000 

	Interest Expense
	(2,000,000)

	Income Taxes
	(5,000,000)

	  Net Income
	$7,000,000 


After considering whether the equipment lease should be reclassified as a capital lease and holding income taxes constant at $5,000,000, Asheville’s net profit margin will:

	A)
	decrease from 8.54 percent to 5.35 percent.

	B)
	decrease from 8.54 percent to 6.22 percent.

	C)
	remain unchanged.

	D)
	decrease from 8.54 percent to 7.67 percent.




Question: 79 - 29586 

On December 31, 2000 Upward Company executed a 10-year lease with annual payments of $400,000 beginning December 31, 2001 for factory equipment. The economic life of the equipment was 15 years. The interest rate implicit in the lease was 7 percent. Upward’s incremental borrowing rate was 9 percent. Under the terms of the lease, Upward may purchase the equipment at the end of the lease at the then-current fair market value of the equipment. The fair market value of the equipment on December 31, 2000 was $3,200,000.

In its Statement of Cash Flows for the year ended December 31, 2001 Upward should include the following related to the above transaction: 

	A)
	cash flow from operations of -$196,660, cash flow from financing of -$203,340.

	B)
	cash flow from operations of $400,000.

	C)
	cash flow from operations of -$231,036, cash flow from financing of -$168,964.

	D)
	cash flow from operations of -$224,000, cash flow from financing of -$176,000.




Question: 80 - 29587 

Francisco Corp. is planning to lease for its own use a $10 million milling machine to produce goods for eventual sale. Francisco is able to negotiate the structure of the lease so as to classify it as either an operating or a capital lease. The advantages to Francisco of classifying this lease as a capital lease include all of the following EXCEPT: 

	A)
	cash flow from operations is reduced by a lower amount than under an operating lease.

	B)
	total assets are higher.

	C)
	its ability to meet bond covenants is improved.

	D)
	expenses are lower in the later years of the lease.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28906 

Tony Nguyen works in the investor relations department of a medium sized technology firm. He recently received the following e-mail: “I am an investor concerned with agency problems between managers and stockholders. What assurance do I have that the company works to align the interests of these two groups?” Which of the following actions that the firm has taken does NOT address the e-mail’s concerns? 

	A)
	Every employee receives performance shares and cash bonuses, based on his or her position and company earnings per share results.

	B)
	The company recently expanded its executive stock-option program to include middle-level managers.

	C)
	The company recently adopted a shareholder rights plan that allows existing shareholders favorable terms over outside parties. The plan is triggered if a person or group acquires beneficial ownership of 10 percent or more of the company's common stock. 

	D)
	The board has a reputation for aggressively monitoring current management and is quick to remove poor-performing managers.




Question: 82 - 28908 

Thomas Otto is an associate in the strategic consulting group for a medium-sized manufacturing company. Historically, the firm has financed projects using internal equity funds. The company is approaching the retained earnings break-even point, and the group’s Executive Vice President asks Otto to determine the change in the weighted average cost of capital (WACC) if the firm uses external equity funds instead of internal funds. An analyst in the group provides the following information: 

· Current and future Target Capital Structure: 40% debt (wd), 60% retained earnings (ws) 

· After-tax cost of debt (kd)* (1 - t) = 6.00% 

· Cost of internal equity = 13.00% 

And, the firm’s investment bank provides the following projections for a new common stock issue: 

· Projected Dividend in year 1: D1 = $2.33 

· Current Price (P0) = $30.00 per share 

· Growth rate: 8.0% 

· Floatation costs: 3.5% 

Which of the following choices best completes the following sentence? Using this information, Otto reports that the WACC will: 

	A)
	increase by 1.82%.

	B)
	increase by 1.66%.

	C)
	decrease by 1.66%.

	D)
	remain the same.




Question: 83 - 28912 

While studying for the Level 1 CFA examination, Leonard Hart draws the following graph of a firm’s capital structure. Using his graph and the assumptions below, determine which of the following statements A through D below is FALSE.
· Current and future Target capital structure: 50% debt and 50% equity. 

· After-tax cost of debt (kd)* (1-t) = 7.00%. 

· Cost of internal equity = 13.00%. 

· Cost of external equity = 17.50%. 

· Earnings are estimated at $100 million 

· The dividend payout ratio is 45.0%. 
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	A)
	The value for X is $90 million.

	B)
	The weighted average cost of capital (WACC) of 10.00% uses retained earnings, the WACC of 12.25% uses common stock.

	C)
	The firm should use this graph to adjust projects for risk.

	D)
	As the firm needs to raise more and more capital, the weighted average cost of capital (WACC) will remain lower than the marginal cost of capital.




Question: 84 - 28918 

All of the following comments about the capital budget post auditing process are correct EXCEPT: 

	A)
	After the initial capital budgeting decision is made, the company should follow up and compare the actual results to the projected results.

	B)
	The project managers should explain large variances (projection versus actual).

	C)
	The function of the post audit includes improving forecasting and operations.

	D)
	One of the purposes of the post-audit process is to limit risky projects.




Question: 85 - 28920 

Erwin DeLavall, the Plant Manager of Patch Grove Cabinets, is trying to decide whether or not to replace the old manual lathe machine with a new computerized lathe. He thinks the new machine will add value, but is not sure how to quantify his opinion. He asks his colleague, Terri Wharten, for advice. Wharten‘s son just happens to be a Level 2 CFA candidate. DeLavall and Wharten provide the following information to Wharten’s son:

Company Assumptions:
· Tax rate: 40% 

· Weighted average cost of capital (WACC): 13% 

New Machine Assumptions:
· Cost of (includes shipping and installation): $90,000 

· Salvage value at end of year 5: $15,000 

· Depreciation Schedule: MACRS 7-year, with depreciation rates in years 1-5 of 14%, 25%, 17%, 13%, and 9%, respectively 

· Purchase will initially increase current assets by $20,000 and will increase current liabilities by $25,000 

· Impact on Operating Cash Flows Years 1- 5 (includes depreciation and taxes): $16,800 (assume equal amount each year for simplicity) 

Old Machine Assumptions:
· Current Value: $30,000 Book value: $13,000 

· Book value: $13,000 

 Which of the following choices is most correct? Patch Grove Cabinets should:

	A)
	not replace the old lathe with the new lathe because the new one will decrease the firm's value by $5,370.

	B)
	replace the old lathe with the new lathe because the new one will add $10,316 to the firm's value.

	C)
	not replace the old lathe with the new lathe because the new one will decrease the firm's value by $3,132.

	D)
	replace the old lathe with the new lathe because the new one will add $3,760 to the firm's value.




Question: 86 - 28923 

The management of Strings & All, Inc., a small, highly leveraged, electric guitar manufacturer, wants to reduce the company’s degree of total leverage (DTL) to 2.0. Currently, the company’s expected operating performance is as follows:

· Sales of $500,000 

· Variable Costs at 60% of sales 

· Fixed Costs of $120,000 

· Fixed-Interest Debt with annual interest payments of $25,000 

To obtain a DTL of 2.0, management must (all else constant): 

	A)
	increase variable expenses by 30%.

	B)
	reduce variable expenses by 38.5%.

	C)
	reduce variable expenses by 30%.

	D)
	increase variable expenses by 38.5%.




Question: 87 - 28926 

Which of the following statements about dividend policy and capital structure is FALSE? 

	A)
	A company's growth rate equals the retention ratio multiplied by return on equity.

	B)
	Companies should use the residual dividend model to set the long-run target dividend payout ratio, but should not use it to set the dividend payment in any one year.

	C)
	If the board of directors decreases the target payout ratio, the stock price may increase or decrease.

	D)
	Assuming a world of taxes and bankruptcy, there is an optimal capital structure that maximizes earnings per share (EPS) and minimizes the cost of debt.




Question: 88 - 28930 

Using the following assumptions, calculate the rate of return on a margin transaction for an investor who purchases the stock and the stock price at which the investor who shorts the stock will receive a margin call. 

· Market Price Per Share: $25 

· Number of Shares Purchased: 1,000 

· Holding Period: 1 year 

· Ending Share Price: $22 

· Initial Margin Requirement: 50% 

· Maintenance margin: 25% 

· Transaction and borrowing costs: $0 

· The company pays no dividends 

What of the following choices is closest to the correct answer? The margin transaction return is:
	A)
	-12.00%, and the investor will receive a margin call at a stock price of $16.67.

	B)
	24.00%, and the investor will receive a margin call at a stock price of $30.00.

	C)
	48.00%, and the investor will receive a margin call at a stock price of $20.83.

	D)
	-24.00%, and the investor will receive a margin call at a stock price of $30.00.




Question: 89 - 28932 

Which of the following statements about securities markets is FALSE? 

	A)
	Characteristics of a well-functioning securities market include: many buyers and sellers willing to trade at below market price, low bid-ask spreads, timely information on price and volume of past transactions, and accurate information on supply and demand.

	B)
	Secondary markets, such as the over-the-counter (OTC) market, provide liquidity and price continuity.

	C)
	A limit buy order and a stop buy order are both placed below the current market price.

	D)
	When Conglomerate, Inc. trades directly with MultiNational, Ltd., it is using the fourth market. 




Question: 90 - 28937 

The table below lists information on price per share and shares outstanding for three stocks – Rocking, Payton, and Strand. 
	 
	As of Beginning of Year

	As of End of Year
	

	Stock
	
	

	Price per Share ($) 
	# Shares Outstanding
	Price per Share ($)
	# shares Outstanding

	Rocking
	10
	10,000
	15
	10,000

	Payton
	50
	5,000
	50
	5,000

	Strand
	100
	500
	85
	500


Using the information in the table, determine which of the following statements is FALSE? 

	A)
	The geometric return is less than 11.7%.

	B)
	If the three stocks comprise an index, a change in Stock Payton would have the biggest impact if the index was market-value weighted.

	C)
	An investor creating a price-weighted index of these three stocks would need to change his holdings at year-end to reflect the price changes.

	D)
	If the three stocks comprise an index, a change in Stock Strand would have the biggest impact if the index was price-weighted.




Question: 91 - 28941 

Which of the following statements about the implications of tests for the efficient market hypothesis (EMH) is FALSE? 

	A)
	By purchasing an index fund, an investor can match the market return and minimize costs. 

	B)
	Technical trading rules do not consistently provide excess returns after adjusting for trading costs and taxes.

	C)
	Other than corporate insiders and market specialists, most traders have monopolistic access to information, which rejects the strong-form EMH.

	D)
	The best way to measure the performance of investments professionals is against a randomly selected buy-hold strategy of stocks (assuming the same risk level).




Question: 92 - 28947 

Kaylee Sumners, Level 1 CFA candidate, has just finished reviewing flash cards for the reading on the efficient market hypothesis (EMH). Confused by the different tests for the different forms of the EMH, she outlines the information (of which four summary points appear below) from memory. It appears that Sumners should review the material because three of the points are incorrect. Which of her summary points is CORRECT? 

	A)
	Early tests of the semi-strong form used the equation: ReturnAbnormal = ReturnActual - (RMarket * BetaStock).

	B)
	The superior historical performance of exchange specialists and corporate insiders rejects the semi-strong form of the EMH.

	C)
	Cross-sectional tests such as the price-earnings ratio, neglected firms tests, and book value to market value tests support the semi-strong form of the EMH.

	D)
	Statistical and trading rule tests support the weak-form of the EMH.




Question: 93 - 29021 

Marc Juneau, equity analyst, has just been assigned the task of valuing Avalon Games, Inc. The company is expected to grow at 30 percent for the next two years. Beginning in the year 4, the growth rate is expected to reach seven percent and stabilize. The required return for this type of company in the non-electronic games sector is estimated at 13 percent. The dividend in year 1 is estimated at $3.00. Which of the following is closest to the value Juneau should calculate for the stock of Avalon Games? 

	A)
	$71.88.

	B)
	$64.68.

	C)
	$73.01.

	D)
	$45.41.




Question: 94 - 29026 

Following is a graph of the Industry Life Cycle with the names of the phases omitted.
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Using the graph above, which of the following choices is INCORRECT? 

	A)
	The return on equity (ROE) on new projects is likely greater than ke for firms in Phase B.

	B)
	The infinite period dividend discount model (DDM) works well for valuing firms in Phases C and D.

	C)
	In general, profit margins are lower in Phase A than in Phase B.

	D)
	For most companies, Phase C lasts the longest.




Question: 95 - 29031 

An analyst just received the following information for Mythical Interactions, Inc.  A senior equity trader in her group wants to know if he should purchase a large block of the stock.

· Earnings retention rate at 65% 

· Required rate of return, ke, of 11% 

· Return on equity (ROE) of 13%, expected to remain constant 

· Estimated Sales per share of $175 

· Estimated EBIDTA profit margin of 22% 

· Estimated Depreciation per share of $20 

· Estimated Interest Expense per share of $12 

· Corporate Tax Rate of 40% 

· Current market price is $45.50 per share 

Based on the assumptions above, which of the following recommendations is CORRECT? The analyst should advise the trader to:

	A)
	not purchase the stock. It is overvalued by approximately $10.00.

	B)
	purchase the stock. It is undervalued by approximately $8.00.

	C)
	purchase the stock. It is undervalued by approximately $14.20.

	D)
	not purchase the stock. It is overvalued by approximately $14.20.




Question: 96 - 29033 

Which of the following statements about asset valuation is FALSE? 

	A)
	The price to book value ratio can be used to value firms with negative cash flows.

	B)
	Economic value added (EVA®) measures the economic profit generated per dollar of invested capital.

	C)
	When estimating the profit margin of a company, the higher the export/import level, the higher the competition.

	D)
	The purpose of top-down stock analysis is to determine the best company within the best performing industry.




Question: 97 - 29035 

Myra Addison, Luz Bazo, and Erik Jenss, three equity traders, are having a quick lunch around the corner from the exchange. Bazo’s cell phone beeps, letting him know that he has a text message. He reads the message, then quietly tells Addison and Jenss that Badger Distributors, Inc. has just won exclusive rights to supply all major league baseball parks with uniforms for hot dog/soda vendors. Bazo stands up, gathers his unfinished lunch, and announces, “I’m going back to the exchange to trade.” Jenss calmly eats his sandwich and says, “There’s plenty of time to trade.” Addison shakes her head and mutters, “It’s too late already.” Based on their reactions to the news on Badger Distributors, which statement best identifies the trading view of these three traders? 

	A)
	Addison uses fundamental analysis, Bazo is a technician, and Jenss supports the efficient market hypothesis.

	B)
	Addison and Jenss both use fundamental analysis and Bazo is a technician.

	C)
	Addison and Jenss both use fundamental analysis and Bazo supports the efficient market hypothesis.

	D)
	Addison supports the efficient market hypothesis, Bazo uses fundamental analysis, and Jenss is a technician.




Question: 98 - 29037 

Which of the following statements about contrary-opinion and smart money technicians is INCORRECT? 

	A)
	When margin balances in brokerages accounts increase, contrary-opinion technicians are bearish.

	B)
	The investment advisory ratio is at 0.65. Contrary-opinion technicians are bullish.

	C)
	The OTC volume is less than 87% of the NYSE volume. Investors are bearish. 

	D)
	A narrowing of the T-bill - Eurodollar futures spread is a signal for a smart-money technician to buy.




Question: 99 - 29038 

Which of the following statements about contrary-opinion and smart money technicians is CORRECT? 

	A)
	A contrary-opinion technician is bearish when the specialist short sale ratio falls below 30%.

	B)
	A smart-money technician buys when futures traders are bullish on stock index futures.

	C)
	When investor credit balances are falling, contrary-opinion technicians are bearish.

	D)
	A smart-money technician takes a bullish position when the yield spread on high quality versus lower-quality bonds increases from 75 basis points to 150 basis points. 




Question: 100 - 29042 

Using the information below, value the stock of Meerkat Publishing, Inc. using the free cash flow from equity (FCFE) valuation method.

· Required return of 12.5% 

· Value at the end of year 3 of 22 times FCFE3 

· Shares outstanding: 11.5 million 

· FCFE as below (all amounts in $ millions) 

	 
	Year 1
	Year 2
	Year 3

	FCFE
	12.0
	15.0
	22.0


Which of the following choices is closest to the correct answer? The per share value of Meerkat Publishing is: 
	A)
	$31.52.

	B)
	$45.39.

	C)
	$32.86.

	D)
	$24.06.




Question: 101 - 29043 

Kelly Windsor and Joe Agosti, expatriates working in Yemen, are studying for the Level 1 CFA examination. This week, they are focused on new concepts in the asset valuation material. While sitting on his balcony overlooking the desert, Agosti creates the following true/false question to test Windsor’s knowledge of dollar-weighted and time-weighted returns. Which of the following statements did he make FALSE? 

	A)
	If a client adds funds to an investment during an unfavorable market, the time-weighted return will be lower than actual.

	B)
	The dollar-weighted return applies the concept of internal rate of return (IRR) to investment portfolios.

	C)
	The time-weighted return measures the compound rate of growth of $1 over a stated time period.

	D)
	If the investment period is greater than one year, an analyst must use the geometric mean approach when using the time-weighted return method.




Question: 102 - 13630 

Which bond has the greatest price volatility? A 

	A)
	10% coupon bond with a 20-year life.

	B)
	5% coupon bond with a 20-year life.

	C)
	5% coupon bond with a 10-year life.

	D)
	10% coupon bond with a 10-year life.




Question: 103 - 29187 

Simone Girau holds a callable bond and Chi Rigazio holds a putable bond. Which of the following statements about the two investors is TRUE? 

	A)
	As the yield volatility increases, the value of both Girau's bond and the underlying option increases.

	B)
	Both investors calculate the value of the bond held by adding the value of the option to the value of a similar straight bond.

	C)
	Girau's bond has less potential for price appreciation.

	D)
	If yield volatility increases, the value of Rigazio's option will decrease.




Question: 104 - 29188 

Which of the following statements about refunding and redemption is TRUE? 

	A)
	A sinking fund is an example of refunding.

	B)
	An investor concerned about premature redemption is indifferent between a noncallable bond and a nonrefundable bond.

	C)
	Callable bonds redeemed at a special redemption price are redeemed at par.

	D)
	A nonrefundable bond can be redeemed with funds from operations, from a new equity issue, or from a lower coupon issue.




Question: 105 - 29180 

Tony Ly is a Treasury Manager with Deeter Holdings, a large consumer products holding company. The Assistant Treasurer has asked Ly to calculate the current yield (CY) and the Yield-to-first Call (YTC) on a bond the company holds that has the following characteristics: 

· 7 years to maturity 

· $1,000 face value 

· 7.00% semi-annual coupon 

· Priced to yield 9.0% 

· Callable at $1,060 in two years 

If Ly calculates correctly, the CY and YTC are approximately:

	A)
	7.80% and 15.82%, respectively.

	B)
	7.78% and 15.72%, respectively.

	C)
	3.89% and 15.72%, respectively.

	D)
	7.78% and 15.82%, respectively.




Question: 106 - 29183 

Given the following spot and forward rates, how much should an investor pay for a 3-year, annual zero-coupon bond with a face value of $1,000?

· One-year spot rate at 3.5% 

· The 1-year forward rate 1 year from today is 11.5% 

· The 1-year forward rate 2 years from today is 19.75% 

The investor should pay approximately: 

	A)
	$720.

	B)
	$724.

	C)
	$884.

	D)
	$886.




Question: 107 - 27925 

Joel Franklin, CFA, has just been promoted to junior portfolio manager for a large equity portfolio at Davidson-Sherman (DS), a large multinational investment banking firm. He is specifically responsible for the development of a new investment strategy that DS wants all equity portfolios to implement. DS has decided to begin overlaying option strategies on all equity portfolios. The reason for this decision is the relatively poor performance of many of their equity portfolios. They look at the option strategies as an opportunity to add value or reduce risk. Franklin recognizes that the behavior of an options value is dependent on many variables and decides to spend information shown in Exhibit's 1 and 2 for European style options.
	Exhibit 1: Input for European Options

	Stock Price (S)
	100

	Strike Price (X)
	100

	Interest Rate (r)
	0.07

	Dividend Yield (q)
	0.00

	Time to Maturity (years) (t)
	1.00

	Volatility (std. dev.)(sigma)
	0.20

	Black-Scholes Put Option Value
	$4.7809


 

	Exhibit 2: European Option Sensitivities

	Sensitivity
	Call
	Put

	Delta
	0.6736
	-0.3264

	Gamma
	0.0180
	0.0180

	Theta
	-3.9797
	2.5470

	Vega
	36.0527
	36.0527

	Rho
	55.8230
	-37.4164


Joel recognizes that his software only includes the valuation information for European style options. He wants to know how the premium of an American style option compares with its European counterpart. Which of the following is TRUE? The premium of the American option:
	A)
	the same or lower.

	B)
	strictly higher.

	C)
	the same or higher.

	D)
	strictly lower.




Question: 108 - 29178 

Kep Polznik is a financial consultant to an entrepreneur who owns a chain of check-cashing establishments (individuals who meet certain criteria can cash post-dated checks and then repay the money at a later date). The company’s Treasurer is considering using plain vanilla swaps. Which of the following statements should Polznik NOT use to sell the Treasurer on the use of interest rate swaps? 

	A)
	The Treasurer can use swaps to exploit market inefficiencies.

	B)
	The swap market's operational efficiency results in reduced transaction costs.

	C)
	Swap agreements allow companies a more flexible way to package cash flows. 

	D)
	By using swaps, the Treasurer can maintain the confidentiality of business strategy.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28844 

Which of the following statements about the security market line (SML) is FALSE? 

	A)
	Movement along the SML indicates a change in risk characteristics of the individual investment.

	B)
	The SML will rotate in response to changes in investor attitude toward risk.

	C)
	The SML intersects the y-axis at the real risk-free rate.

	D)
	Changes in market conditions will cause the SML to shift up or down in a parallel manner.




Question: 110 - 28845 

According to the fundamental view of risk, an individual’s required rate of return is determined at least in part by all of the following factors EXCEPT: 

	A)
	the preference consumers have for current consumption.

	B)
	relative ease or tightness in the capital markets.

	C)
	business risk.

	D)
	beta risk.




Question: 111 - 28852 

Which of the following statements about portfolio management is FALSE? 

	A)
	Interest and dividends are typically taxed at a higher rate than capital gains.

	B)
	Deferred tax investments may be appropriate for investors with tax concerns.

	C)
	Mutual funds face two basic constraints: time horizon and liquidity concerns.

	D)
	The purpose of the investment policy includes imposing discipline on the client.




Question: 112 - 28853 

Dhana Urbanek is a new CFA Charterholder and is considering multiple job offers. She is most interested in managing a fund for an institutional client with high liquidity needs and a short time horizon that also must manage tax consequences. Which of the following institutional investors is she most likely to select? 

	A)
	Satori University Endowment Fund.

	B)
	Northern State Bank.

	C)
	Caliber Life Insurance.

	D)
	Inka Point Defined Benefit Pension Plan.




Question: 113 - 28858 

The correlation between the capital market returns of Germany and Japan depend on all the following factors EXCEPT: 

	A)
	international trading patterns.

	B)
	economic growth rate.

	C)
	fiscal and monetary policy.

	D)
	geographical separation.




Question: 114 - 28859 

An internationally diverse group of students attending the London School of Economics has formed a Level 1 CFA Study Group. Three of the students (from Germany, Japan, and the U.S) are assigned the Portfolio Management Study Session reading on selecting global investments. As part of determining how changes in currency rates can affect returns on foreign investments, the group analyzes the return in the U.S. bond market from the late 1980s to the mid 1990s and ranks the U.S. bond market returns in the following three ways: 1- measured in each individual’s home currency, 2- adjusted for exchange rate changes and expressed in U.S. dollar terms, and 3 – on a risk adjusted basis. They summarized their results in the following table:

	 
	U.S. Return Rank*

	1 – In home currency terms
	2

	2 – In U.S. dollar terms
	3

	3 -  Risk-adjusted
	1


* Rank is out of the set: Germany, Japan, & U.S.
Following is a set of possible conclusions drawn from their results. Which of the statements is INCORRECT?
	A)
	Investors in different countries may earn different local currency returns even if they invest in the same investments.

	B)
	Even though the non-U.S. markets experienced higher returns over this period, the increased risk of the non-U.S. securities offset the higher return and lowered the return/risk ratio.

	C)
	The U.S. dollar strengthened during the time period observed.

	D)
	Foreign exchange rate effects can have negative impacts on investment returns.




Question: 115 - 28862 

Gregg Goebel and Mason Erikson are studying for the Level 1 CFA examination. They have just started the section on Portfolio Management and Erikson is having difficulty with the equations for the covariance (cov1,2) and the correlation coefficient (r1,2) for two-stock portfolios. Goebel is confident with the material and creates the following quiz for Erikson. Using the information in the table below, he asks Erickson to fill in the question marks.
	 
	Portfolio J
	Portfolio K
	Portfolio L

	Number of Stocks
	2
	2
	2

	Covariance
	?
	cov1,2 = 0.020
	cov1,2 = 0.003

	Correlation coefficient
	r1,2 = 0.750
	?
	?

	Risk measure Stock 1
	Std. Deviation1 = 0.08
	Std. Deviation1 = 0.20
	Std. Deviation1 = 0.18

	Risk measure Stock 2
	Std. Deviation2 = 0.18
	Std. Deviation2 = 0.12
	Variance2 = 0.09


Which of the following choices correctly gives the covariance for Portfolio J and the correlation coefficients for Portfolios K and L, respectively?
	A)
	1.680, 0.002, 0.000.

	B)
	0.011, 0.833, 0.056.

	C)
	0.110, 0.224, 0.076.

	D)
	0.083, 0.011, 0.417.




Question: 116 - 28863 

Which of the following statements about portfolio theory is FALSE? 

	A)
	For a two-stock portfolio, the lowest risk occurs when the correlation coefficient is close to negative one.

	B)
	Assuming that the correlation coefficient is less than one, the risk of the portfolio will always be less than the simple weighted average of individual stock risks.

	C)
	Risk aversion results in an upward sloping security market line (SML).

	D)
	When the return on an asset added to a portfolio has a correlation coefficient of less than one with the other portfolio asset returns but has the same risk, adding the asset will not decrease the overall portfolio standard deviation.




Question: 117 - 28870 

Consider the following graph of the Security Market Line (SML). The letters X, Y, and Z represent risky asset portfolios. The SML crosses the y-axis at the point 0.07. The expected market return equals 13.0 percent. Note: The graph is NOT drawn to scale.
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Using the graph above and the information provided, determine which of the following statements is TRUE. 

	A)
	Portfolio Y is undervalued.

	B)
	The correct label for the x-axis is total risk.

	C)
	Portfolio X's required return is greater than the market expected return.

	D)
	The expected return (or holding period return) for Portfolio Z equals 14.8%.




Question: 118 - 28872 

· Karissa Grossklaus recently joined an investment banking firm as a research analyst. One of the partners asks her to determine whether a certain stock, Park Street Holdings, is overvalued or undervalued, and by how much (expressed as percentage return). Grossklaus runs a regression and finds the following information on the stock:

· m = 0.75, where m = market. 

· Covs,m = 1.30, where s = stock and m = market. 

· The price today (P0) equals $45.00. 

· The expected price in one year (P1) is $55.00. 

· The firm typically pays no dividend. 

· The 3-month Treasury bill is yielding 4.25%. 

· The historical average S&P 500 return is 12.5%. 

Grossklaus reports that Park Street Holdings stock is:

	A)
	undervalued by 1.1%.

	B)
	overvalued by 3.7%.

	C)
	overvalued by 1.1%.

	D)
	undervalued by 3.7%.




Question: 119 - 28879 

While working abroad, United States citizen Alex Beggs purchases a foreign bond with an annual coupon of 7.0 percent for 93.0. He holds the bond for one year and then sells it for 95.5 before he leaves. During the year, the dollar appreciated 2.5% relative to the foreign currency. 

Which of the following is closest to Begg's Total Dollar Return? 
	A)
	7.460%.

	B)
	12.970%.

	C)
	10.215%.

	D)
	0.121%.




Question: 120 - 28882 

Which of the following statements about international portfolio investing is TRUE? 

	A)
	U.S. investors are internationally diversified.

	B)
	Emerging markets offer the greatest degree of diversification and the highest expected returns because of their industrial composition and currency behavior.

	C)
	The national beta measures the volatility of a nation's index relative to the referenced stock index, usually the U.S. index or the world index.

	D)
	The benefits of diversification increase when the weights used for international and domestic countries/assets conform to relative market capitalization weights.


Schweser Printable Test Entry Form

Back to Schweser Online


Test # = 613458

Correct Answers

	1) A
	2) C
	3) A
	4) B
	5) B
	6) B
	7) A
	8) B
	9) D
	10) B

	11) C
	12) C
	13) B
	14) A
	15) A
	16) C
	17) D
	18) D
	19) D
	20) D

	21) B
	22) B
	23) D
	24) C
	25) B
	26) A
	27) D
	28) C
	29) C
	30) B

	31) C
	32) A
	33) A
	34) C
	35) B
	36) B
	37) C
	38) A
	39) A
	40) A

	41) B
	42) C
	43) B
	44) B
	45) A
	46) B
	47) D
	48) D
	49) D
	50) B

	51) C
	52) D
	53) C
	54) B
	55) B
	56) D
	57) D
	58) D
	59) C
	60) C

	61) A
	62) C
	63) B
	64) B
	65) C
	66) C
	67) A
	68) D
	69) C
	70) A

	71) C
	72) B
	73) A
	74) C
	75) C
	76) B
	77) A
	78) D
	79) B
	80) C

	81) C
	82) A
	83) A
	84) D
	85) D
	86) C
	87) D
	88) D
	89) C
	90) C

	91) C
	92) D
	93) A
	94) D
	95) B
	96) B
	97) D
	98) A
	99) C
	100) C

	101) A
	102) B
	103) C
	104) C
	105) A
	106) B
	107) C
	108) A
	109) C
	110) D

	111) C
	112) B
	113) D
	114) C
	115) B
	116) D
	117) D
	118) C
	119) A
	120) C

	
	
	
	
	
	
	
	
	
	


Answers

1) A
Under Standard I(A), Mary Kim, as a CFA charterholder, must apply the AIMR Code and Standards or the controlling law, whichever is stricter. Because Standard IV(B4) requires members to put client trades ahead of their own transactions, Mary Kim must follow the standard in the absence of governing law, or where the law is less strict than the standard. 



2) C
Consistent with Standard II(A), members must use the CFA marks in a proper manner. Members may indicate “CFA” or “Chartered Financial Analyst” after their names, but must do so in a type no larger than that used in printing the name itself. 



3) A
Standard I(B) requires members who have knowledge of colleagues engaging in illegal activities to disassociate from the activity and urge their firms to persuade the individual to cease such activity. Reporting to regulatory authorities may be prudent in certain circumstances, but is not required. Reporting to AIMR is not required. 



4) B
Standard II(C) requires members to acknowledge and identify the author, publisher, or source of any material they use in substantially the same form as the original. The use of Benson Smith’s original material and Gordon Thompson’s modified material must be acknowledged. An exception for factual information published by recognized financial and statistical reporting services exempts Miamoto from needing to acknowledge the Bureau of Labor Statistics. 



5) B
Standard III(B) requires members to not undertake any independent practice without written permission from their employer and the prospective contractor. However, preparations to leave employment are not prohibited. Even though Abrea engaged in significant preparatory activities prior to beginning his new venture, he did not take any action that would violate the Code and Standards. 



6) B
Even though Fund has yet to establish a personal trading policy for its employees, Lee must comply with Standard III(C) which requires members to disclose to their employer all matters that reasonably could be expected to interfere with their duty to make unbiased and objective recommendations. 



7) A
Standard III(D) requires disclosure in writing to the member’s employer of all monetary compensation or other benefits the member receives in addition to compensation from the employer. There is no specific requirement that the employer must approve the arrangement. 



8) B
Standard III(E) is violated when a supervisor does not take reasonable steps to implement an effective compliance system. Even though the system employed by Dalton may be adequate, Jorgensen is responsible to see that her regional compliance officers follow it. 



9) D
Standard IV(A1) requires members to have a reasonable and adequate basis for taking investment actions. Overhearing a conversation does not provide adequate basis. It is not improper to use overheard conversations that do not include inside information, nor is it improper to reference another firm's report to substantiate adequate basis, if the other report is justified. 



10) B
Standard IV(A2) requires analysts to use reasonable judgment regarding the inclusion or exclusion of relevant factors in their research reports. It is within reasonable judgment to include or exclude the temporary credit downgrade from 3 years earlier, but it is not reasonable 


11) C
Standard IV(B1) requires that members act for the benefit of their clients. Mader’s duty is to her client-shareholders of Danube. She has no duty to Danube’s management, nor to the company itself, and must vote the shares accordingly. 



12) C
Standard IV(B2) requires that members make a reasonable inquiry into a client’s financial situation, investment experience and investment recommendations prior to making any investment recommendations. There is no requirement for signed documentation, no exemption for high net worth, and no exception for client-solicited advice. 



13) B
Standard IV(B3) requires members to deal fairly with all clients in taking investment action. Trading ahead of recommendations in favor of the firm, select clients or for the analyst’s personal account is not fair to the remainder of the member’s and member firm’s clients. 



14) A
Standard IV(B5) requires members to preserve client confidentiality. An exception to this standard is a PCP investigation. Because PCP will also keep the clients’ information confidential, members are expected to fully cooperate with PCP investigations. 



15) A
Standard IV(B7) requires members to disclose all matters that could reasonably be expected to impair the member’s ability to make unbiased and objective recommendations. Compensation based on a percentage of fees generated does not create an inherent bias. If, however, a performance bonus is paid for investment results, it may unduly encourage the manager to take more risk than is proper and prudent, and so the existence of the bonus opportunity must be disclosed to the client. 



16) C
Standard V(A) prohibits members from taking investment action if they possess material nonpublic information that has been disclosed in breach of a duty. Kind has a duty to keep information confidential that he acquired in the course of his duties at Westtown. The information is clearly material, so Klatt is not permitted to trade on it. Klatt should make reasonable efforts to achieve public dissemination of the information by contacting management and encouraging them to make the information public. Klatt may not trade on the information until it is made public and the public has had an opportunity to react to the information. 



17) D
Standard V(B) requires that when members communicate firm performance information to clients or prospects, members must make every reasonable effort to assure that the performance presentation is fair, accurate, and complete. Members’ prior firm’s performance may not be combined with their current firm’s performance. Members may present their current firm’s performance even for years when the representative making the presentation was not with the firm. 



18) D
Under AIMR-PPS it is not required to disclose the identity of the managers of each composite. Disclosure of the other items listed is required. 



19) D
The median is equal to $32 (see below).

The other statements are true. When we order the prices from least to greatest: $28, $30, $32, $32, $34, $36; we observe that the mode (most frequently occurring) is $32, the median is $32 [(32 + 32)/2], and the mean is $32 [(28 + 30 + 32 + 32 + 34 + 36)/6]. Thus, the sample is normally distributed and the mean=median=mode. A normally distributed sample is completely described by its mean and variance, and the Kurtosis is equal to 3. For the examination, know the properties of the normal distribution. Time saving hint: Since all three “true” choices describe the normal distribution, it is likely that the fourth choice is false. 


20) D
One of the definitions of the normal distribution is that the mean=median=mode. Since the distribution meets this criterion, it is normal, and we know that 95% of the observations fall within the range of the mean plus or minus 1.96 standard deviations. 

Know the following general properties:
· 34% of the area falls between 0 and +1 standard deviation from the mean. So, 68% of the observations fall within ± one standard deviation of the mean. 

· 45% of the area falls between 0 and +1.65 standard deviations from the mean. So, 90% of the observations fall within ± 1.65 standard deviations of the mean. 

· 47.5% of the area falls between 0 and 1.96 standard deviations from the mean. So, 95% of the observations fall within ± 1.96 standard deviations of the mean. 

Often, the following approximations are used:

· Approximately 50% of all observations fall in the interval µ ± 0.67*σ 

· Approximately 68% of all observations fall in the interval µ ± σ 

· Approximately 95% of all observations fall in the interval µ ± 2*σ 

· Approximately 99% of all observations fall in the interval µ ± 3*σ 



21) B
The holding period return is calculated as: (ending price – beginning price +/- any cash flows) / beginning price. Here, the beginning and ending prices are given. The other cash flows consist of the commission of $50 (0.10 * 250 * 2 tickets) and the shipping cost of $10 (total for both tickets).

Thus, her one-month holding period return is: (2 * 250 – 2 * 90 – 50 - 10) / (2 * 90) = 1.44, or approximately 144%. 


22) B
First, we need to calculate the periodic rate, or 0.09 / 2 = 0.045.

Then, the effective semi-annual rate = (1 + 0.045)2 – 1 = .09203, or 9.20%. 


23) D
First, we need to calculate the periodic rate, or 0.09 / 4 = 0.0225.

Then, the effective annual rate = (1 + 0.0225)4 – 1 = .09308, or 9.31%. 


24) C
The continuously compounded rate = er –1 = e.09 – 1 = .09417, or 9.42%.

Calculator Keystrokes for et: Using the TI BA, enter [0.09] [2nd] [ex] (this is the key with LN on the face of the button). On the HP, enter [0.09] [g] [ex] (this key is located in blue on the key with 1/x in white print). 


25) B
The relative frequency of the interval -2.0% to 0.0% does not equal the relative frequency of the interval 2.0% to 4.0%. The relative frequency of the interval -2.0% to 0.0% equals the relative frequency of the interval -4.0% to -2.0%.

The other statements are true. When completed, the frequency distribution table should look as follows:
	Table 1: Frequency Distribution of Monthly Small Cap Stock Returns

	Interval
	Absolute Frequency
	Relative Frequency

	-4.0% to –2.0%
	1
	11.1%

	-2.0% to 0.0%
	1
	11.1%

	0.0% to 2.0%
	5
	55.6%

	2.0% to 4.0%
	2
	22.2%

	Total
	9
	100.0%


 


26) A
The arithmetic mean may be used to estimate the average return over a one-period time horizon because it is the average of one-period returns. The other statements are true. 



27) D
The probability of the team winning game 6 after winning game 5 is 0.5625. This calculated by multiplying the probability of a win by the probability of a win, or 0.75 * 0.75 = .5625.

The other choices are true. The calculation of the expected values is as follows. Use the completed tree to determine the expected values at various stages.

· The expected value of the stock after game 5 = P(W)*price if win + *P(Lose)*price if lose = (0.75 * 60) + (0.25 * 40) = 55.00, where price if win = 50 * 1.20, price if lose = 50 * 0.80. 

· The expected value of the stock after both games 5 and 6 is $60.50 and is calculated in the far right column. 

· The expected value of the stock given that the team won is $60.00. Here, we are given that the team won, so the stock price will increase 20% to $60.00. 

Binomial Tree (Note: in place of U and D we use W and L for win and lose)
	 
	Game 5 prob.
	Game 5  values
	Game 6 prob.
	Game 6 values
	p(x)*x

	 
	 
	 
	P(WW) = 0.5625
	Price = $72.00
	$40.50

	 
	P(W) = 0.75
	Price = $60.00
	 
	 
	 

	 
	 
	 
	P(WL) = 0.1875
	Price = $48.00
	$9.00

	$50.00
	 
	 
	 
	 
	 

	 
	 
	 
	P(LW) = 0.1875
	Price = $48.00
	$9.00

	 
	P(L) = 0.25
	Price = $40.00
	 
	 
	 

	 
	 
	 
	P(LL) = 0.0625
	Price = $32.00
	$2.00

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	Expected value =
	$60.50




28) C
Expanding the columns in the table results in the following. Remember that Goscheim does not receive a bonus if divisional earnings do not exceed $1.0 million.
	Probability
	Div. Earnings/ Sales (%)
	Div. Earnings ($mill)
	Bonus Amount
	Exp. Value

	0.10
	-10%
	-1.0
	0
	0

	0.10
	20%
	2.0
	100,000
	10,000

	0.15
	15%
	1.5
	75,000
	11,250

	0.10
	12%
	1.2
	60,000
	6,000

	0.25
	10%
	1.0
	0
	0

	0.30
	8%
	0.8
	0
	0

	Sum = 1.00
	
	
	
	

	 
	 
	 
	Ttl = 27,250
	




29) C
F(21) = 1.00 The probability density function for a continuous uniform distribution is calculated as follows: F(X) = (X – a) / (b – a), where a and b are the upper and lower endpoints, respectively. (If the given X is greater than the upper limit, the probability is 1.0.)  Shortcut: If you know the properties of this function, you do not need to do any calculations to check the other choices.
The other choices are true. 
· F(10) = (10 – 7) / (20 – 7) = 3 / 13 = 0.23 

· F(12 ≤  X  ≤ 16) = F(16) – F(12) = [(16 – 7) / (20 – 7)] - [(12 – 7) / (20 – 7)] =  0.692- 0.385 = 0.307 

· F(6) = 0 (if the given X is less than the lower limit, the probability is 0) 



30) B
We calculate the probability that at least one of each person’s teams will win using the addition rule for probabilities: 

P(A or B) = P(A) + P(B) – P(A and B), where P(A and B) = P(A) * P(B)

Finn: P(Egrets or Penquins) = 0.60 + 0.50 – (0.6 * 0.5) = 0.80

Hoffman: P(Seagulls or Seals) = (1 – 0.60) + (1 - 0.50) – [(1 – 0.6) * 0.5]= 0.70

· Thus, the probability that at least one of Hoffman’s teams will win is lower than the probability that at least one of Finn’s teams will win.

Note: You may obtain the correct answer through logic: Since the probability that either of the hockey teams will win is 0.50, the person who selected the basketball team with the highest probability of winning will have the highest “at least one” probability. 

The other statements are true. 

· The probability that either the Egrets or the Seals will win = (0.60) + (1 - 0.50) – [(0.6) * 0.5]= 0.8 

· The probability that both of Hoffman’s teams will win is lower than the probability than both of Finn’s teams will win. Here, we will use the multiplication rule to calculate the joint probability of these independent events. 

· The probability that both of the teams Finn picked will win = P(Egrets win & Penquins win) = P(Egrets win) * P(Penquins win) = 0.6 * 0.5 = 0.30 

· The probability that both of the teams Hoffman picked will win = P(Seagulls win & Seals win) = P(Seagulls win) * P(Seals win)=( 1- 0.6) * (1 - 0.5) = 0.20 

· The probability that both the Egrets and the Seals will win = P(Egrets win & Seals win) = P(Egrets win) * P(Seals win) = ( 0.6) * (1 - 0.5) = 0.30  



31) C

Because we know the population standard deviation, we use the z-statistic. The z-statistic reliability factor for a 99% confidence interval is 2.575. The confidence interval is 1.5% ± 2.575[(8.0%)/√121] or 1.5% ± 1.9%


32) A
The estimator is unbiased because the expected value of the sample mean is equal to the population mean. The estimator is efficient because the variance of the sampling distribution is smaller than that for other estimators of the parameter.

The estimator is not consistent. To be consistent, as the sample size increases, the standard error of the sample mean should fall and the sampling distribution will be centered more closely on the mean. A consistent estimator provides a more accurate estimate of the parameter as the sample size increases. 


33) A
For the exam: COMMIT THE FOLLOWING TABLE TO MEMORY!
	 
When you are sampling from a:
	and the sample size is small, use a:
	and the sample size is large, use a:

	Normal distribution with a known variance
	Z-statistic
	Z-statistic

	Normal distribution with an unknown variance
	t-statistic
	t-statistic

	Nonnormal distribution with a known variance
	not available
	Z-statistic

	Nonnormal distribution with an unknown variance
	not available
	t-statistic




34) C
This statement is an example of a Type I error, or rejection of a hypothesis when it is actually true (also known as the significance level of the test). Here, Ho: μ = 18 inches and Ha: μ > 18 inches. When the p-value is greater than the significance level (0.08 > 0.05), we should fail to reject the null hypothesis. Since Jacobi rejected Ho when it was true, he made a Type 1 error.

The other statements are incorrect. Type II errors occur when you fail to reject a hypothesis when it is actually false (also known as the power of the test). “Power error” is not an appropriate term. 


35) B
Using the process of Hypothesis testing:

            Step 1:  State the Hypothesis
                        Ho: μ = 19.7 mpg

                        Ha: μ > 19.7 mpg

            Step 2:  Select Appropriate Test Statistic
Here, we have a normally distributed population with a known variance (standard deviation is the square root of the variance) and a large sample size (greater than 30.) Thus, we will use the Z-statistic.

Step 3:  Specify the Level of Significance
Since a Type I error is equal to α, or the significance level, the significance level here = 0.01. 

Step 4:  State the Decision Rule
This is a one-tailed test. The critical value for this question will be the Z-statistic that corresponds to an α of 0.01, or an area under the curve of 99% (with 50% to the left of the mean and 49% to the right). Using the z-table (normal table), we determine that the appropriate critical value = 2.33 (Remember that we highly recommend that you have the “common” Z-statistics memorized!) Thus, we will reject the null hypothesis if the calculated test statistic is greater than 2.33.

Step 5:  Calculate sample (test) statistic
The test statistic = Z = (19.7 – 19.5) / (0.251/2 / 1001/2) = 4.00
Remember: We need to take the square root of the given population variance to obtain the population standard devaition.

Step 6:  Make a decision
Reject the null hypothesis because the calculated statistic is greater than the critical value. The company’s light trucks have an average mpg greater than 19.7(with a 1 - α), or 99% degree of confidence.

The other statements are false. As calculated above, it is correct for Svitenko to reject the null hypothesis and thus she is not making an error. Svitenko should compare the calculated Z-statistic to a critical value of 2.33. At a sample size of 32 and a mean mpg of 19.8, Svitenko would fail to reject the null hypothesis. The calculated Z-statistic would = (19.8 – 19.7) / (0.251/2 / 321/2) = 1.13, which is less than the critical value of 2.33.



36) B
The independent variable is uncorrelated with the residuals (or disturbance term).

The other statements are true. The disturbance term is homoskedastic because it has a constant variance. It is independently distributed because the residual for one observation is not correlated with that of another observation. Note: The opposite of homoskedastic is heteroskedastic. For the examination, memorize the assumptions underlying linear regression! 


37) C
With a required reserve ratio of 20%, the potential deposit expansion multiplier is 5.0. However, because of leakage from people deciding to hold currency and banks deciding not to lend excess reserves, the "actual" deposit expansion multiplier must be smaller than 5.0. The only answer given that is smaller than 5.0 is 4.5 which must be the correct answer. 



38) A
Because the potential deposit expansion multiplier is the reciprocal of the required reserve ration (r), the creation of $5,000 of new reserves would potentially increase the money supply by (1/.2 or 5 times). Thus, the money supply would increase by 5 x $5,000 = $25,000. 



39) A
A supply-side economist (SSE) is against actions that discourage productive activities. Allowing individuals to deduct the cost of vacations would encourage leisure activities, which are non-productive, at the expense of work, which is productive.

According to SSEs, a reduction in the marginal tax rate will increase aggregate supply, output, and employment, but not prices. Supply-side economists assert that a reduction in the marginal tax rate will give individuals and businesses the incentive to invest and save, divert resources to productive activities, and reduce time spent trying to avoid taxes. All these activities result in increased aggregate supply (AS). Visualize the typical aggregate demand/aggregate supply graph, with price on the y-axis and output on the x-axis. All else the same, an increase in AS (shift down and right) will lead to a new equilibrium point of higher output and lower prices. Employment increases because firms need to hire more workers and workers have increased incentive to devote time to productive activities. If the marginal tax rate increases, consumers will move from high-risk to low-risk activities. Individuals who make higher-risk investments expect a higher rate of return. A higher tax rate decreases the return from (and thus increases the "cost of") all investments, including those with higher risk, discouraging individuals from participating. Increased currency stabilization is likely to encourage investment in that it decreases the uncertainty of investors. A stable exchange rate makes it easier to forecast returns. 


40) A
Keynesians believe that it is demand (aggregate spending), not supply, that drives the equilibrium condition. The other answers are true from the Keynesian perspective. 



41) B
Summing the costs of producing and supplying goods and services is called the Resource Cost/Income Approach. The resource cost/income approach is supply oriented. The other primary way GDP can be calculated, the expenditure approach, is demand oriented and involves totaling expenditures on all final goods and services produced during the year. 



42) C
The phases of the business cycle are recessionary trough, expansion, peak and contraction. A depression is actually a form of a recession, which is prolonged and extremely severe. 



43) B
The economy is said to be operating at full employment when cyclical unemployment is zero. Structural and/or frictional unemployment may still exist, but the economy may still be said to be at full employment. 


44) B
Keynesian’s believe that demand is key, not supply in determining the overall output of the economy. Classical economics is focused on supply – classical economists believe that supply creates its own demand, thus making it impossible to overproduce. 



45) A
An increase in the real rate of interest would decrease consumption and shift the demand curve to the left, rather than the right, meaning aggregate demand will increase. The other answers will cause aggregate demand to increase, or shift to the right. 



46) B
When economic decision-makers base their future expectations on actual outcomes observed during recent periods, this is called adaptive expectations hypothesis. They are adapting the past to the future. Under adaptive expectations, forecasts of the future will tend to exhibit systematic error. This differs from rational expectations in which economic agents weigh all currently available information and form expectations regarding the future based on today’s information and sound economic reasoning. Individuals will still make errors based on rational expectations, but the errors will be random. 



47) D
The Phillips curve indicates a tradeoff between inflation and the unemployment rate. 



48) D
Papyrus Company is an example of a price searcher engaged in monopolistic competition (low barriers to entry). Thus, the company faces a downward sloping demand curve and highly elastic demand. An increase in price will result in fewer units sold. Wudden Floss is an example of a price taker operating in a purely competitive market. Thus, the firm faces a horizontal demand curve and perfectly elastic demand. An increase in price will result in no units sold. In a purely competitive market, the firm must take the market price. 



49) D
Switching consumption to other goods due to lower prices is called the substitution effect. 



50) B
Step 1: Determine whether an arbitrage opportunity exists.
·  We can arrange the formula for covered interest rate parity (CIP) to look like:                   (1 + rdomestic) - [((1 + rforeign) * ForwardDC/FC) / SpotDC/FC] = 0 

· If this condition holds with the financial data above, there are no arbitrage opportunities.   (1 + 0.04500) - [((1 + 0.06000) * 0.02200) / 0.02312] = 1.04500 - 1.00865 = 0.03635 

· Since the no arbitrage condition does not hold, we move on to: 

Step 2: Borrow Domestic or Foreign? 
· Rule 1:  If the sign on the result of Step 1 is negative, borrow domestic. If the sign is positive, borrow foreign.  Here, the sign is positive, so borrow foreign. 

· Rule 2:  See table below. 

	(rd – rf) < (Forward – Spot) / Spot
	Borrow Domestic

	(rd – rf) > (Forward – Spot) / Spot
	Borrow Foreign


Here, (0.04500 – 0.06000) compared to (0.02200 – 0.02312) / 0.02312

-0.01500 > -0.04844, borrow foreign. 

Step 3:  Conduct Arbitrage and Calculate Profits
	Step
	Description

	Rate
	Calculation
	Result

	a
	Borrow Foreign
	Spot
	$1,000,000 / 0.02312 $/THB
	THB 43,252,595

	b
	Memo: Domestic Equivalent
	given
	$1,000,000
	 

	c
	Invest $ at U.S. Rate1
	 
	= $1,000,000 * (1.045)
	$1,045,000

	d
	Calculate loan payoff  (Baht) 
	 
	= THB 43,252,595 * (1.060)
	THB 45,847,751

	e
	Calculate payoff (d) in $2
	Fwd
	= THB 45,847,751 * 0.02200
	$1,008,651

	f
	Calculate Arbitrage Profit
	 
	= $1,045,000 - $1,008,651
	$36,349


Note: 1 This is the amount you will have available to repay the loan. 2 This is the amount you need to repay.


51) C
A classified balance sheet is distinguished from other balance sheets by the fact that classified balance sheet accounts are ordered in some logical manner, such as by liquidity or maturity. No regulatory body prescribes the exact form of the presentation. 



52) D
Under the units of production method, depreciation is based on a measure of actual usage of the depreciable property. In 1999 and 2000 the truck was depreciated at a rate of $1.00 per mile (($240,000 - $40,000) = $200,000 / 200,000 = 1.0). At the beginning of 2001, when the useful life of the truck was revised to 280,000 miles, the book value of the truck was reduced to $120,000 (($240,000) – ($60,000) – ($60,000)). Book value less salvage value is depreciable value at January 1, 2001 ($120,000 - $40,000 = $80,000). The units of production rate of depreciation for 2001 is ($80,000 / (200,000 – 60,000 – 60,000 + 80,000) =) $0.50/mile. Depreciation for 2001 is ($0.50 * 90,000 =) $45,000. Net book value is ($240,000 - $60,000 - $60,000 - $45,000 =) $75,000. 



53) C
Cash provided or used by operating activities under the direct method is computed by adding cash inflows and subtracting cash inputs and cash outflows. Operating Cash inflows for Rockway Inc. for 2001 came from sales ($21,000,000) and decrease in accounts receivable ($3,000,000 - $2,500,000 = $500,000) for net cash inflows of ($21,000,000 + $500,000 =) $21,500,000. Operating cash inputs were cost of goods sold ($15,000,000), plus the increase in inventory ($3,000,000 - $2,400,000 = $600,000) less the increase in accounts payable, (which is a source of funds) ($1,000,000 - $1,400,000 = -$400,000) for net cash inputs of ($15,000,000 + $600,000 - $400,000 =) $15,200,000. Other operating cash outflows were interest paid ($1,000,000) and current income taxes paid ($1,000,000) totaling ($2,000,000). Cash provided by operations was ($21,500,000 - $15,200,000 - $2,000,000 =) $4,300,000. Changes in property, plant and equipment, long-term debt and common stock do not affect cash from operations. 



54) B
“Underdepreciating” an asset artificially increases both income from operations and net income. Classifying a loss on sale as “unusual” and “infrequent” removes the loss from the earnings from operations classification, and places it artificially “below the line.” This creates a “big bath” in net income, but does not reduce earnings from operations (which should be reduced by the loss if the event was, as appears from the facts, not infrequent and/or not unusual). 



55) B
The completed contract method is used when a reliable estimate of the total costs cannot be determined until the contract is finished. Because of the significant uncertainty surrounding the ground water costs, the completed contract method should be used in this transaction, and no revenue should be recognized in 1999 or any later year until the contract is completed or the cost uncertainty is resolved. 



56) D
At the end of 2001, P Company will have recognized revenue of $30 million based on the percentage of costs incurred to total cost times the contract price (($20 / $60) * $90 = $30). P Company’s retained earnings were ($30 - $20 =) $10 million. C Company will have no retained earnings until the last year of the contract. 



57) D
Using the indirect method, cash flow from operations is net income less increase in accounts receivable, plus increase in accounts payable, less increase in inventory, plus loss on sale of equipment less gain on sale of real estate (27 – 4 + 1 – 5 + 8 – 4 =) $23 million. 



58) D
The only item involving cash flow from financing (CFF) was the payment of a cash dividend by Juniper. The sale of equipment affects cash flow from investing (CFI), the purchase of land has no effect on cash, and the preferred dividends received are cash flow from operations. 



59) C
Famous, Inc.’s sustainable growth rate (g = (1 – Dividend Payout Percentage) * (Net Income / Sales) * (Sales / Assets) * (Assets / Equity)) is (1 – 0.2) * ($160,000 / $800,000) * ($800,000 / $1,600,000) * ($1,600,000) / ($1,000,000) =) 12.8 percent. 



60) C
Florida’s average receivables collection period (365 / receivables turnover) was (365 / net annual sales / average receivables) which was (365 / (900 / 100) =) 40.5 days.

The average inventory processing period (365 / inventory turnover) was (365 / (cost of goods sold / average inventory) which was (365 / (550 / 150) =) 99.5 days.

Its payables payment period (365 / payables turnover ratio) was (365 / (cost of goods sold / average accounts payable) which was (365 / (550 / 80) =) 53.1 days.

Florida’s cash conversion cycle (average receivables collection period + average inventory processing period – payables payment period) was (40.5 + 99.5 – 53.1 =) 86.9 days. One-third longer than the industry average cash conversion cycle is 80, so Florida’s cash conversion cycle is at least one-third as long as that of the industry. 


61) A
A common size balance sheet expresses each account as a percentage of total assets, which makes it easier to compare firms of different sizes because many of the ratios used in analysis are already disclosed. 



62) C
Only the October 1 transaction affects weighted average common shares outstanding because the April 1 transaction involved only preferred stock and the July 1 transaction was antidilutive. The computation is (((500,000 * 12) - (60,000 * 3)) / 12 =) 485,000. 



63) B
Doors basic earnings per share (EPS) was ($372,000 / 100,000 =) $3.72. If the bonds were converted as of January1, interest payments would not have been made. Net income is increased by the interest paid on the bonds net of taxes ($372,000 + (($1000 * 2,000 * .06) *(1 - .40)) =) $444,000.

Diluted EPS was ($444,000 / (100,000 + (2,000 * 25)) =) $2.96. 


64) B
An increase in average market price could cause Zachary’s warrants to go from antidilutive to dilutive. If the average price of the stock increases during the year, the warrants are likely to be exercised at some point during the year. None of the other choices would do this. 



65) C
Protocol’s basic EPS (net income / weighted average common shares outstanding) was ($4,800,000 / 800,000 =) $6.00. Diluted EPS is calculated under the assumption that the convertible bonds were converted into common stock as of January 1, 2001, and the bond interest net of tax was restored to net income. The common shares from the conversion of the bonds are added to the denominator of the equation. Protocol’s Diluted EPS was ($4,800,000 + ((5,000 * $1,000 * .08)(1 - .40)) / (800,000 + (5000 * 25)) =) $5.45. 



66) C
If convertible preferred stock is dilutive, the preferred dividends that would not have been paid if the preferred stock is converted must be added back to the numerator. Note that any nonconvertible preferred stock dividends are still subtracted from income from continuing operations in the numerator. 



67) A
Under the average cost method, goods available for sale (inventory plus purchases) are valued at their weighted average cost per unit. Camden’s goods available for sale cost an average of (((40 * $600) + (80 * $625) + (100 * $650) + (120 * $675)) / 340 =) $647.06 each. Cost of goods sold for 2001 was (160 * $647.06 =) $103,530. 



68) D
Granulated’s 2001 LIFO cost of goods sold (beginning inventory plus purchases less ending inventory) was ($5,525,000 + $11,300,000 - $6,100,000 =) $10,725,000. To convert to FIFO the LIFO cost of goods sold would be reduced by the increase in the LIFO reserve during 2001 ($1,125,000 - $975,000 =) $150,000. The FIFO cost of goods sold in 2001 was ($10,725,000 - $150,000 =) $10,575,000. 



69) C
The return on total capital under LIFO ((net income + interest expense) / average total capital) was (( $220,000 + $60,000) / $1,700,000) =) 16.5 percent. Under FIFO, net income is increased by the increase in the LIFO reserve during the year multiplied by (1 – tax rate). FIFO return on total capital is (($220,000 + (($250,000 - $185,000) (1 – 0.40)) + $60,000) / $1,700,000 =) 18.0 percent. 



70) A
Total capital equals total assets which must equal total liabilities and equity. Yorktown’s total debt ratio was (($8 + $9) /$57 =) 0.298. If the franchise cost were amortized, retained earnings would be increased $8 million ($10 cost less ($10 / 5 =) $2 million of amortization.) The total debt ratio would change to (($8 + $9) / ($57 + $8) =) 0.262. 



71) C
Changes in estimate useful life and changes in salvage value are considered changes in accounting estimates, not accounting principle, and no disclosure is required. On the CFA exam, note that a change in depreciation method would be a change in accounting principle and would require a disclosure. Be able to differentiate between accounting principles and accounting estimates. 



72) B
A permanently impaired asset must be written down to the present value of its future cash flows. The asset’s carrying value of ($10 - $4 =) $6 million must be reduced by $2 million to $4 million. An impaired value write-down reduces net income for accounting purposes, but not for tax purposes until the asset is sold or disposed of. At a 40 percent tax rate, the eventual write-down for tax purposes of $2 million will be worth $0.8 million in deferred tax assets. The $0.6 million deferred tax liability is eliminated and a deferred tax asset of $0.2 million is established. 



73) A

Deferred tax liability at the end of year three, after the change in tax rate will be $3,144 ($1,178.93 + $1,178.93 + $786.16). Deferred Tax liability for year 1 = $1,178.93 = [($9,314 - $5,511)(.31)]. Deferred Tax liability for year 2 = $1,178.93 = [($9,314 - $5,511)(.31)]. Deferred Tax liability for year 3 = $786.16 = [($9,314 - $6,778)(.31)]. 


74) C

The deferred tax liability will decrease by $1,014 = ($4,158 - $3,144) due to the new lower tax rate. An adjustment of $1,014 in tax expense will result in an increase in net income by the same amount of $1,014. Deferred tax liability at the end of year 3 with tax rate of 41% = $4,158. Deferred tax liability at the end of year 3 with tax rate of 31% = $3,144. 


75) C
If it becomes more likely than not that deferred tax assets will not be fully realized, a valuation allowance that reduces the asset and also reduces income from continuing operations should be established. 



76) B
At issuance, bonds payable are recorded at (P/Y = 2, PMT = $450,000, 1/Y = 7, FV = $10,000,000 =) $10,831,661. This amount would be recorded as a cash flow from financing (CFF). Cash flow from operations is charged for the entire amount of the coupon. ($10,000,000 * 0.09 =) $900,000. 



77) A
Return on equity with the convertible bond still in place was ($4 / $13 =) 30.8 percent. Considering the question said to ignore taxes, if convertible preferred stock had been issued in place of the bond issue, the $1 million interest paid on the bonds would be added back to net income and return on equity would be (($4 + 1) / ($13 + 10) =) 21.7 percent. 



78) D
Asheville’s net profit margin (net income / sales) with the lease classified as an operating lease was ($6,000,000 / $82,000,000 =) 8.54 percent. The equipment lease is a capital lease because of the fact that the lease is for (9 years / 11 years =) 82 percent, which is more than 75 percent of the assets’ economic life. The minimum interest rate between the lease’s implicit rate of 10 percent and Asheville Corp.’s incremental borrowing rate of 10 percent is used to capitalize the lease. The present value of the lease payments is (PV annuity N = 9, I/Y = 10, PMT = $900,000) $19,004,779. The $3,300,000 payment made December 31, 2001 is allocated ($19,004.779 * 0.10 =) $1,900,478 to interest and ($3,300,000 - $1.900,478 =) $1,399,522 to principal. Depreciation expense is computed over 9 years on a straight line basis ($19,004,779 / 9 =) $2,111,642. Adjusting the income statement to remove operating lease expense and include depreciation expense results in operating profit of ($14,000,000 + $3,300,000 - $2,111,642 =) $15,188,358. Lease related interest expense of $1,900,478 is added to $2,000,000 to arrive at total interest expense of $3,900,478. The adjusted net profit margin (net income / sales) is ($15,188,358 - $3,900,478 - $5,000,000 =) $6,287,880 / $82,000,000 = 7.67 percent. 



79) B
Upward’s lease is classified as an operating lease because it meets none of the four alternative criteria for classifying a lease as a capital lease: 
1. there is no title transfer at the end of the lease. 
2. there is no bargain purchase option. 
3. the lease period is not at least 75 percent of the asset’s life ((10 years / 15 years =) 67 percent). 
4. the present value of the lease payments using a 7 percent interest rate (which is the minimum of the lessee’s incremental borrowing rate (9 percent) or the rate implicit in the lease (7 percent)) is $2,809,433, which is less than 90 percent of the fair value of the asset (2,809,433 / $3,200,000 = 87.8 percent).  
All of the cash outflows from an operating lease are a reduction in cash flow from operations.


80) C
A firm that is concerned about bond covenants is better off with an operating lease. Capital leases increase both debt and assets, and often leverage ratios are less favorable as a result. 



81) C
The shareholder rights agreement is an example of a poison pill, a device used to discourage hostile takeovers. The threat of takeover is a mechanism designed to reduce conflicts between managers and shareholders, so anything that weakens the threat would not align the interests of managers and shareholders.
Performance shares, cash bonuses, and stock option plans are examples of managerial compensation mechanisms designed to align the interests of stockholders and managers. The aggressive board is an example of the threat of firing mechanism. The other mechanism noted in the reading is direct intervention by shareholders. The goal of these mechanisms is to motivate managers to achieve a higher stock price, which improves shareholder wealth.


82) A
Step 1: Calculate WACC using internal equity: 
WACC = (wd)(kd) + (ws)(ks), where wd, ws are the weights used for debt and retained earnings. 
WACC =  (0.40 * 6.0%) + (0.60 * 13.0%) = 10.20%. 
Step 2: Calculate WACC using external equity (new common stock):
            First, we need to determine the cost of new common equity. 
The cost of new common equity is given by:
            ke = [D1 / (P0 (1 – F))] + g
	where
	F = the percentage flotation cost incurred in selling new stock, or

	 
	(current stock price – funds going to company) / current stock price                     

	 
	D1 = Dividend in next year

	 
	P0 = Current stock price

	 
	g = Dividend growth rate


Here, D1 and F are given, and ke = [ 2.33 / (30 * (1 – 0.035))] + 0.08 = 0.1604 or 16.04%
Then, calculate WACC as before:

WACC = (wd)(kd) + (we)(ke), where wd, we are the weights used for debt and common equity.
WACC =  (0.40 * 6.0%) + (0.60 * 16.04%) = 12.02%.
Step 3:  Calculate the difference:
            The change in WACC = 12.02% - 10.20% = 1.82%, or an increase of 1.82%.


83) A
This graph represents the marginal cost of capital (MCC). 
· The point X represents the retained earnings breakeven point BPRE (in relation to the marginal cost of capital). The break point on the marginal cost curve is given by: 

BPRE = (Retained Earnings) / (Equity Fraction, we)
            Here, RE = earnings * (1 – Payout) = $100 million (1 – 0.45) = $ 55.0 million, 
            And BPRE = $55.0 million / 0.50 = $110 million.
The other statements are true.
· The firm should use the MCC to adjust projects for risk. 

· The WACC levels are calculated as follows: 

WACC using internal equity (retained earnings): 
WACC = (wd)(kd) + (ws)(ks), where wd, ws are the weights used for debt and retained earnings.
WACC =  (0.50 * 7.0%) + (0.50 * 13.0%) = 10.00%.
WACC using external equity (common stock): 
WACC = (wd)(kd) + (we)(ke), where wd, we are the weights used for debt and common equity.
WACC =  (0.50 * 7.0%) + (0.50 * 17.5%) = 12.25%.
Note: To save time on the exam, remember that internal equity cost is less than external equity cost (or ks < ke) due to floatation costs.



84) D
The role of the post-audit process is to follow-up on capital budgeting decisions and to track results. The process is not meant to limit the capital projects; the company will still want to accept projects based on the decision rules for net present value (NPV), internal rate of return (IRR), and other valuation methods (using internal and external benchmarks). 



85) D
The valuation method that shows the project’s impact on the value of the firm is net present value (NPV). To calculate NPV, we need to determine the initial investment outlay, the operating cash flows, and the terminal year cash flows. Then, we discount the cash flows at the WACC. The calculations are as follows:

Step 1: Initial Investment Outlay:
 = cost of new machine + proceeds/loss from old machine + change in net working capital (NWC)

 = -$90,000 + $30,000 - $6,800 + $5,000 = -$61,800 (cash outflow)
Details of calculation:

         Cost of new lathe = $90,000 outflow
         Sale of Old Machine:

o        Sales price = $30,000 inflow
o        Tax/tax credit: $6,800 outflow
         = (Sales price – book value)*(tax rate) = (30,000 – 13,000)*0.4

         Change in NWC = $5,000 inflow
o        NWC =  current assets -  current liabilities = 20,000 – 25,000 = -5,000 (a decrease in working capital is a source of funds)

 Step 2: Operating Cash Flows (years 1-4): Given as $16,800 inflow
Step 3: Terminal Value: 
= year 5 cash flow + return/use of NWC + proceeds/loss from disposal of new machine + tax/tax credit

= $16,800 - $5,000 + $15,000 + $1,920 = $28,720 inflow
Details of calculation:

         Year 5 cash flow (given) = $16,800 inflow
         Working capital (reverse 5,000 initial inflow) = $5,000 outflow
         Sale of New Lathe:

o        Sales price = $15,000 inflow
o        Tax/tax credit: $1,920 inflow
         = (Sales price – book value)*(tax rate)

         Here, the Book value = Purchase price – depreciated amount. Using MACRS we have depreciated 78% of the value, or have 22% remaining. 0.22 * 90,000 = 19,800

         Tax effect = (15,000 – 19,800)*(0.4) = -1,920, or a tax credit
Step 4: Calculate NPV:

NPV = -$61,800 + ($16,800 / 1.131) + ($16,800 / 1.132) +($16,800 / 1.133) +($16,800 / 1.134) +($28,720 / 1.135) = $3,759.
Since the NPV is positive, Patch Grove should replace the old lathe with the new one, because the new lathe will increase the firm’s value by the amount of the NPV, or $3,759.
You may also solve this problem quickly by using the cash flow (CF) key on your calculator.

	Calculating NPVA with the HP12C®

	 
	Key Strokes
	Explanation
	Display
	 

	 
	[f][FIN][f][REG]
	Clear Memory Registers
	               0.00000
	 

	 
	[f][5]
	Display 5 decimals – you only need to do this once.
	               0.00000
	 

	 
	61,800[CHS][g][CF0]
	Initial Cash Outlay
	      -61,800.00000
	 

	 
	16,800[g][CFj]
	Period 1 Cash flow
	       16,800.00000
	 

	 
	4[g][Nj]
	Cash Flow Occurs for 4 periods 
	               4.00000
	 

	 
	28,720[g][CFj]
	Period 5 Cash flow
	       28,720.00000
	 

	 
	13[i]
	WACC
	             13.00000
	 

	 
	[f][NPV]
	Calculate NPV
	        3,759.18363 
	 

	
	 
	 
	 
	



	Calculating NPVA with the TI Business Analyst II Plus®

	Key Strokes
	Explanation
	Display

	[2nd][Format][5][ENTER]
	Display 5 decimals – you only need to do this once.
	DEC=         5.00000

	[CF][2nd][CLR WORK]
	Clear Memory Registers
	CF0 =         0.00000

	61,800[+/-][ENTER]
	Initial Cash Outlay
	CF0 = -61,800.00000

	[↓]16,800[ENTER]
	Period 1 Cash Flow
	C01 = 16,800.00000

	[↓] 4 [ENTER]
	Frequency of Cash Flow 1
	F01 =         4.00000

	[↓]28,720[ENTER]
	Period 2 Cash Flow
	C02 = 28,720.00000

	[↓]
	Frequency of Cash Flow 2
	F02 =         1.00000

	[NPV]13[ENTER]
	WACC
	I =            13.00000

	[↓][CPT]
	Calculate NPV
	NPV =  3,759.18363


 


86) C
To obtain this result, we need to calculate the current variable costs, determine the variable costs that will result in a DTL ratio of 2.00, and calculate the percentage change. 

Step 1: Calculate current variable costs (VC):     VC = 0.6 * 500,000 = 300,000

Step 2: Calculate Variable costs needed to decrease the DTL to 2.0:
Rearranging the formula for DTL:  

= (Sales – Variable Costs) / (Sales – Variable Costs – Fixed Costs – Interest Expense)

                  results in: Variable Costs (VC) = Sales – (2 * Fixed Costs) – (2 * Interest Expense) 

= 500,000 – (2*120,000) – (2*25,000) = 210,000

Step 3: Calculate percentage change:
VC = (300,000 – 210,000) / 300,000 = 0.30, or 30%.


87) D
The optimal capital structure is the one that maximizes the stock price and minimizes the cost of capital.

The other statements are true. “A company’s growth rate equals the retention ratio multiplied by return on equity,” is simply the word version of the equation g = (1 - Payout Ratio) * ROE. Know this equation for the exam! A company that uses the residual dividend model to set the dividend payment in any one year will not have a stable payout ratio, and investors will likely demand a higher required return to offset this uncertainty. The higher required return will result in a lower stock price. If the board of directors decreases the target payout ratio, the stock price may increase or decrease because there will be two opposing effects. For example, this may result in a decrease in stock price (due to lower dividend payout, D1), and an increase in the stock price due to increased funds available for reinvestment. Remember: g = (1 – Payout) * ROE. The net effect partially depends on investor’s preference for dividends over capital gains or vice versa. 


88) D
To obtain the result:
Part 1: Calculate Margin Return:
      Margin Return % = [((Ending Value  - Loan Payoff) / Beginning Equity Position) – 1] * 100 
     = [(([$22 * 1,000] – [$25 * 1,000 * 0.50]) /  ($25 * 0.50 * 1,000)) – 1] * 100 
    = -24.00%.  
      Alternative (Check): Calculate the all cash return and multiply by the margin leverage factor.
                               = [(22,000 – 25,000)/22,000] * [1 / 0.50] = -12.00% * 2.0 = -24.00%
Part 2: Calculate Margin Call Price:
      Since the investor is short (sold the stock), the formula for the margin call price is:
              Margin Call = (original price) * (1 + initial margin) / (1 + maintenance margin) 
              = $25 * (1 + 0.50) / (1 + 0.25) = $30.00
 


89) C
A limit buy is placed below the current market price, but a stop buy order is placed above the current market price (stop buy orders are often placed to protect a short sale from a rising market).

The other choices are true. A well-functioning securities market includes the following characteristics:

· timely and accurate information on price and volume of past transactions. 

· timely and accurate information on the supply and demand for current transactions. 

· liquidity (as indicated by low bid-ask spreads). 
· marketability. 
· price continuity. 
· depth (many buyers and sellers willing to transact above and below the current price). 
· internal efficiency (low transaction costs). 
· informational/external efficiency (rapidly adjusting prices). 
The fourth market is the direct exchange of securities (no intermediaries and no transaction costs).


90) C
A price-weighted index assumes that the investor holds an equal number of shares of each stock in the index. Since the number of stocks did not change, the investor would not need to change his holdings. 
The other statements are true. A price-weighted index is most influenced by the stock with the highest per-share price (Strand). A market-value weighted index is most influenced by the stock with the largest market capitalization (Payton). The geometric return is always less than the arithmetic return (see calculation). 
The arithmetic and geometric return are calculated as follows: 
· Return on Rocking = (15/10) - 1 = 0.50, or 50% 

· Return on Payton = (50/50) – 1 = 0.00, or 0% 

· Return on Strand = (85/100) – 1 = -0.15, or –15% 

 Arithmetic return = sum of: (1 + stock return) divided by the number of stocks minus 1, or

[(1.5 + 1.0 + 0.85) / 3] – 1  = 0.117, or 11.7%. Thus, the geometric average must be less than 11.7%.

Check of geometric average: = product of (1+ stock return), all to the 1/n power (or nth root) minus 1.

= [(1.5)*(1.0)*(0.85)]1/3- 1 = 0.084, or 8.4%



91) C
Other than corporate insiders and market specialists, no other group has monopolistic access to information, which supports the strong-form EMH. The other statements are true. 



92) D
These two tests support the weak-form EMH contention that security prices reflect all historical market information and that mechanical trading rules do not result in superior returns.

The other statements are false. Later tests of the semi-strong form EMH used the equation: ReturnAbnormal = ReturnActual – (RMarket * BetaStock). Early tests omitted beta, using the formula: ReturnAbnormal = ReturnActual – RMarket. The superior historical performance of exchange specialists and corporate insiders rejects the strong form of the EMH. Cross-sectional tests such as the price-earnings ratio, neglected firms tests, and book value to market value tests reject the semi-strong form of the EMH. These tests show that certain stocks have high realized returns (for example, low P/E stocks and high book value to market value stocks). 


93) A
The high “supernormal” growth in the first three years and the decrease in growth thereafter signals that we should use a combination of the multi-period and finite dividend growth models (DDM) to value the stock of Avalon Games.
 Step 1: Determine the Dividend stream through year 4
· D1 = $3.00 (given) 
· D2 =  D1 * (1 + g) = $3.00 * (1.30) = $3.900 
· D3 =  D2 * (1 + g) = $3.90 * (1.30) = $5.070 
· D4 =  D1 * (1 + g) = $5.07 * (1.07) = $5.425 
 Step 2: Calculate the value of the stock at the end of year 3 (using D4)
· P3 = D4 / (ke – g) = $5.425 / (0.13 – 0.07) = $90.42 
 Step 3: Calculate the PV of each cash flow stream at ke = 13%, and sum the cash flows. Note: We suggest you clear the financial calculator memory registers before calculating the value. 
	  
	 
	Calculator Keystrokes

	Result
	
	
	
	

	CF Stream
	
	
	
	

	Formula
	FV1 = 
	N=
	I/Y =
	PV=

	 D1
	3.00 / (1.13)1
	-3.00
	1
	13
	2.65

	D2
	3.90 / (1.13)2
	-3.90
	2
	13
	3.05

	D3
	5.07 / (1.13)3
	-5.07
	3
	13
	3.51

	P3
	90.42 / (1.13)3
	-90.42
	3
	13
	62.67

	Total
	

	71.88
	
	
	
	
	


Note: 1Future values are entered in a financial calculator as negatives to ensure that the PV result is positive. It does not mean that the cash flows are negative.
 Also, your calculations may differ slightly due to rounding. Remember that the question asks you to select the closest answer.
 


94) D
For most companies, Phase D, the Stabilization and Market Maturity Phase, lasts the longest. Phase C is the Mature Growth Phase.

The other statements are true. During Phase B, the Rapid Accelerating Growth Phase, it is likely that the firm is earning a higher return on new projects than the required rate of return. During this phase, investors likely prefer for the firm to reinvest rather than pay dividends. The infinite period DDM works well for valuing firms in Phase C, the Mature Growth Phase, and Phase D, the Stabilization and Market Maturity Phase. Remember that the infinite period DDM  is most useful for a company with the following assumptions:

· Company pays dividends, 

· Dividends are expected to grow at constant rate, 

· The growth rate continues indefinitely, and 

· ke > g. 

Phase A, the Pioneering Phase, is the start-up phase. Here, the market is small and firms incur major development costs. Sales growth is low and profit margins may be negative. In Phase B, the Rapid Accelerating Growth Phase, markets develop and demand grows exponentially. Competition is low and sales growth and profit margins are very high.


95) B
To determine whether the trader should purchase the stock, we need to determine if the stock is overvalued or undervalued. Given the information in this problem, we will use the price/earnings (P/E) ratio and the earnings per share (EPS) to calculate an estimated value. 

      The P/E ratio = Dividend Payout Ratio / (ke – g), 

· Dividend payout = 1 - retention = 1 – 0.35 = 0.65 

· g = retention rate * ROE = 0.65 * 0.13 = 0.0845 

· P/E = 0.35 / (0.11 – 0.0845) = 13.725 

      EPS = [(Per share Sales Estimate) * (EBITDA%) – D (per share) – I (per share)] * (1 - t)

             = [($175 * 0.22) - $20 - $12] * (1 – 0.40) = $3.90

      Value of stock = EPS * P/E = 13.725 * $3.90 = approximately $53.50
Conclusion: The trader should purchase a block of the stock. It is undervalued by the difference between the market price and the estimated value, $53.50 - $45.50, or approximately $8.00.


96) B
EVA measures management’s ability to add value to the firm. One of the problems with the EVA calculation is that it is not measured relative to the capital invested in the firm. As a workaround, the ratio of EVA to capital is used, and it is this ratio that measures the economic profit generated per dollar of invested capital.

The other statements are true. Use Porter’s five forces to determine the level of competition within an industry and to determine the company’s strategy for dealing with that competition. Do not forget about the impact of foreign competitors! 


97) D
One major difference between technicians, fundamental analysis traders, and those who support the efficient market hypothesis is the speed at which they believe the market reflects new information, The order, from slowest to fastest, is: technical analysis (Jenss), fundamental analysis (Bazo), and efficient market hypothesis (Addison). 


98) A
Although an increase in margin (debit) balances in brokerages accounts means investors are bullish, it is not an indicator used by contrary-opinion technicians. This would be a bullish sign to smart-money technicians.

The other statements are correct. When the investment advisory ratio (bearish opinions/total opinions) is equal to or greater than 0.60, it means that investors are bearish, and contrary-opinion technicians are bullish. Investors are considered bullish if the OTC volume is greater than 112% of the NYSE volume.

Summary of the indicators for contrary-opinion and smart money technicians:

        Contrary-opinion technicians (trade the opposite of the mass of general investor): 

· Mutual Fund Ratio (mutual fund cash/total mutual funds) 

· Investor credit balances in brokerage accounts 

· Investment Advisory Opinions (bearish opinions/total opinions) 

· OTC (speculative) versus New York Stock Exchange (less speculative) volume 

· CBOE Put/Call ratio 

· Futures traders bullish on stock index futures 

        Smart-money technicians (follow the professional investors): 

· Confidence index (yield on high-quality bond/yield on average-quality bonds). Note: AMIR® has been know to use wording about yield spreads (which move in the opposite direction of the confidence index) to test your understanding of this indicator. 

· T-bill – Eurodollar yield spreads 

· Short Sales by Specialists (short sales by specialists / total NYSE short sales) 

· Debit (margin) balances in brokerage accounts 



99) C
When investor credit balances are falling, investors are bullish, so contrary-opinion technicians are bearish.

The other statements are incorrect. Although a specialist short sale ratio less than 30% indicates a bull market, this indicator is followed by smart money technicians. When the yield-differential between high quality and lower-quality bonds widens, the confidence index decreases, and smart-money technicians would be bearish. A widening yield spread is a bearish sign to smart-money technicians because it means that the confidence index has decreased. When 75% or more of futures traders are bullish on stock index futures, contrary-opinion technicians become bearish and sell.

Summary of the indicators for contrary-opinion and smart money technicians:

        Contrary-opinion technicians (trade the opposite of the mass of general investors): 

· Mutual Fund Ratio (mutual fund cash/total mutual funds) 

· Investor credit balances in brokerage accounts 

· Investment Advisory Opinions (bearish opinions/total opinions) 

· OTC (speculative) versus  New York Stock Exchange (less speculative) volume 

· CBOE Put/Call ratio 

· Futures traders bullish on stock index futures 

        Smart-money technicians (follow the professional investors): 

· Confidence index (yield on high-quality bond/yield on average -quality bonds). Note: AMIR® has been know to use wording about yield spreads (which move in the opposite direction of the confidence index) to test your understanding of this indicator. 

· T-bill – Eurodollar yield spreads 

· Short Sales by Specialists (short sales by specialists / total NYSE short sales) 

· Debit (margin) balances in brokerage accounts 



100) C
The FCFE is calculated as follows (all amounts in million of $ except per share price):

Step 1: Calculate Present Value of Each Year’s FCFE
· Year 1: 12.0 / (1.125)1  = 10.67, or using calculator, n=1, FV=-12.0, I/Y=12.5, PMT=0, PV=10.67 

· Year 2: 15.0 / (1.125)2  = 11.85 or using calculator, n=2, FV=-15.0, I/Y=12.5, PMT=0, PV=11.85 

· Year 3: 22.0 / (1.125)3  = 15.45 or using calculator, n=3, FV=-22.0, I/Y=12.5, PMT=0, PV=15.45 

Step 2: Calculate Present Value of final cash flow times FCFE multiple
· Value at end of year 3 = FCFE3 * multiple = 22.0 * 22 = 484.0 

· PV = 484.0 / (1.125)3  = 339.93 or using calculator, n=3, FV=-484.0, I/Y=12.5, PMT=0, PV=339.93 

Step 3: Calculate per share value
· Add up PV of FCFE and end value and divide by number of shares outstanding = (10.67 + 11.85 + 15.45 + 339.93) / 11.5 = 32.86 



101) A
The time-weighted method is preferred because it is not affected by the timing of cash flows. This statement should read, "If a client adds funds to an investment during an unfavorable market, the dollar-weighted return will be lower than actual.” The other statements are true. 



102) B

This question is asking: given a change in yield, which of the bonds will exhibit the greatest price change? Of the four choices, the bond with the longest maturity and lowest coupon will have the greatest price volatility.  

All else equal, the bond with the longer term to maturity is more sensitive to changes in interest rates. Cash flows that are further into the future are discounted more than near-term cash flows. Here, this means that one of the 20-year bonds will have the highest volatility. Similar reasoning applies to the coupon rate. A lower coupon bond delivers more of its total cash flow (the bond's par value) at maturity than a higher coupon bond. All else equal, a bond with a lower coupon than another will exhibit greater price volatility. Here, this means that of the 20-year bonds, the one with the 5% coupon rate will exhibit greater price volatility than the bond with the 10% coupon. 



103) C
When a bond has a call provision, the potential for price appreciation is reduced, because the call caps the price of the bond near the call price. Even if interest rates fall considerably, it is unlikely that investors would pay a price that exceeds the call price. 
The other statements are false. To calculate the value of a putable bond, it is correct to add the option value to the value of a similar straight bond. However, to calculate the callable bond value, subtract the option value from that of a similar straight bond. As a result, when yield volatility increases (thus increasing the option value), the value of a callable bond decreases and the value of a putable bond increases. A call option does benefit the issuer, but a put option benefits the holder.  Embedded options (puts and calls) increase in value when volatility increases. 


104) C
This statement is true. Bonds redeemed at par are redeemed at the special redemption price. When bonds are called at a premium, the issuer redeems them at a price above par, or the regular or general redemption price. 

The other statements are false. A sinking fund is a type of redemption, which refers to the retirement of bonds. An investor concerned about premature redemption would prefer a noncallable bond because a noncallable bond cannot be called for any reason. A nonrefundable bond can be called for any reason other than refunding. The term refunding specifically means redeeming a bond with funds raised from a new bond issued at a lower coupon rate. A nonrefundable bond can be redeemed with funds from operations or a new equity issue. Note: A bond can be both nonrefundable and callable. 



105) A
To calculate the CY and YTC, we first need to calculate the present value of the bond: FV = 1,000, N = 14 = 7*2, PMT = 35 =(1000*0.07)/2, I/Y = 4.5 (9 / 2), Compute PV = -897.77 (negative sign because we entered the FV and payment as positive numbers). 
Then, CY = (Face value * Coupon) / PV of bond = (1,000 * 0.07) / 897.77 = 7.80%
And finally, YTC  calculation: FV = 1,060 (price at first call), N = 4 (2*2), PMT = 35 (same as above), PV = -897.77 (negative sign because we entered the FV and payment as positive numbers), ComputeI/Y = 7.91 (semi-annual rate, need to multiply by 2) = 15.82%


106) B
The yield to maturity on an N-year zero coupon bond is equivalent to the N-year spot rate. Thus, to determine the present value of the zero-coupon bond, we need to calculate the 3-year spot rate.

Using the formula: (1 + Z3)3 = (1 + 1f0) + (1 + 1f1) + (1 + 1f2)

Where Z = spot rate and nfm = The n year rate m periods from today, (1f0 = the 1 year spot rate now)

(1 + Z3)3 = (1.035) * (1.115) * (1.1975)

Z3 = 1.38191/3 - 1 = 0.11386, or 11.39%

Then, the value of the zero coupon bond = 1,000 / (1.1139)3 = 723.62, or approximately $724.
or, using a financial calculator, N = 3, I/Y = 11.39, FV = 1,000, PMT = 0, Compute PV = 723.54, or approximately $724.

 


107) C
The owner of a European option may exercise it only at expiration whereas an American option can be exercised at any time before or at expiration. Therefore, an American option cannot be worth less than a European option. 



108) A
Exploiting market inefficiencies is no longer considered a motivation for entering into swap agreements. Historically, there were two basic motivations for swaps, to exploit market inefficiencies and to attempt to obtain cheaper financing. Both were based on the belief that financial markets are inefficient. Today, the swap markets have matured and there are few arbitrage opportunities. The swap markets are considered operationally efficient and flexible. Thus, the main reasons to enter into swap agreements include: to reduce transaction costs, to avoid costly regulations, and to maintain privacy. 



109) C
The SML intersects the y-axis at the nominal risk-free rate. The other choices are true. 



110) D
Beta risk, or the riskiness of the stock as viewed by a well-diversified stockholder, is used in the systematic view of risk. The fundamental view of risk views required return as (1 + real rate)(1 + expected inflation rate)(1 + risk premium) - 1. The risk premium is a function of total risk. (Total risk = business risk + financial risk + liquidity risk + exchange rate risk + country risk.)

The preference consumers have for current consumption is a component of the real risk-free rate. The relative ease or tightness in the capital markets is a component of the inflation rate. Both the real-risk free rate and the inflation rate are components of the total return. Under the fundamental view of risk, business risk is part of the risk premium. 


111) C
The two constraints faced by mutual funds are: laws created to protect the investors and investment choices as defined in the prospectus.

The other statements are true. Interest and dividends are typically taxed at a higher rate than capital gains. Deferred tax investments such as 401(k) plans allow the investor to delay paying taxes until a later date and are an important tool for an invest with current tax concerns. The investment policy imposes discipline on both the client and portfolio manager. 


112) B
Urbanek is most likely to select the bank because it meets all her criteria. Banks have high liquidity needs and short time horizons due to the need to maintain a positive spread and the need to payout deposits and fund loans. In addition, banks are subject to taxation at the state and Federal levels. Endowment funds and pension funds do not meet any of her criteria – they generally have low liquidity needs, long time-horizons, and are usually tax-exempt. The liquidity needs and time horizons of life insurance companies depend on the specific products offered. However, they generally have lower liquidity needs and longer time horizons than banks, and usually only a portion of income is taxable. 



113) D
Geographical separation has not been identified as a factor that affects correlations. The other three choices impact the capital market returns and correlations of the respective countries. 


114) C
Since the U.S. Bond rank decreased when expressed in U.S. dollar terms, the U.S. dollar weakened over the time period observed. As the dollar weakens, a U.S. investor would earn higher returns on foreign investments because each unit of foreign currency buys more dollars. A foreign investor would also be able to earn higher returns in the U.S., as it would take less of a foreign currency to buy dollars. 



115) B
The calculations are as follows:

Portfolio J covariance = cov1,2 = (r1,2) * (1) * (2) = 0.75 * 0.08 * 0.18 = 0.0108, or 0.011.

Portfolio K correlation coefficient = (r1,2) = cov1,2 / [ (1) * (2) ] = 0.02 / (0.20 * 0.12) = 0.833

Portfolio L correlation coefficient = (r1,2) = cov1,2 / [ (1) * (2)1/2 ] = 0.003 / (0.18 * 0.091/2) = 0.003 / (0.18 * 0.30) = 0.056 Remember: The standard deviation is the square root of the variance. Read carefully on the exam!



116) D
This statement misstates the principle of diversification and should read, “When the return on an asset added to a portfolio has a correlation coefficient of less than one with the other portfolio asset returns but has the same risk, adding the asset will decrease the overall portfolio standard deviation.” Anytime the correlation coefficient is less than one, there are benefits from diversification. The other choices are true. 



117) D
At first, it appears that we are not given the information needed to calculate the holding period, or expected return (beginning price, ending price, or annual dividend). However, we are given the information required to calculate the required return (CAPM) and since Portfolio Z is on the SML, we know that the required return (RR) equals the expected return (ER). So, ER = RR = Rf + (ERM – Rf) * Beta = 7.0% + (13.0% - 7.0%) * 1.3 = 14.8%.

The SML plots beta (or systematic risk) versus expected return, the CML plots total risk (systematic plus unsystematic risk) versus expected return. Portfolio Y is overvalued – any portfolio located below the SML has an RR > ER and is thus overpriced. Since Portfolio X plots above the SML, it is undervalued and the statement should read, “Portfolio X’s required return is less than the market expected return.” 


118) C
To determine whether a stock is overvalued or undervalued, we need to compare the expected return (or holding period return) and the required return (from Capital Asset Pricing Model, or CAPM).

Step 1: Calculate Expected Return (Holding period return):
The formula for the (one-year) holding period return is:

HPR = (D1 + S1 – S0) / S0, where D = dividend and S = stock price.

Here, HPR = (0 + 55 – 45) / 45 = 22.2%

Step 2: Calculate Required Return:
The formula for the required return is from the CAPM:

RR = Rf + (ERM – Rf) * Beta

Here, we are given the information we need except for Beta. Remember that Beta can be calculated with: Betastock = [covS,M] / [2M]. Here we are given the standard deviation of the market, so the calculation is: 1.30 / 0.752 = 2.31.

RR = 4.25% + (12.5 – 4.25%) * 2.31 = 23.3%.

Step 3: Determine over/under valuation:
The required return is greater than the expected return, so the security is overvalued. The amount = 23.3% - 22.2% = 1.1%. 


119) A
The Total Dollar Return is calculated as follows:

Step 1: Calculate the value change in the foreign currency:
The dollar appreciated 0.025, so the foreign currency depreciated by 0.025, or 2.5%.

Step 2: Use the Total Dollar return formula to calculate the return:
R$ = { [ 1 + ($coupon + VEND - VBEG) /  VBEG ] * (1 + g) } - 1,

Where R$ = Total dollar return, VEND = Bond value at end of period, VBEG = Bond value at end of period, and g = % change in the dollar value of the foreign currency.

Here, R$ =  { [ 1 + (7.0 + 95.5 – 93.0) / 93.0 ] * (1 - 0.025) } - 1

            =  { [1.102151 ] * (0.975) } - 1

 = 0.07460, or 7.460%


120) C
U.S. investors are not internationally diversified, because of the following barriers: regulatory accounting and disclosure requirements that keep many foreign firms from registering and selling their shares in the U.S. capital markets, higher international trading costs, complications of foreign tax laws, and foreign exchange transaction cost and risk. Emerging markets offer the greatest degree of diversification and the highest expected returns because of their low correlations (due to volatile economic and political natures). Industrial composition and currency movements are not considered factors that impact correlations. The benefits of diversification increase when the weights used do not conform to relative market capitalization weights. 
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Question: 1 - 29588 

Benito Salvatore, CFA, is licensed in the established country of Oldworld but has clients and makes investments in the emerging county of Newworld. The regulations of Oldworld prohibit licensed investment professionals from taking gifts or gratuities in any amount from vendors or persons connected with potential investments. The laws of Newworld are silent on this issue. Unsolicited, Salvatore is offered a vase worth US $75 by a Newworld trust company and a bronze statue worth US $200 by a Newworld company that Salvatore is considering as a potential investment.

Salvatore is: 
	A)
	not permitted to accept either gift.

	B)
	permitted to accept the vase but not the statue.

	C)
	permitted to accept the statue but not the vase.

	D)
	permitted to accept both gifts.




Question: 2 - 29589 

Georgia Jones, CFA, is an analyst for Johnson, Thomas & Co. She also serves as an outside director for Dewey Manufacturing, Inc. In the course of her duties, she begins to believe that Dewey’s income statement for the most recent period may have been misstated. Georgia should do all of the following EXCEPT: 
	A)
	consult with Dewey Manufacturing's legal counsel.

	B)
	consult with Johnson, Thomas' legal counsel.

	C)
	refrain from voting to approve any of Dewey's financial statements that include the element in question.

	D)
	inform the Securities and Exchange Commission.




Question: 3 - 29590 

Bill Owens obtained his CFA charter in 1999, and began using the following letterhead:
	William J. Owens,* CFA**

	222 Main Street Bank Building

	Anywhere,  USA

	 

	            *member, Association for Investment Management and Research

	          **received CFA charter September 1999


In 2001, Owens did not renew his membership in AIMR.  Accordingly, he must modify his letterhead by doing all of the following EXCEPT:
	A)
	deleting the "CFA" following his name.

	B)
	deleting the reference to when he received his CFA charter.

	C)
	deleting the reference to AIMR membership.

	D)
	none; all references to "AIMR" and "CFA" must be deleted.




Question: 4 - 29591 

Reginald Brown, CFA, has been convicted three times in a year of misdemeanor driving while intoxicated. Brown’s membership in AIMR: 

	A)
	because his actions reflect poorly on his professional may be terminated competence.

	B)
	may be terminated if he is convicted of a felony but not for misdemeanor convictions.

	C)
	may be terminated if the misdemeanor convictions had involved dishonesty, but not for antisocial behavior.

	D)
	may be terminated for professional violations but not for personal ones.




Question: 5 - 29592 

Isabella Travelli, CFA, is a research analyst for Worldwide Investments in Rome, Italy. Travelli was contacted by Seaside Partners of Milan, Italy, a regional brokerage firm, about doing research on companies in the beverage industry on a contract basis.

Travelli may only do the contract work: 

	A)
	if Worldwide has no clients in the same geographic area as Seaside.

	B)
	if Worldwide does not follow the beverage industry.

	C)
	after receiving written consent from both Worldwide and Seaside.

	D)
	if Worldwide does not follow the beverage industry.




Question: 6 - 29593 

James Cox, CFA, is employed in a London investment banking firm. Firm policy states that employees must pay for their own meals and entertainment if they are invited to dine or go out socially with vendors or prospective vendors of the company. Thomas Wheelwright, a representative of a major securities information service, invites Fox out for Saturday dinner and to go to the theater. Wheelwright insists on paying for the evening.

If Cox attends the events and allows Wheelwright to pay for the dinner and show Cox has violated: 
	A)
	company policy but not the Code and Standards.

	B)
	company policy but not the Code and Standards as long as the firm receives full disclosure of Cox's potential conflict of interest.

	C)
	both company policy and the Code and Standards.

	D)
	neither company policy nor the Code and Standards because the social engagement was not directly related to company business.




Question: 7 - 29594 

Sandra Fellows, CFA, received a telephone call from one of her clients at Boston Financial offering her the free use of their vacation home on Cape Cod the following summer. The client stated that the offer was not dependent upon any level of performance, but was given in appreciation for their many years of working together.

To be in compliance with the Code and Standards, Fellows: 
	A)
	may accept the offer if her supervisor is informed and gives consent.

	B)
	may accept the offer because the benefit is not contingent upon performance.

	C)
	may accept the offer but must inform Boston Financial in writing that the offer was made.

	D)
	must decline the offer.




Question: 8 - 29595 

Joey Balder, CFA, was approached by the management of Flagship Investment Managers about becoming Flagship’s Southtown branch supervisor. Balder is reluctant to accept the position because certain compliance procedures have not been adopted in that branch.

Balder should: 
	A)
	discuss his concerns with management and tell them he will not accept the position unless and until he is given authority to resolve them. 

	B)
	accept the position on condition that the procedures are adopted immediately.

	C)
	decline in writing to accept the supervisory position until the firm adopts appropriate procedures.

	D)
	accept the position and use his best efforts to get the procedures implemented as soon as possible.




Question: 9 - 29596 

Susan Tateoka, CFA, prepared a research report on National Airlines. In preparing her report, Tateoka relied heavily on a statistical ranking service that placed National in the top 10 percent of companies expected to outperform the market in the coming 12 months. Tateoka released the report and then proceeded to add this position to all of her portfolios, including the portfolio of Jim and June Rose, who already owned 6 airline stocks and were severely overweighted in that industry, without specially justifying this position.

Tateoka has: 
	A)
	violated the Code and Standards by relying heavily on a statistical ranking service and also by adding a position to a portfolio without taking into account the context of the entire portfolio.

	B)
	violated the Code and Standards by adding a position to a portfolio without taking into account the context of the entire portfolio.

	C)
	violated the Code and Standards by relying heavily on a statistical ranking service.

	D)
	not violated the Code and Standards.




Question: 10 - 29597 

Joshua Rosenberg, CFA, covers Northwest Implements, a farm implement manufacturer, whose main factory is located in a sparsely-inhabited region six hours by automobile from the nearest airport. Northwest has its own corporate jet and a landing strip is located near the facility. When Rosenberg contacts Northwest’s management to gather information for a report he is preparing on the company, Northwest’s chief financial officer, Thomas Blake, invites Rosenberg to visit Northwest’s headquarters and meet with management. Blake offers to send Northwest’s corporate jet to pick Rosenberg up from an airport near Rosenberg’s home and to return him home the same evening. Rosenberg estimates that it would require three days for him to make the visit using commercial travel.

If Rosenberg accepts Blake’s offer and makes the trip to Northwest’s headquarters on the corporate jet, Rosenberg: 
	A)
	has not violated the Code and Standards if his trip was entirely devoted to business even if Northwest pays all of the expenses of the trip.

	B)
	has not violated the Code and Standards if Rosenberg discloses the trip and the payment of his travel expenses in Rosenberg's report. 

	C)
	has not violated the Code and Standards as long as he reimburses Northwest for the cost of the trip. 

	D)
	has violated the Code and Standards if he proceeds to write the report.




Question: 11 - 29598 

Alan Cramer, CFA, practices in a country that does not regulate the investment of company retirement plans. He was retained by Bingham Companies to manage their corporate pension plan. Bingham’s management has approached Cramer and requested that Cramer invest the entire plan in Bingham stock.

Cramer may: 

	A)
	invest a portion of the retirement plan in Bingham Company stock if the investment is prudent and if he keeps the overall portfolio properly diversified.

	B)
	invest all of the retirement plan assets in Bingham Company stock according to management's request only if Cramer can document that the investment is more prudent than any other investment opportunity he finds.

	C)
	immediately terminate his relationship with the plan because of the conflict of interest raised by the management contact.

	D)
	not invest any of Bingham Company's retirement plan in its own stock regardless of the stock's prospects and in spite of management's request.




Question: 12 - 29599 

Charmaine Townsend, CFA, has been managing a growth portfolio for her clients using a screening process that identifies companies that have high growth rates. Townsend has decided that, because of a volatile economy, she is going to adopt a value strategy using a screening process that identifies companies that have low price-earnings multiples.

Townsend will violate the Code and Standards if she makes this change in her investment process without: 
	A)
	notifying her clients before she makes the change.

	B)
	promptly notifying her clients after she makes the change.

	C)
	getting written permission from her clients in advance of the change.

	D)
	getting prompt written acknowledgment of the change from her clients within a reasonable time after the change was made.




Question: 13 - 29600 

Samuel Goldstein, CFA, is an analyst for Tamarack Securities. Goldstein’s father, Reuben, has a client account at Tamarack. In ordering trades, Goldstein should place orders in: 

	A)
	his clients' accounts first, his father's account second, and his account last.

	B)
	his clients' and his father's accounts in the first group and his personal accounts in the second group.

	C)
	his clients' accounts in the first group and his father's and his own personal account in the second group.

	D)
	all accounts simultaneously.




Question: 14 - 29601 

Kevin Blank, CFA, is a representative for Campbell Advisors. In a meeting with a prospective client, the client inquired about investing in bonds denominated in Mexican Pesos. Bland assured the client that Campbell employed an expert in Mexican fixed income investing. In fact, Blank had heard a rumor that his colleague, Jon Woller, might have had experience in fixed income investing. The following day Blank learned that Woller had, in fact, no such experience. Blank did not correct his earlier statement and the prospective client invested with Campbell.

Blank has: 
	A)
	violated the Code and Standards both when he represented the qualifications of his colleague and later, when he learned the truth, and failed to contact the prospective client and correct his earlier statement.

	B)
	only violated the Code and Standards when he learned that his statement was incorrect and did not contact the prospect to explain his error.

	C)
	not violated the Code and Standards because Blank did not intentionally mislead the prospect. 

	D)
	not violated the Code and Standards because Blank's statements were verbal and not in writing. 




Question: 15 - 29602 

Lisa Pierce, CFA, has been researching Lander Manufacturing, Inc. for the past three weeks. She likes the company’s history of fulfilling its contracts on time and within budget. She learns from the uncle of a maintenance worker at Lander’s headquarters that a group of well-dressed individuals arrived at headquarters in a lime green-colored limousine and then spent the day at the headquarters. Pierce knows from publicly-available information that Gilbert Controls, Inc. needs a large supply of specialized motors in its domestic division. She also knows that the executive officers of Gilbert usually travel in a lime green limousine. Pierce concludes that it is very likely that Gilbert will offer a large contract to Lander. Based on this development and her prior research Pierce would like to acquire Lander Manufacturing, Inc. shares for her client accounts.

Pierce should: 

	A)
	not acquire the shares until after she has contacted Lander's management and encouraged them to publicly announce information about the Gilbert Controls contract.

	B)
	not acquire the shares until after she has contacted Lander's management and encouraged them to publicly announce information about the Gilbert Controls contract. She should also wait until Lander has made the announcement and the public has had time to react to it and then make the acquisition.

	C)
	proceed to acquire the shares.

	D)
	not acquire the shares because she possesses material nonpublic information.




Question: 16 - 29603 

Natalia Gregory, CFA, represents Value Advisors. She was approached by her personal physician, whose assistant had been given a paper that described a tender offer that Gallant was preparing to make for Calypso Company. Gregory’s physician would like Gregory to purchase shares of Calypso in his personal account.

Gregory should: 
	A)
	not acquire the shares until she has contacted Gallant's management and encouraged them to publicly announce the merger discussions.

	B)
	not acquire the shares.

	C)
	not acquire the shares until she has contacted Gallant's management and encouraged them to publicly announce the merger discussions. She should also wait until they have made the announcement and the public has had an opportunity to react to it.

	D)
	proceed to acquire the shares because the information was neither misappropriated nor obtained in breach of a duty.




Question: 17 - 29604 

Donald White, CFA, a representative with Boulder Investments, has prepared composites for the fixed income and growth portfolios Boulder has managed for the last 10 years and for a balanced portfolio that did not exist in reality but that combines actual portfolio results from the growth and fixed income portfolios.

In meeting with prospects, White may present the growth and fixed income composites: 
	A)
	and the balanced composite if it is fully disclosed that the balanced composite is a hybrid of actual results.

	B)
	and the balanced composite if it is fully disclosed that the balanced composite is only an estimate of what actual results might have been.

	C)
	and the balanced composite.

	D)
	but not the balanced composite.




Question: 18 - 29605 

Elipse Investment Managers appended the following statement at the end of its performance report for the year ended December 31, 2001:

“Elipse Investment Managers have prepared and presented this report in compliance with the Performance Presentation Standards of the Association for Investment Management and Research, except for the presentation of its balanced portfolio composites, which do not include the first two years of their performance in 1994 and 1995. AIMR has not been involved with the preparation or review of this report.”

Elipse’s statement is: 
	A)
	in compliance with AIMR-PPS standards.

	B)
	not in compliance because members are not allowed to publish a claim that they follow AIMR-PPS standards.

	C)
	in compliance except that the statement must appear at the beginning of the performance report and not at the end.

	D)
	not in compliance with AIMR-PPS standards because "except for" language is not permitted.




Quantitative Analysis - 18 Questions - 27 minutes



Question: 19 - 29074 

Consider the following graph of a distribution for the prices for various bottles of California-produced wine.

[image: image14.jpg]B




Which of the following statements is FALSE? 

	A)
	The distribution is positively skewed.

	B)
	Approximately 68% of observations fall within one standard deviation of the mean.

	C)
	Point A represents the mode.

	D)
	The graph could be of the sample $16, $12, $15, $12, $17, $30 (ignore graph scale).




Question: 20 - 29077 

Nikki Ali and Donald Ankard borrowed $15,000 to help finance their wedding and reception. The annual payment loan carries a term of seven years and an 11 percent interest rate. The amount of the first payment that is interest and the amount of the second payment that is principal are approximately: 

	A)
	$1,650 and $1,468, respectively.

	B)
	$1,650 and $1,702, respectively.

	C)
	$1,468 and $1,533, respectively.

	D)
	$1,468 and $1,650, respectively.




Question: 21 - 29081 

Assume a sample of beer prices is negatively skewed. Approximately what percentage of the distribution lies within plus or minus 2.40 standard deviations of the mean? 
	A)
	82.6%.

	B)
	58.3%.

	C)
	17.36%.

	D)
	95.5%.




Question: 22 - 29082 

Mei Tekei just had a birthday and is 22. When she is 27, she will receive a $100,000 inheritance. Tekei needs funds for the down payment on a co-op in Manhattan and has found a bank that will give her the present value of her inheritance amount (assuming 8.0 percent interest compounded continuously). Will the proceeds from the bank be sufficient to cover her total cost closing costs of $65,000? 

	A)
	Yes, Tekei will receive $68,058.

	B)
	No, Tekei will only receive $49,182.

	C)
	Yes, Tekei will receive $67,032.

	D)
	No, Tekei will only receive $61,878.




Question: 23 - 29091 

After successfully completing the CFA program, Jennie Fargotti has no fear and now wants to attend the “running of the bulls” in Spain. She projects that she can save $1,000 at the end of the quarter for each of the next two years and has estimated the cost of the trip at a U.S. dollar equivalent of $8,500. To afford the trip, Fargotti needs to earn an annual rate of approximately: 

	A)
	1.72%.

	B)
	1.34%.

	C)
	6.90%.

	D)
	5.38%.




Question: 24 - 29094 

Following is the population of temperatures (in degrees Celsius) observed during a ten-day period of January taken in San Francisco at the Ferry Building.  
	Day/oC
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	High
	9
	11
	13
	14
	13
	13
	11
	14
	15
	17

	Low
	3
	6
	6
	7
	10
	10
	9
	6
	8
	4


· The population of high temperatures is normally distributed with a mode of 13oC and a coefficient of variation (CV) of 0.165. 

· The population of low temperatures is positively skewed with a mean of 6.9oC and a CV of 0.328. 

· A sample of high temperatures taken on odd days (5 data points) has a mean of 12.2oC and a variance of 5.20. 

· A sample of low temperatures taken on odd days (5 data points) has a mean of 7.2oC. 

Which of the following statements is FALSE?
	A)
	For the low temperatures, the mode is less than 6.9oC. 

	B)
	For the low temperatures, the population standard deviation is less than the sample standard deviation.

	C)
	The population of high temperatures is less dispersed than in the population of low temperatures. 

	D)
	For the high temperatures, the population variance is greater than the sample variance.




Question: 25 - 29096 

Michael Philizaire is studying for the Level 1 CFA examination. During his review of measures of central tendency, he decides to calculate the geometric average of the appreciation/deprecation of his home over the last five years. Using comparable sales and market data he obtains from a local real estate appraiser, Philizaire calculates the year-to-year percentage change in the value of his home as follows: 20, 15, 0, -5, -5. The geometric return is closest to: 
	A)
	11.60%.

	B)
	5.00%.

	C)
	0.00%.

	D)
	4.49%.




Question: 26 - 29101 

Adolphus Sisti, CFA, is an equity analyst with an investment banking firm. Sisti’s area of expertise is Initial Public Offerings (IPOs). He wants to determine whether he can improve his chances of investing in firms that will be successful. In the particular industry that he tracks, it appears that acceptance by a venture capital firm greatly improves the odds of success. Currently, he is following 50 start-ups who have either been accepted or rejected by venture capital firms. A research analyst in the firm provides the following information:
· The probability that a start-up company in the sample will fail is 80%. 
· 25% of firms accepted by venture capital firms will fail after they receive financing. 
· 75% of firms accepted by venture capital firms will succeed after they receive financing. 
Assuming that Sisti randomly selects a start-up company from the sample, which of the following statements is TRUE?
	A)
	If Sisti randomly selects a start-up that has been accepted by a venture capital firm, the probability that the firm will fail is approximately 0.46.

	B)
	The probability that a start-up will fail plus the probability that the start-up will succeed is less than 1.

	C)
	Sisti's chance of randomly selecting a start-up that a venture capital firm has accepted is 0.55.

	D)
	The information that the stock he randomly selects has been accepted by a venture capital firm does not improve his chances of investing in start-ups likely to succeed. 




Question: 27 - 29105 

Which of the following statements about the defining properties of probability is TRUE? 

	A)
	The probability of any event is between 0 and 1, exclusive.

	B)
	The sum of the probabilities of events E1 though Ex equals one if the events are mutually exclusive or exhaustive.

	C)
	Mutually exclusive means that events share outcomes.

	D)
	If the device that generates an event is not fair, the events can be mutually exclusive and exhaustive.




Question: 28 - 29110 

An investor forms a portfolio by investing $3,000 in the stock of Lovebirds Company and $7,000 in the stock of Lories, Inc. His investment advisor calculates the following joint probabilities of the returns of the two stocks.
	Joint Probabilities

	RLories = 0.12
	RLories = 0.08

	RLovebirds = 0.20
	0.35
	0

	RLovebirds = 0.05
	0
	0.65


The approximate portfolio expected return and variance are, respectively:
	A)
	10.25%, 0.00122.

	B)
	9.65%, 0.002364.

	C)
	9.65%, 0.00122.

	D)
	12.00%, 0.002364.




Question: 29 - 29111 

Which of the following statements about counting methods is FALSE? The: 

	A)
	multiplication rule of counting is used when there are two or more groups and only one item is chosen from each group.

	B)
	factorial method is used when arranging a given set of n items and there are no groups.

	C)
	combination formula applies to only two groups of predetermined size and applies to statements containing the words "to order."

	D)
	labeling formula applies to three or more sub-groups of predetermined size, and each element of the entire group must be assigned a place or label in one of the three or more sub-groups.




Question: 30 - 29115 

The average annual rainfall amount in Yucutat, Alaska, is normally distributed with a mean of 150 inches and a standard deviation of 20 inches. The 50% confidence interval for the annual rainfall in Yucutat is closest to: 

	A)
	137 to 163 inches.

	B)
	140 to 160 inches.

	C)
	130 to 170 inches.

	D)
	135 to 165 inches.




Question: 31 - 21132 

Suppose the mean debt/equity ratio of the population of all banks in the United States is 20 and the population variance is 25. A banking industry analyst uses a computer program to select a random sample of 50 banks from this population and compute the sample mean. The program repeats this exercise 1000 times and computes the sample mean each time. According to the central limit theorem the sampling distribution of the 1000 sample means will have a standard deviation (the standard error of the sample mean) equal to:
	A)
	25.000.

	B)
	0.707.

	C)
	0.158.

	D)
	0.500.




Question: 32 - 29192 

Sunil Hameed is a reporter with the weekly periodical The Fun Finance Times. Today, he is scheduled to interview a researcher who claims to have developed a successful technical trading strategy based on trading on the CEO’s birthday (sample was taken from the Fortune 500). After the interview, Hameed summarizes his notes (partial transcript as follows). The researcher:

· was defensive about the lack of economic theory consistent with his results. 

· used the same database of data for all his tests and has not tested the trading rule on out-of-sample data. 
· excluded stocks for which he could not determine the CEO’s birthday. 
· used a sample cut-off date of the month before the latest market correction. 
Select the choice that best completes the following: Hameed concludes that the research is flawed because the data and process are biased by: 
	A)
	data mining, time-period bias, and look-ahead bias.

	B)
	time-period bias and survivorship bias.

	C)
	data mining, sample selection bias, and time-period bias.

	D)
	sample selection bias and time-period bias.




Question: 33 - 29195 

Which of the following statements about sampling and estimation is TRUE? 

	A)
	The standard deviation of the distribution of the sample means is the standard error of the residual. 

	B)
	The standard error of the sample means when the standard deviation of the population is known equals σ / √n, where σ = sample standard deviation adjusted by n-1.

	C)
	The standard error of the sample means when the standard deviation of the population is unknown equals s / √n, where s = sample standard deviation. 

	D)
	The probability that a parameter lies within a range of estimated values is given by α. 




Question: 34 - 29201 

Mitchell Oldenbotum is a statistician with the National Transportation Safety Board. For the last few months, his team has been trying to determine with 99 percent confidence if increased patrolling and speeding ticket issuance have decreased the average speed during commute hours on a dangerous stretch of Highway 44 in Northern California. Prior to the increased enforcement, the mean speed on the highway was 67.5 miles per hour (mph). Extensive sampling (n = 121 days) resulted in a mean speed of 63.8 mph and a sample standard deviation of 1.5 mph. Which of the following statements is TRUE? 

	A)
	The test statistic is t = (3.7 - 0) / 1.5.

	B)
	Ho is: μd ≠ 0, meaning that there is a difference in average speed before and after the increased monitoring.

	C)
	Oldenbotum should fail to reject Ha.

	D)
	Oldenbotum should reject Ho and conclude that the average speed decreased. 




Question: 35 - 29205 

Which of the following statements about regression analysis is FALSE? 

	A)
	The standard error of the estimate (SEE) will be low if the relationship is weak.

	B)
	Regression relations change over time.

	C)
	R2 = 1 - (SSE/SST).

	D)
	The correlation coefficient, ρ, of two assets x and y = (covariancex,y ) / (standard deviationx * standard deviationy ).




Question: 36 - 29210 

Nicki Oronos wants to take a certain graduate school admissions examination for which 1200 is a passing score. While using the Internet to research the average number of hours that candidates study, she finds the following unpublished regression-based study:

· Sample size of 40 

· Significance level of 5% 

· Mean score of 1400 

· Correlation Coefficient (ρ) of 0.8062 

· Intercept of 200 hours 

· Beta of 2.5 

· Variance of the forecast of 32,806 (based on 450 hours studied) 

If the number of hours studied equals 450, the prediction interval’s:

	A)
	upper limit is a score of approximately 1690.

	B)
	upper limit is a score of approximately 1510.

	C)
	lower limit is a score of approximately 1020.

	D)
	lower limit is a score of approximately 690.




Economics - 14 Questions - 21 minutes



Question: 37 - 12307 

Which of the following best describes potential reasons for the actual deposit multiplier generally being less than the potential deposit multiplier? 

	A)
	Currency leakages and idle excess bank reserves.

	B)
	Currency leakages and low interest rates.

	C)
	Idle excess bank reserves and low interest rates.

	D)
	An inflationary environment and high interest rates.




Question: 38 - 29049 

Silvia Eschaves and Alistair Bucan are studying for the level one CFA examination. While discussing the policy implications of the Phillips Curve, Bucan makes the following statements. Which of the following does Eschaves point out as INCORRECT? 

	A)
	According to the rational expectations view, an anticipated restrictive policy will have no effect on unemployment and real output in the short run.

	B)
	According to the adaptive expectations view, an anticipated expansionary policy will decrease unemployment and increase real output in the short run. 

	C)
	The adaptive expectations view explains stagflation.

	D)
	Both rational and adaptive expectations suggest that in the long run, policies designed to stimulate demand will cause inflation and will not permanently reduce the unemployment rate below the natural rate.




Question: 39 - 29281 

The total market value of output produced by the nationals of a country, regardless of where they live, is called: 

	A)
	Gross Domestic Product (GDP).

	B)
	Gross National Product (GNP).

	C)
	Total Production.

	D)
	Gross Investment.




Question: 40 - 29282 

An unexpected increase in consumer spending (i.e. aggregate demand) will cause aggregate demand (AD) to shift to the: 

	A)
	left, putting downward pressure on wages and prices and a short-run increase in unemployment.

	B)
	right, putting upward pressure on wages and prices and a short-run decrease in unemployment.

	C)
	right, putting downward pressure on wages and prices and a short-run decrease in unemployment.

	D)
	left, putting upward pressure on wages and prices and a short-run increase in unemployment.




Question: 41 - 29293 

All of the following could cause shifts in the long run aggregate supply curve EXCEPT: 

	A)
	temporary shocks such as reduced oil prices or war.

	B)
	improvements in technology.

	C)
	improvements in productivity.

	D)
	an increase in the supply of resources.




Question: 42 - 29303 

All of the following are self-correcting mechanisms that help stabilize a market economy EXCEPT: 

	A)
	monetary and/or fiscal policy.

	B)
	consumption demand.

	C)
	real interest rates.

	D)
	resource prices.




Question: 43 - 29309 

If there is unanticipated inflation in the economy, generally speaking: 

	A)
	borrowers win and lenders lose.

	B)
	lenders win and borrowers lose.

	C)
	both borrowers and lenders benefit.

	D)
	unanticipated inflation will not affect borrowers or lenders.




Question: 44 - 29312 

All of the following are monetary policy tools of the Federal Reserve EXCEPT: 

	A)
	required reserve ratio.

	B)
	discount rate.

	C)
	printing money.

	D)
	open market operations.




Question: 45 - 29321 

Advocates of rational expectations feel that: 

	A)
	policy changes affect output, employment and price in both the long and short-run.

	B)
	policy changes affect output and employment, but only in the short-run.

	C)
	it is impossible to estimate the impact of policy changes, thus there should be no policy changes.

	D)
	policy changes do not affect output and employment, only prices.




Question: 46 - 12613 

An oligopolistic industry does NOT have: 

	A)
	large economies of scale.

	B)
	many sellers.

	C)
	high barriers to entry.

	D)
	a great deal of interdependence among firms.




Question: 47 - 29051 

Assume that Richard Rojas, journalist, can purchase some combination of good A and good B. The income elasticity for both goods is 0.6, and Rojas has been consuming 10 of each good. Which of the following statements about the income effect and the substitution effect with regard to Rojas is FALSE? 

	A)
	If Rojas's boss decreases his salary, Rojas's budget constraint line will shift inward, and he will consume less of each good.

	B)
	If Rojas's boss gives him a salary increase, Rojas will likely purchase more of good A than of good B.

	C)
	If the price of good A increases relative to good B, Rojas will purchase more of good B due to the substitution effect.

	D)
	If the price of good A decreases relative to good B, Rojas's budget constraint line will rotate.




Question: 48 - 29325 

There is an inverse relationship between the price of a good and the amount buyers are willing to pay for it. This is called: 

	A)
	law of supply.

	B)
	Phillips curve.

	C)
	law of demand.

	D)
	Friedman's law.




Question: 49 - 29330 

The practice of charging different consumers different prices for the same product or service is called: 

	A)
	price searching.

	B)
	variable pricing.

	C)
	competitive pricing.

	D)
	price discrimination.




Question: 50 - 29070 

Simultaneously, a scientist working for a Canadian company and a scientist working for an American company invent a voice-activated calculator that is in high demand in both countries. Due to a secret manufacturing process and lower research and development costs, the Canadian company can produce the calculator at a much lower cost. In response to intense lobbying by the American company, the U.S. government limits the number of calculators that Canada can import.

The U.S. government’s action: 
	A)
	is an example of a tariff.

	B)
	benefits the U.S. government.

	C)
	benefits domestic consumers.

	D)
	is more harmful than taxing each calculator at 150% of the import price.




Financial Statement Analysis (FSA) - 30 Questions - 45 minutes



Question: 51 - 29606 

Paper Consolidated, Inc. includes a multi-step income statement in its financial statements. This means that Paper Consolidated’s income statement: 

	A)
	provides subtotals along the way from sales to net income.

	B)
	includes results from at least two previous years.

	C)
	presents the results of each subsidiary and then consolidates their results.

	D)
	is easier to analyze by company, because each division's contribution to net income is readily apparent. 




Question: 52 - 29607 

At the end of its first year of a five-year construction contract for Jones, Inc., Light Corp.’s financial information related to the Jones contract showed the following amounts
	Expected Total Revenues over the 5 years
	$1,500,000

	Expected Total Costs over the 5 years
	1,200,000

	Year 1 Costs incurred
	600,000

	Year 1 Advance billings
	300,000

	Year 1 Cash received
	200,000


If Light Corp. changes its method of accounting for the Jones contract from the completed contract method to the percentage-of-completion method, all of the following balances will be larger under percentage-of-completion EXCEPT:
	A)
	Retained Earnings.

	B)
	Net Construction-in-Progress.

	C)
	Shareholder's Equity.

	D)
	Accounts Receivable.




Question: 53 - 29608 

Value, Inc. bought a press machine for $820,000 for use in its manufacturing operation on June 30, 1998. The useful life of the press was 7 years and salvage value was estimated to be $50,000. Value, Inc. uses the straight-line method of depreciation for its depreciable assets. On June 30, 2001 value sold the press to ABC Rental Company for $400,000.

All else equal and ignoring taxes, what is the impact of Value, Inc.’s ownership and sale of the press machine on Value Inc.’s net income on its income statement for the year ended December 31, 2001? 
	A)
	-$145,000.

	B)
	-$95,000.

	C)
	-$90,000.

	D)
	-$55,000.




Question: 54 - 29609 

At its January 2, 2001 meeting, Mega Corp.’s board of directors approved the discontinuation of its entire textile business segment and voted that it be offered for sale.  It had not sold as of December 31, 2001.  Additionally, the Board voted to sell half of the machines in its footwear factory due to declining sales.  The machines were sold in October 2001.  Results of these actions were as follows (in $ millions):
	 
	Revenue
	Expenses
	Tax Expense
	Net Effect

	Textile Operation
	57
	67
	-4
	-6

	 
	 
	 
	 
	 

	Footwear Machines
	Sale Price
	Book Value
	Tax Expense
	Net Effect

	 
	23
	17
	2
	4


The net effect of this information on Mega Corp.’s income from continuing operations for the year ended December 31, 2001 was:
	A)
	+$4,000,000.

	B)
	$0.

	C)
	-$2,000,000.

	D)
	-$6,000,000.




Question: 55 - 29610 

Carver, Inc. has computed that its cash collections for 2001 were $67,000,000 and that other cash outflows and costs were $22,000,000.  Information on Carver’s inventory activities in 2001 was as follows:
	Inventory at January 1
	23,000,000

	Inventory at December 31
	21,000,000

	Inventory Purchases
	39,000,000


One-third of the inventory purchases in 2001 were obtained by increasing Carver’s credit with its suppliers.  There were no other net changes in Carver’s accounts payable.  
Using the direct method, cash provided or used by Carver, Inc.’s operating activities in 2001 was:
	A)
	$19,000,000.

	B)
	$32,000,000.

	C)
	$21,000,000.

	D)
	$17,000,000.




Question: 56 - 29611 

In October 2000, Land Removal, Inc. contracted with Solid Corp. to dredge a river bed. The dredging was anticipated to require ten months to accomplish. The contract provided for total revenue of $600,000, payable in four installments of $150,000 as costs were incurred. Land Removal’s costs for this contract were reliably $400,000. Payment is assured. As of December 31, 2000 Land Removal, Inc. had incurred costs of $80,000 but had submitted no invoices and received no payments from Solid.

The net impact of this activity on income from continuing operations for the year ended December 31, 2000 was: 
	A)
	$50,000.

	B)
	$120,000.

	C)
	$40,000.

	D)
	$0.




Question: 57 - 29612 

Racquet Company had the following transactions related to income taxes during 2001:

	Income Tax Expense
	$35,000

	Increase in Taxes Payable (1-1-01 to 12-31-01)
	$10,000

	Decrease in Deferred Income Tax (1-1-01 to 12-31-01)
	$25,000


Using the direct method, the amount of the “other cash outflows” component of cash flows from operations (CFO) in 2001 related to the above information was:
	A)
	$45,000.

	B)
	$50,000.

	C)
	$15,000.

	D)
	$35,000.




Question: 58 - 29613 

Eagle Company’s financial statements for the year ended December 31, 2001 were as follows (in $ millions):
	Income Statement

	 
	 

	Sales
	150 

	Cost of Goods Sold
	(48)

	Wages Expense
	(56)

	Interest Expense
	(12)

	Depreciation
	(22)

	Gain on Sale of Equipment
	    6 

	Income Tax Expense
	  ( 8)

	  Net Income
	  10 


	Balance Sheet

	 
	 
	 

	 
	12-31-00
	12-31-01

	Cash
	32
	52

	Accounts Receivable
	18
	22

	Inventory
	46
	44

	Property, Plant & Equip. (net)
	182
	160

	  Total Assets
	278
	278

	Accounts Payable
	28
	33

	Long-term Debt
	145
	135

	Common Stock
	70
	70

	Retained Earnings
	35
	40

	  Total Liabilities & Equity
	278
	278


Cash flow from operations (CFO) for Eagle Company for the year ended December 31, 2001 was (in $ millions).
	A)
	$41.

	B)
	$37.

	C)
	$22.

	D)
	$29.




Question: 59 - 29614 

Galaxy Corp. reported the following information for its first year of operations ending December 31, 2001 (in $ millions):

	Income Statement

	 
	 

	Sales
	270 

	Cost of Goods Sold
	(130)

	  Gross Profit
	140 

	Other Expenses
	(30)

	   Operating Profit
	110 

	Interest Expense
	(15)

	  Earnings before Taxes
	95 

	Taxes
	(35)

	  Earnings after Taxes
	  60 


 
	Balance Sheet

	 
	 
	 
	 
	 

	Cash
	50
	 
	Accounts Payable
	60

	Accounts Receivable
	50
	 
	Long – Term Debt
	200

	Inventory
	100
	 
	Common Stock
	100

	Property, Plant & Equip. (net)
	200
	 
	Retained Earnings
	40

	  Total Assets
	400
	 
	Total Liabilities & Equity
	400


Based on its first year of operations, an estimate of Galaxy’s sustainable growth rate is closest to:

	A)
	42.7 percent.

	B)
	28.6 percent.

	C)
	14.2 percent.

	D)
	18.4 percent.




Question: 60 - 29615 

Matrix, Inc.’s common size income statement for the years ended December 31, 2000 and 2001 included the following information (in percent form based on net sales being 100 percent):
	 
	2000
	2001

	Sales
	100 
	100 

	Cost of Goods Sold
	(55)
	(60)

	  Gross Profit
	  45 
	40 

	Selling General & Administrative
	(5)
	(5)

	Depreciation
	   (7)
	(8)

	  Operating Profit (EBIT)
	33 
	  37 

	Interest Expense
	(15)
	(7)

	  Earnings before Taxes
	18 
	30 

	Income Tax Expense
	(7)
	(13)

	  Earnings after Taxes
	11 
	17 


Analysis of this data indicates that from 2000 to 2001:
	A)
	cost per unit of inventory has increased.

	B)
	sales volume is steady.

	C)
	interest expense per dollar of sales has declined.

	D)
	tax rates have increased.




Question: 61 - 29616 

Savannah Corp.’s financial accounts for the year ended December 31, 2001 included the following information: 

· Net Income: $122,000 

· Preferred Stock Dividends Paid:  $35,000 

· Common Stock Dividends Paid:  $42,000 

· Common Shares outstanding at January 1: 50,000 

· 10 percent preferred $100 par value shares outstanding at January 1:  3,500 

· No stock transactions occurred in 2001 

· All preferred stock dividends were paid 

Calculate basic earnings per share (EPS) for Savannah for the year ended December 31, 2001.

	A)
	$2.44.

	B)
	$0.90.

	C)
	$1.74.

	D)
	$1.44.




Question: 62 - 29617 

Selected information from Federated Corp.’s financial activities in the year 2001 is as follows:
· Net income was $7,650,000. 
· 1,100,000 shares of common stock were outstanding on January 1. 
· The average market price per share was $62 in 2001. 
· Dividends were paid in 2001. 
· The tax rate was 40 percent. 
· 10,000 shares of 6 percent $1,000 par value preferred shares convertible into common shares at a rate of 20 common shares for each preferred share were outstanding for the entire year. 
· 70,000 options, which allow the holder to purchase 10 shares of common stock at an exercise price of $50 per common share, were outstanding the entire year. 
Federated Corp.’s Diluted earnings per share (Diluted EPS) was closest to:
	A)
	$4.91.

	B)
	$5.32.

	C)
	$6.41.

	D)
	$5.87.




Question: 63 - 29618 

Ultimate Corp. is evaluating whether to finance an equipment purchase by issuing convertible bonds or preferred stock that is not convertible. In differentiating the effects that each type of security would have on basic earnings per share (EPS) and diluted EPS, Ultimate should consider all of the following EXCEPT: 

	A)
	interest paid on convertible bonds may be tax deductible, but preferred stock dividends are not. 

	B)
	preferred stock dividends are subtracted from net income to arrive at the basic EPS numerator but convertible bond interest is not subtracted from net income.

	C)
	owners of bonds have a superior claim to the assets than preferred stockholders.

	D)
	convertible bonds are potentially a dilutive security while nonconvertible preferred stock is not dilutive.




Question: 64 - 29619 

Empire Watch Company’s basic earnings per share (EPS) and diluted earnings per share (Diluted EPS) were each $2.00 in 2000 but in 2001 EPS was $2.50 and Diluted EPS was $2.25. That EPS and diluted EPS were the same in 2000 and different in 2001 could possibly be explained by any of the following EXCEPT: 

	A)
	the average price per share of Empire Watch's common stock rose above the exercise price of warrants on the company's stock.

	B)
	Empire Watch issued convertible preferred stock in 2001.

	C)
	Empire Watch issued convertible bonds in 2001.

	D)
	Empire Watch purchased its own stock and held it as treasury stock in 2001.




Question: 65 - 29620 

For firms with a complex capital structure, all of the following are required to be included in the denominator of diluted earnings per share (Diluted EPS) EXCEPT the number of shares of: 

	A)
	antidilutive convertible securities.

	B)
	common stock outstanding.

	C)
	dilutive convertible preferred stock.

	D)
	dilutive convertible preferred bonds.




Question: 66 - 29621 

Draperies Unlimited, Inc. began operations in 2001 and must choose an inventory cost flow assumption for its financial statements and income tax reporting.  It will choose between the last in, first out (LIFO) method and the average cost method.  Draperies Unlimited’s inventory transactions are summarized below:

· January 5 - Purchased 100 draperies at $1,750 each.  

· February 11 - Purchased 200 draperies at $1.700 each. 

· April 30 – Purchased 250 draperies at $1,600 each. 

· July 17 – Purchased 100 draperies at $1,550 each. 

· October 27 – Purchased 150 draperies at $1,500 each. 

· December 17 – Purchased 300 draperies at $1,400 each. 

Assuming 500 units were sold during the year, Draperies Unlimited’s Inventory account on its balance sheet dated December 31, 2001 would be:
	A)
	$55,454 lower under LIFO than under average cost.

	B)
	$55,454 higher under LIFO than under average cost.

	C)
	$57,046 lower under LIFO than under average cost.

	D)
	$57,046 higher under LIFO than under average cost.




Question: 67 - 29622 

Selected information from Oldtown, Inc.’s financial statements for the year ended December 31, 2001 included the following (in $):
	Cash
	1,320,000
	 
	Accounts Payable
	1,620,000

	Accounts Receivable
	2,430,000
	 
	Deferred Tax Liability
	   715,000

	Inventory
	6,710,000
	 
	Long-term Debt
	15,230,000

	Property, Plant & Equip.
	12,470,000
	 
	Common Stock
	1,000,000

	  Total Assets
	22,930,000
	 
	Retained Earnings
	4,365,000

	 
	 
	 
	  Total Liabilities & Equity
	22,930,000

	Sales
	15,000,000
	 
	 
	 

	Net Income
	3,000,000
	 
	 
	 

	LIFO Reserve at Jan. 1
	1,620,000
	 
	 
	 

	LIFO Reserve at Dec. 31
	1,620,000
	 
	 
	 


Oldtown uses the last in, first out (LIFO) inventory cost flow assumption.  The tax rate was 40 percent.  If Oldtown changed from LIFO to first in, first out (FIFO) for 2001, net profit margin would:

	A)
	decrease from 20.0 to 13.5 percent.

	B)
	remain unchanged at 20.0 percent.

	C)
	decrease from 20.0 to 9.2 percent.

	D)
	decrease from 20.0 to 16.8 percent.




Question: 68 - 29623 

Premier Corp.’s year-end last in, first out (LIFO) reserve was $2,500,000 in 2000 and $2,300,000 in 2001. Premier’s $200,000 decline in the LIFO reserve could be explained by each of the following EXCEPT: 

	A)
	the LIFO reserve was being amortized.

	B)
	declining inventory prices.

	C)
	a LIFO liquidation occurred.

	D)
	inventory used exceeded purchases.




Question: 69 - 29624 

Undercarriage, Inc.’s cash flow from operations (CFO) in 2001 was $23 million after Undercarriage paid $16 million in 2001 to acquire a franchise that was capitalized and amortized over 4 years. If Undercarriage had expensed the franchise cost in 2001, CFO in 2001 would have been: 

	A)
	$11 million.

	B)
	$7 million.

	C)
	$39 million.

	D)
	unchanged.




Question: 70 - 29625 

Evergreen Company’s financial records disclose the following:

· A milling machine was purchased January 1, 1999 for $18,000,000. 

· Depreciation was taken in 1999, 2000 and 2001 using the straight-line depreciation method. 

· Salvage value was estimated to be $2,000,000. 

· Useful life was estimated to be 12 years. 

Ignoring income taxes, if in 2001 Evergreen changes the estimated useful life of the milling machine to a total of 18 years and salvage value to $3,000,000, what will be the effect on 2002 net income compared to what net income otherwise would have been?  Net income will be:
	A)
	$600,000 lower than what it would have been without the change.

	B)
	$333,333 higher than what it would have been without the change.

	C)
	$600,000 higher than what it would have been without the change.

	D)
	$333,333 lower than what it would have been without the change.




Question: 71 - 29626 

At the end of 2001, Lightning Inc. wrote down a permanently impaired asset.  

· Original cost of the asset was $40,000,000 at the beginning of 1994. 

· Salvage value was $2,000,000. 

· Straight-line depreciation was being taken over 16 years. 

· At the end of 2001, the present value of future cash flows from the asset was $2,000,000. 

As a result of the asset write-down, all else equal, operating income (earnings before interest and taxes) will:

	A)
	decrease $19,000,000 in 2001 and increase in 2002.

	B)
	decrease $19,000,000 in 2001 and decrease in 2002.

	C)
	not be affected in 2001 and increase in 2002.

	D)
	not be affected in either year.




A company issued a bond with a face value of $67,831, maturity of 4 years, and 7 percent coupon, while the market interest rates are 8 percent.
Question: 72 - 15017 

What is the un-amortized discount when the bonds are issued?
	A)
	-$498.58.

	B)
	-$15,726.54.

	C)
	-$2,246.65.

	D)
	-$1,748.07.


Question: 73 - 15017 

What is the un-amortized discount at the end of the first year?
	A)
	-$1,209.61.

	B)
	-$538.46.

	C)
	-$1,748.07.

	D)
	-$2,246.65.




A dance club purchased new sound equipment for $25,352. It will work for 5 years and has no salvage value. Their tax rate is 41 percent, and their annual revenues are constant at $14,384. For financial reporting, the straight-line depreciation method is used, but for tax purposes depreciation is accelerated to 35 percent in years 1 and 2 and 30 percent in Year 3. For purposes of this exercise ignore all expenses other than depreciation.
Question: 74 - 24689 

What is the tax payable for year one?
	A)
	$779.

	B)
	$1,909.

	C)
	$1,626.

	D)
	$2,259.


Question: 75 - 24689 

What is the deferred tax liability as of the end of year one?
	A)
	$1,909.

	B)
	$1,129.

	C)
	$320.

	D)
	$1,559.


Question: 76 - 24689 

What is the deferred tax liability as of the end of year three?
	A)
	$4,158.

	B)
	$780.

	C)
	$1,029.

	D)
	$1,909.




Question: 77 - 29627 

Enduring Corp. operates in a country where net income from sales of goods are taxed at 40 percent, net gains from sales of investments are taxed at 20 percent, and net gains from sales of used equipment are exempt from tax.  Installment sale revenues are taxed upon receipt.
For the year ended December 31, 2001, Enduring recorded the following before taxes were considered:
· Net income from the sale of goods was $2,000,000, half was received in 2001 and half will be received in 2002. 

· Net gains from the sale of investments were $4,000,000, of which 25 percent was received in 2001 and the balance will be received in the 3 following years. 

· Net gains from the sale of equipment were $1,000,000, of which 50 percent was received in 2001 and 50 percent in 2002. 

On its financial statements for the year ended December 31, 2001, Enduring should apply an effective tax rate of:
	A)
	22.86 percent and increase its deferred tax asset by $1,000,000. 

	B)
	8.57 percent.

	C)
	22.86 percent and increase its deferred tax liability by $1,000,000.

	D)
	26.67 percent and increase its deferred tax liability by $1,000,000. 




Question: 78 - 29628 

Selected information from Updown Industries, Inc. financial statements as of December 31, 2001 included the following (in $):

	Income Statement

	 
	 

	Sales
	42 

	Cost of Goods Sold
	(19)

	  Gross Profit
	23 

	Other Expenses
	(11)

	  Operating Profit
	12 

	Interest Expense
	-0- 

	  Net Income
	12 


	Balance Sheet

	 
	 
	 
	 
	 

	Cash
	12
	 
	Accounts Payable
	18

	Accounts Receivable
	22
	 
	Long-term Debt
	31

	Inventory
	31
	 
	Preferred Stock
	34

	Property, Plant & Equip.
	78
	 
	Common Stock
	10

	 Total Assets
	143
	 
	Retained Earnings
	50

	 
	 
	 
	 Total Liabilities & Equity
	143


If, instead of issuing $20 million of 10 percent convertible preferred stock, Updown had issued $20 million of 10 percent convertible bonds, excluding the effects of taxes, Updown’s return on equity (net income / equity accounts) would:

	A)
	increase from 12.8 to 16.2 percent.

	B)
	increase from 12.8 to 14.9 percent.

	C)
	increase from 12.8 to 13.5 percent.

	D)
	remain unchanged.




Question: 79 - 29629 

On December 31, 2000, York Company executed a 6-year lease with annual payments of $1,500,000 for a crane for its construction business.  The economic life of the crane is 9 years.  Title to the crane passes to York at the end of the lease.  The interest rate implicit in the lease is 5 percent.  York Company’s incremental borrowing rate is 8 percent.  The fair market value of the crane at the time the lease was signed was $8,500,000.  Treating the above transaction as an operating lease, York’s income statement for the year ended December 31, 2001 was as follows:
	Sales
	$34,000,000 

	Cost of Goods Sold
	17,200,000 

	  Gross Profit
	16,800,000 

	Depreciation
	(3,400,000)

	Lease Expense
	(1,500,000)

	Sales and Administration
	(4,200,000)

	  Operating Profit
	7,700,000 

	Interest Expense
	(1,000,000)

	Income Taxes
	(3,000,000)

	  Net Income
	$3,700,000 


After considering whether the crane lease should be reclassified as a capital lease, York’s Operating Profit will:
	A)
	increase from $7,700,000 to $7,931,077.

	B)
	increase from $7,700,000 to $8,044,280.

	C)
	remain unchanged.

	D)
	increase from $7,700,000 to $8,354,051.




Question: 80 - 29630 

Selected information from Ronald Company’s financial statements for the year ended December 31, 2001, was as follows (in $ millions):
	Cash
	68
	 
	Accounts Payable
	9

	Accounts Receivable
	  4
	 
	Short-term Debt
	0

	Inventory
	30
	 
	Long-term Debt
	85

	Property Plant & Equip (net)
	98
	 
	Common Stock
	14

	  Total Assets
	200
	 
	Retained Earnings
	92

	 
	 
	 
	  Total Liabilities & Equity
	200


Footnotes to the financial statement indicate that on November 30, 2001, Ronald Company sold all of its accounts receivable of $50 million to Garden Finance Company with recourse to Ronald in the event of a bad debt.  If analysis shows that this transaction should be reversed, Ronald’s current ratio will:

 
	A)
	decrease from 11.3 to 1.7.

	B)
	increase from 11.3 to 16.9.

	C)
	remain unchanged.

	D)
	decrease from 11.3 to 2.6.




Asset Valuation - 28 Questions - 42 minutes



Question: 81 - 28907 

Which of the following statements about agency theory is TRUE? 

	A)
	A company that pays fixed salaries with no variable compensation schemes likely has little agency conflict.

	B)
	An agency relationship is created when the board of directors appoints a new Chief Financial Officer.

	C)
	Restrictive debt covenants reduce the conflict between stockholders and managers.

	D)
	Encouraging managers to take on high-risk projects aligns their goals with that of bondholders.




Question: 82 - 28910 

Calculate the weighted average cost of capital (WACC) for a company with the following capital component information:
· Target weightings: wd = 30%, wps = 20%, ws =  15%, we = 35%, where wd, wps, ws and we are the weights used for debt, preferred stock, retained earnings, and common equity. 

· Tax Rate: 35%. 

· The firm can issue $1,000 face value, 7.00% semi-annual coupon debt with a 15-year maturity for a price of $1,047.46. 

· An 8.0% dividend new preferred stock issue with a value of $35 per share would result in net proceeds of $33.60 per share. 

· The cost of retained earnings is 10.5%. 

· The company’s growth rate is estimated at 6.0%. 

· The firm can issue new common stock with a price of $40.00, floatation costs of 3.0%, and a dividend in year 0 of D0 = $3.00. 

Which of the following is closest to the correct answer? The WACC equals: 

	A)
	9.82%.

	B)
	9.49%.

	C)
	9.05%.

	D)
	10.05%.




Question: 83 - 28913 

Which of the following statements about the cost of capital is TRUE? 

	A)
	New common equity used to finance projects is usually dilutive.

	B)
	The component cost of retained earnings equals the required rate of return on new stock.

	C)
	Using the marginal cost of capital (MCC) is superior to the weighted average cost of capital (WACC) because the MCC assumes different risks across projects.

	D)
	A firm can shift its retained earnings breakpoint by changing the dividend policy.




Question: 84 - 28919 

Norine Benson is studying for the Level 1 CFA examination and is having difficulty with the broader concepts of capital budgeting. Her study partner, Henri Manz, tests her understanding by asking her to identify which of the following statements is TRUE? 

	A)
	For mutually exclusive projects, the decision rule is to pick the project that has the highest net present value (NPV).

	B)
	If the change in current liabilities is greater than the change in current assets, it means that additional financing was needed and there is a cash outflow.

	C)
	An analyst can ignore inflation since price level expectations are built into the weighted average cost of capital (WACC).

	D)
	Replacement decisions involve mutually exclusive projects.




Question: 85 - 28921 

Kgraphix, a small, privately owned publishing company, plans to upgrade its printing process by purchasing either a high-speed color laser printer or a webpress (a high speed color printing machine). Incremental cash flow information for each piece of equipment is as follows:

· Color Laser Printer: Initial cost of $40,000, cash flows of $20,000 for each of the next three years. 

· Webpress: Initial cost of $90,000, cash flows of $25,000 for each of the next six years. 

Assuming that the company’s weighted average cost of capital (WACC) is 13 percent, which of the following statements is most correct? Kgraphix should purchase the:

	A)
	webpress because its net present value (NPV) of $9,939 is greater than the color laser printer's NPV of $7,223.

	B)
	color laser printer because its Internal rate of return (IRR) is higher than that of the webpress.

	C)
	color laser printer because it has the highest equivalent annual annuity.

	D)
	webpress because it has the longest life and the highest net present value (NPV).




Question: 86 - 28925 

Which of the following statements about dividend policy and capital structure is TRUE? 

	A)
	A person who believes in the clientele effect and a proponent of the "bird-in-hand" theory would have similar views on dividend payout policy.

	B)
	Investors view a stock repurchase as a positive signal and a stock issue as a negative signal.

	C)
	A diversified shareholder is most concerned with stand-alone risk.

	D)
	Monte Carlo simulation is used to estimate market risks; scenario analysis measures stand-alone risk.




Question: 87 - 28927 

Given the following information about a manufacturing firm, determine the optimal capital structure.

· Target Payout Ratio of 40% 

· Estimated Growth Rate (g) of 0% 

· Overall Tax Rate of 40% 

· Cost of Debt is before tax 

	Debt/TA
	k(d) (%)
	EPS ($)
	k(e) (%)
	WACC (%)
	Stock Price

	0.10 
	7.00 
	1.62
	12.0
	11.22 
	5.40 

	0.25 
	7.50 
	1.85
	13.0
	?
	? 

	0.40 
	8.50 
	2.16
	14.5
	? 
	? 

	0.50 
	9.50 
	2.43
	16.5
	11.10 
	5.89 


The optimal capital structure for this firm is:
	A)
	10% Debt, 90% Equity.

	B)
	25% Debt, 40% Equity.

	C)
	40% Debt, 60% Equity.

	D)
	50% Debt, 50% Equity.




Question: 88 - 28931 

Using the following assumptions, calculate the stock price at which investors Helen Alba, who shorts the stock on margin, and Kobin Lubis, who purchases the stock on margin, will receive a margin call. 

· Market Price Per Share: $42 

· Number of Shares Purchased: 1,000 

· Holding Period: 1 year 

· Ending Share Price: $50 

· Initial Margin Requirement: 45% 

· Maintenance margin: 30% 

· Transaction and borrowing cost: $0 

Which of the following choices is closest to the correct answer? Alba will receive a margin call at a stock price of:

	A)
	$33.00 and Lubis will receive a margin call at a stock price of $37.66.

	B)
	$33.00 and Lubis will receive a margin call at a stock price of $53.45.

	C)
	$46.85 and Lubis will receive a margin call at a stock price of $33.00.

	D)
	$37.66 and Lubis will receive a margin call at a stock price of $53.45.




Question: 89 - 28933 

Laleh Mali conducts a stock transaction with the following characteristics: 
· She could have conducted the trade at any time of day. 
· She placed a stop-buy order in conjunction with the trade. 
· The stock was a new issue of a firm already trading on the exchange. 
· She placed her trade with a dealer. 
Which of the following statements about Mali’s trade is least likely to be correct? Mali placed her order in:
	A)
	a continuous market.

	B)
	an order driven market.

	C)
	conjunction with a short sale.

	D)
	the secondary market.




Question: 90 - 28934 

Which of the following statements about short selling is FALSE? 

	A)
	A short sale involves securities the investor does not own.

	B)
	According to the uptick rule, a short sale can only trade at a price higher than previous trade.

	C)
	A short seller loses if the price of the stock sold short falls.

	D)
	A short seller is required to set up a margin account.




Question: 91 - 28938 

Tamber Benz, CFA, recently joined Bay Area Investment Group as a personal financial planner. Today, she has a meeting with a client interested in equity index funds, with a particular interest in learning about the source and direction of biases. In preparation for this meeting, she makes some quick notes (relying on her memory). These notes are listed below. She then finds her well-worn CFA study notes and checks her memory. After reviewing her notes, which of the following choices does she determine is INCORRECT? 

	A)
	The Dow Jones Industrial Index has a built-in downward bias.

	B)
	An index such as the Valueline Composite Average is constructed by purchasing an equal number of shares of each stock in the index, and will have a downward bias when geometric averaging is used to compute the return.

	C)
	One problem with an index such as the S&P 500 is that firms with greater market capitalization have more impact than other firms.

	D)
	A market value-weighted index, such as the New York Stock Exchange Index, accurately reflects the impact of price changes on wealth.




Question: 92 - 28943 

Indie Carson, management consultant, wants to become a portfolio manager. While researching the position, she learns that obtaining the CFA Charter is very important. She decides to take the Level 1 examination this June, and begins to study. During the reading on efficient markets, she rethinks her new career choice. If markets are efficient, what is the role of a portfolio manager? Distraught, she e-mails her mentor, LaMeda Durio. Durio wants to use the occasion to help Carson study, so she e-mails Carson the following reply (summarized in points A through D below) and asks her to identify the INCORRECT statement.

Which of the following choices does Carson select as FALSE? Assuming an efficient market, portfolio managers assist clients with: 
	A)
	minimizing transaction costs. 

	B)
	quantifying risk tolerances and return needs.

	C)
	rebalancing the portfolio when necessary.

	D)
	diversifying globally to reduce systematic risk.




Question: 93 - 28948 

Kaylee Sumners, Level 1 CFA candidate, is having difficulty remembering the tests for the three forms of the efficient market hypothesis (EMH). On her first attempt to outline the information from memory, she made numerous mistakes. After reviewing the material, she tries again to summarize the information. This time, three of her four points are correct. Which of her summary points is INCORRECT? 

	A)
	Results of trading rule tests, such as filter rules, support the semi-strong form of the EMH.

	B)
	The historical performance of professional money managers supports the strong-form of the EMH. 

	C)
	Early tests of the semi-strong form used the formula: ReturnAbnormal = ReturnActual - RMarket

	D)
	The tests for the semi-strong form EMH give mixed results. Time-series tests such as dividend yield and default spread reject the semi-strong form EMH and event studies on stock splits and announcements of accounting changes support it.




Question: 94 - 29022 

Katrina Whittcomb, junior analyst, is trying to understand what variables impact the price/earnings (P/E) ratio for a stock. Specifically, she wants to determine under what circumstances the P/E ratio will increase or decrease. A senior analyst in the group, Clinton Dermont, devises the following question to help her understand the impact of changes in P/E variables. To make the question less theoretical, he provides the following assumptions:

· Earnings retention rate at 60% 

· Required rate of return, ke, of 11% 

· Return on equity (ROE) of 13%, expected to remain constant 

Using the information above, determine which of the following statements is most likely FALSE. All else equal, if the:

	A)
	dividend payout increases, the P/E ratio will increase.

	B)
	expected inflation rate decreases, the P/E ratio will rise above 12.5.

	C)
	earnings retention ratio increases, the P/E ratio will increase.

	D)
	risk free-rate increases, the P/E ratio will decrease.




Question: 95 - 29028 

Calculate the earnings per share (EPS) for the plastic bead industry using the information below.                

· Sales per share of $250 

· EBIDTA ratio of 60% 

· Depreciation per share of $50 

· Interest per share of $20 

· Overall tax rate of 50% 

The industry’s EPS is closest to:

	A)
	$110.

	B)
	$22.

	C)
	$54.

	D)
	$40.




Question: 96 - 29032 

Amie Minami recently graduated from the University of Rivendell School of Business and is now studying for the Level 1 CFA examination. She thought she would never have to read about Porter’s Five Forces again. However, while taking an online review quiz to help her focus her studies, she sees a question on Porter. Luckily, she remembers all the points and correctly identifies that one of the choices is incorrect. Which of the following choices is FALSE? 

	A)
	Porter details three strategies that are available to firms in a competitive environment: low-cost, differentiation, and vertical integration.

	B)
	Porter's five forces are the first step in identifying and evaluating a firm's specific competitive strategy. 

	C)
	When the threat of substitution is highest, profit margins will be low, particularly for commodity-like products.

	D)
	Suppliers are more powerful if they are more concentrated than the firms in that industry. 




Question: 97 - 29034 

Which of the following statements about asset valuation is TRUE? 

	A)
	The bottom-up stock picking approach is: first, stock analysis, second, industry analysis, and third, economic analysis

	B)
	The absolute value of economic value added (EVA®) is less important than the trend.

	C)
	Earnings are considered the variable least likely to be manipulated.

	D)
	A domestic steel firm and a foreign steel firm will have similar earnings per share (EPS) levels and price/earnings (P/E) ratios.




Question: 98 - 29036 

Which of the following statements about contrary-opinion and smart money technicians is CORRECT? 

	A)
	If mutual funds cash holdings are more than 13% of total fund assets, smart-money technicians are bullish.

	B)
	When the ratio of short sales by specialists to total NYSE short sales is at 0.20, smart-money technicians are bearish.

	C)
	The CBOE put call ratio is 0.75. Contrary-opinion technicians are bullish.

	D)
	When the yield spread on high quality versus lower-quality bonds narrows, the confidence index decreases and smart-money technicians become bullish.




Question: 99 - 29039 

Jay Crewson, equity analyst at a large investment bank, formerly worked with a group of contrary-opinion technician traders who traded exclusively using contrary indicators. He was recently transferred to support a group of smart-money technicians. Since he is still adjusting to the “new” rules, he asks Richard Ruscoe, another analyst in the group, to review his work. Ruscoe reviews Crewson’s latest recommendation list and points out that one of the statements is incorrect. Which of the following is the INCORRECT statement? Buy: 
	A)
	debit balances in brokerage accounts increased.

	B)
	the ratio of short sales by specialists to total NYSE short sales fell below 0.30. 

	C)
	investor credit balances in brokerage accounts increased.

	D)
	the yield-differential between high quality and lower-quality bonds decreased to 90 basis points. 




Question: 100 - 29040 

Mikal Cosce uses technical analysis to determine his trading behavior. Cosce would be least likely to agree with which of the following statements? 
	A)
	He supports the weak form of the efficient market hypothesis.

	B)
	Stock prices move in trends, and these trends persist.

	C)
	Technical analysis tells him when to buy.

	D)
	He does not have to rely on accounting information.




Question: 101 - 29045 

Assume an investor makes the following investments:

· Today, she purchases a share of stock in Redwood Alternatives for $50.00. 

· After one year, she purchases an additional share for $75.00. 

· After one more year, she sells both shares for $100.00 each. 

· There are no transaction costs or taxes. 

· The investor’s required return is 35.0%. 

During year one, the stock paid a $5.00 per share dividend. In year two, the stock paid a $7.50 per share dividend.

The time-weighted return is:

	A)
	51.4%.

	B)
	51.7%.

	C)
	23.2%.

	D)
	14.7%.




Question: 102 - 13674 

A bond has a yield of 10 percent and an effective duration of 7.5 years. If the market yield changes by 10 basis points, what is the change in the bond's price? 

	A)
	0.375%.

	B)
	1.500%.

	C)
	2.000%.

	D)
	0.750%.




Question: 103 - 29185 

Scott Malooly recently paid $109.05 for a $1000 face value, semi-annual coupon bond with a quoted price of 105 6/32. Assuming that transaction costs are zero, which of the following statements is TRUE? 

	A)
	Malooly purchased the bond between coupon dates.

	B)
	The price Malooly paid covers the amount of the next coupon payment not earned by the seller.

	C)
	The bond was trading ex-coupon. 

	D)
	The price Malooly paid includes the discounted amount of accrued interest due to seller.




Question: 104 - 29186 

A 12-year, $1,000 face value zero-coupon bond is priced to yield a return of 7.00 percent on a semi-annual basis. What is the price of the bond, and how much interest will the bond pay over its life, respectively? (Select the choice that is closest to the correct answer.) 

	A)
	$562, $438.

	B)
	$444, $556.

	C)
	$840, $160.

	D)
	$438, $562.




Question: 105 - 29181 

Four years ago, at the advice of J.T. Lindseth, her financial planner, T.J. Ali purchased a $1,000 face, 5.70 percent, semi-annual coupon bond with four years to maturity priced to yield 8.50 percent for $906.70. Now, the bond has matured, and Lindseth calls Ali and informs her that because he had invested the coupons at an annual rate of 10.0 percent, her realized return was approximately: 

	A)
	8.65%.

	B)
	8.50%.

	C)
	10.00%.

	D)
	8.35%.




Question: 106 - 29182 

Kwagmyre Investments, Ltd., hold two bonds: a callable bond issued by Mudd Manufacturing Inc. and a putable bond issued by Precarious Builders. Both bonds have option adjusted spreads (OAS) of 135 basis points (bp). Kevin Grisly, a junior analyst at the firm, makes the following statements (each statement is independent). Apparently, Grisly could benefit from a CFA review course, because the only statement that could be CORRECT is: 

	A)
	Given a nominal spread for Precarious Builders of 110 bp, the option cost is -25 bp.

	B)
	The cost of the call option on the Mudd bond is -15bp.

	C)
	The Z-spread for Mudd's bond is based on the YTM. 

	D)
	The spread over the spot rates for a Treasury security similar to Mudd's bond is 145 bp.




Question: 107 - 29184 

Consider an annual coupon bond with the following characteristics:

· Face Value of $100 

· Time to Maturity of 12 years 

· Coupon Rate of 6.50% 

· Issued at Par 

· Call Price of 101.75 (assume the bond price will not exceed this price) 

For a 75 basis point change in interest rates, the bond’s duration is:

	A)
	8.17 years.

	B)
	5.09 years.

	C)
	8.79 years.

	D)
	5.80 years.




Question: 108 - 29179 

Collete Minogue holds stock in Bracken Entertainment. Although many of her associates still believe that Bracken will be a high-performing stock, Minogue has lost faith and wants to conduct a covered call transaction. Current market conditions are as follows: 

· Stock Price (S) at $33 per share. 

· Strike Price of $39. 

· Premium of $5.  

· No transaction costs. 

In assessing whether she should conduct the covered call strategy, Minogue sketches out the following graph. Although her sketch is correct, she cannot remember all the labels. 
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Which of the following statements about the graph and the covered call strategy is INCORRECT?
	A)
	If Minogue goes ahead with the covered call, she will limit her gain to $11. 

	B)
	The distance between points C and D is $5. 

	C)
	The call writer will have unlimited upside potential. 

	D)
	Line Y represents the covered call's profit line.




Portfolio Management - 12 Questions - 18 minutes



Question: 109 - 28846 

Clair Boschart is preparing for her CFA study group’s discussion of the security market line (SML). She asks her co-worker, a fellow CFA candidate, to review her summary of points. Which of the following statements does the co-worker identify as INCORRECT? If: 

	A)
	risk perception increases, the SML will rotate counterclockwise.

	B)
	inflation expectations increase, the SML will experience an upward parallel shift.

	C)
	economic growth decreases, the SML will experience an upward parallel shift.

	D)
	the capital markets tighten, the SML will experience an upward parallel shift.




Question: 110 - 28847 

Which of the following equations is INCORRECT? 

	A)
	Real Risk-Free Rate = [(1 + nominal Risk-Free rate) * (1 + inflation rate)] - 1.

	B)
	Expected Return (SML) = Rnominal Risk-Free + (RMarket - Rnominal Risk-Free) * Beta.

	C)
	Required Returnnominal = [(1 + Risk-Free Ratereal) * (1 + Expected Inflation) * (1 + Risk Premium)] - 1.

	D)
	Risk premiumFundamental view = total risk = business risk + financial risk + liquidity risk + exchange rate risk + country risk. 




Question: 111 - 28854 

Isabelle Santana and Marat Loring are studying for the Level 1 CFA examination. Loring is having difficulty determining the objectives and constraints of defined contribution and defined benefit pension plans. To help Loring study, Santana creates the following list of characteristics and asks Loring to select the one that is FALSE. Which statement should Loring select? 

	A)
	For a defined benefit plan, the most important factors that affect long-term fund performance are the individual asset selection process and the degree of market timing allowed.

	B)
	Both plans are tax-exempt.

	C)
	Both plans are federally regulated under the Employee Retirement Income Security Act (ERISA).

	D)
	The employee bears all the investment risk in a defined contribution plan.




Question: 112 - 28855 

Which of the following statements about institutional investors is TRUE? 

	A)
	Banks have high liquidity needs and short time horizons.

	B)
	Pension funds and endowment funds have low liquidity needs and long time horizons, carry tax exempt status, and both are regulated at the state and federal level.

	C)
	In general, Life Insurance companies have lower liquidity needs and shorter time horizons than Property/Casualty Insurance Companies.

	D)
	The liquidity and time horizon parameters for defined contribution pension plans are determined by employee age and turnover rate.




Question: 113 - 28864 

The graph below combines the efficient frontier with the indifference curves for two different investors, X and Y (represented by U(X) and U(Y)). The letters A, B, C, and D represent four distinct portfolios.
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Which of the following statements about the above graph is CORRECT? 

	A)
	The backward bend in the efficient frontier is due to less than perfect correlation between portfolio assets.

	B)
	Investor X would be better off moving to indifference curve U(X)1 and Portfolio C because of the higher return on that portfolio.

	C)
	Investor X is less risk-averse than Investor Y.

	D)
	Portfolio B is an optimal portfolio, Portfolio A is suboptimal.




Question: 114 - 28865 

Kendra Jackson, CFA, is given the following information on two stocks, Rockaway and Bridgeport. 

· Covariance between the two stocks = covRockaway, Bridgeport = 0.0325 

· Standard Deviation of Rockaway’s returns = Rockaway = 0.25 

· Standard Deviation of Bridgeport’s returns = Bridgeport = 0.13 

Assuming that Jackson must construct a portfolio using only these two stocks, which of the following combinations will result in the minimum variance portfolio?

	A)
	100% in Rockaway.

	B)
	50% in Bridgeport, 50% in Rockaway.

	C)
	80% in Bridgeport, 20% in Rockaway.

	D)
	100% in Bridgeport.




Question: 115 - 28869 

Fabrice Miro and Victoria Leete are studying for the Level 1 CFA examination. Miro wants to test Leete’s understanding of the graph of the capital market line (CML) and the efficient frontier. He develops the following statements and asks her to identify the one that is FALSE. Assuming that Leete answers correctly, which statement does she select? 
	A)
	The market portfolio lies on the CML and has only unsystematic risk.

	B)
	The CML is not always straight.

	C)
	Investors move up and down the CML by varying the weightings of the risk-free asset and portfolio M by either lending or borrowing the risk-free asset.

	D)
	One weakness of the CML graph is that it measures standard deviation against returns.




Question: 116 - 28871 

Turi Teigen, CFA candidate, prepares the following question for her weekly Level 1 study program. 

· The letters X, Y, and Z represent risky asset portfolios. 

· The security market line (SML) crosses the y-axis at the point 0.05. 

· The market premium is 7.5%. 

· Portfolio Y and Z have the same expected return (holding period return). 

· The graph is NOT drawn to scale. 
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Using the graph (along with the list of assumptions), determine which of the following statements is CORRECT.
	A)
	The expected return on Portfolio Y could be 15.00%.

	B)
	The expected return on Portfolio Z is greater than the required return.

	C)
	The required return on Portfolio X is 10.25%.

	D)
	Portfolio X is overvalued. 




Question: 117 - 28875 

Which of the following statements about portfolio management is TRUE? 

	A)
	As an investor diversifies away the unsystematic portion of risk, the correlation between his portfolio return and that of the market approaches negative one.

	B)
	The security market line (SML) measures systematic and unsystematic risk versus expected return; the CML measures total risk.

	C)
	Combining the capital market line (CML) (risk-free rate and efficient frontier) with an investor's indifference curve map separates out the decision to invest from the decision of what to invest in.

	D)
	The expected return on a 0 beta security is the expected market return.




Question: 118 - 28876 

Which of the following statements about Arbitrage Pricing Theory (APT) and the Capital Asset Pricing Model (CAPM) is FALSE? 

	A)
	APT can equal CAPM.

	B)
	In both the APT and the CAPM, the risk-free rate is added to a premium for risk factor (X) and the responsiveness of the asset's returns to factor (X). 

	C)
	If zero-investment arbitrage does not hold, the APT does not hold.

	D)
	APT is a multi-factored model with restrictive assumptions.




Question: 119 - 28880 

While in the managerial training program for a large multinational corporation, Daniel Waite is assigned a one-year rotation in the Mediterranean. Upon arriving at the assignment, he purchases a local (foreign currency) bond with an annual coupon of 8.5 percent for 96.5. He holds the bond for one year and then sells it for 98.0. Waite is pleased with his return, which he calculates at 10.4%.

On the plane ride home, Waite is seated next to his fellow coworker, Penny King, who begins to talk about the depressed local economy and the negative returns she had experienced on her local bond investments over the same period as Waite. She states that her total dollar return on an 8.0 percent annual coupon bond purchased at the same time as Waite's for 95.0 and sold for 98.0 (at the same time as Waite's) was a disappointing negative 10.737%.

Assume that King’s calculation is correct and that Waite made some calculation error. Which of the following is closest to Waite’s actual total dollar return? 
	A)
	-32.435%.

	B)
	-10.363%.

	C)
	-18.756%.

	D)
	-11.712%.




Question: 120 - 28883 

Which of the following statements about international portfolio investing is FALSE? 

	A)
	The majority of risk for individual foreign country markets is unsystematic.

	B)
	When markets are volatile, global diversification is of increased value.

	C)
	Barriers to international diversification include lack of liquidity, currency controls, and exchange rate risk.

	D)
	While the introduction of foreign stocks ("second layer") into a domestically-only diversified portfolio shifts the efficient frontier up and left, adding a "third layer" of foreign bonds shifts the efficient frontier even more up and left.
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Answers

1) A
Under Standard I(A), Salvatore must, as a CFA charterholder, apply the AIMR Code and Standards or the controlling law, whichever is stricter. Even though the Standard IV(A3) permits accepting gifts of US $100 or less with disclosure to the member’s employer, in this instance the stricter laws of Oldworld, where Salvatore is licensed, apply to prohibit the gifts, even though the gifts are offered in Newworld. 



2) D
Jones must pursue her concerns about a possible misstatement, because, if material, it may be misleading to investors. Consistent with Standard I(B), Jones must not knowingly participate or assist in a regulatory violation. As long as her concerns exist, she must not validate any financial statements by voting to approve them. In addition she should seek competent legal counsel both at her own firm and at Dewey Manufacturing. She should not go to regulatory bodies until she has more certainty about the possible misstatement and has received counsel that she should proceed. 



3) B
Use of the CFA mark and an indication of membership in AIMR is restricted to current members. However, a former member may indicate the fact that a CFA charter was awarded and the date of the award, as long as current membership is not implied and the statement is historical in nature. 



4) A
Standard II(B) prohibits members from committing any act that reflects adversely on their trustworthiness or professional competence. Convictions are not necessary if the act or acts reflect negatively on Brown’s professional competence. 



5) C
Standard III(B) requires members to obtain written consent from both their employer and the contracting party before undertaking independent practice in competition with their employer. Travelli needs to seek such consent from both entities because it does not appear that she can argue successfully that there is no competition between Worldwide and Seaside. They apparently are both research firms, industry specialization may not prevent competition, and Travelli should be devoting her time and energy to her employment, unless her employer consents to the contract work. 



6) C
Standard III(C) requires members to comply with any prohibitions on activities imposed by their employer if a conflict of interest exists. The firm policy is designed to minimize potential conflicts involving employees and vendors, and so a violation of the policy would also violate Standard III(C). 



7) C
Any benefit or compensation a member receives from a client that is in addition to employer-paid compensation or benefits must be disclosed in writing to the employer. There is no exception for payments that are not contingent upon performance. 



8) C
Standard III(E) requires that if a member cannot discharge compliance responsibilities because of a poor compliance system, the member should decline in writing to accept supervisory responsibility until the firm adopts an adequate system. 



9) B
Standard IV(A1) states that members must have a reasonable and adequate basis for taking investment action. Relying on a statistical rating service is reasonable. Adding an airline stock to a portfolio that was already severely overweighted in airline stocks without taking the entire portfolio into consideration or justifying the new position is a violation. 



10) A
Standard IV(A3) requires members to maintain independence and objectivity. A visit by an analyst to an out-of-the-way site may be paid for by a client company host as long as the trip is all business and the analyst can maintain objectivity. Members should encourage clients to limit the use of corporate aircraft, but exceptions can be made if transportation would not otherwise be available or would be inefficient. 



11) A
Standard IV(B1) requires members to comply with their fiduciary duty. Retirement plan managers owe their duty to the plan participants, not to the management of the company sponsoring the plan. The fiduciary duty includes the obligation to diversify the plan’s investments, regardless of the quality of the sponsoring company’s stock. Investing in the company’s stock is not prohibited. 



12) B
Standard IV(B2) requires prompt disclosure of any change that might significantly affect the manager’s investment processes. The disclosure need not be in writing and is not required to be made in advance. 



13) B
Standard IV(B4) provides that transactions for clients have priority over personal trades. Family accounts that are considered client accounts receive the same treatment as client accounts. 



14) A
Standard IV(B6) prohibits members from making statements, orally or in writing, that misrepresent the services that they or their firms are capable of providing. Even though Blank’s statement was not deliberately false, he did not know whether it was true or not, and this made the statement misleading. Once it was evident that the statement was false, Blank had a duty to contact the prospect and correct the misrepresentation, but did not do so. 



15) C
Standard V(A) prohibits members from taking investment action if they possess material nonpublic information that was misappropriated or relates to a tender offer or if trading would breach a duty. Pierce combined information that was not misappropriated with her knowledge of the company to reach a conclusion under the mosaic theory, which is permissible under the standards. She can proceed to buy the shares. 



16) B
Standard V(A) prohibits members from taking investment action if they possess material nonpublic information that related to a tender offer. When a tender offer is involved, the source of the information is irrelevant, and the information may not be used to take any investment action. 



17) D
Standard V(B) requires that when members communicate firm performance information to clients or prospects, members must make every reasonable effort to assure that the performance presentation is fair, accurate, and complete. Only actual portfolios may be included in composites. Combinations of different types of portfolios may not be combined into new portfolios. 



18) D
No “except for” language is permitted in the legend prescribed for firms who claim compliance with PPS. Members or firms may claim compliance with the standards only of the peformance presentations meet all of the requirements. There is no requirement about the specific location of the legend in the report. 



19) B
This statement is true for the normal distribution. The above distribution is positively skewed. Note: for those tempted to use Chebyshev’s inequality to determine the percentage of observations falling within one standard deviation of the mean, the formula is valid only for k > 1.

The other statements are true. When we order the six prices from least to greatest: $12, $12, $15, $16, $17, $30, we observe that the mode (most frequently occurring price) is $12, the median (middle observation) is $15.50 [(15 + 16)/2], and the mean is $17 (sum of all prices divided by number in the sample). Time-Saving Note: Just by ordering the distribution, we can see that it is positively skewed (there are large, positive outliers). By definition, mode < median < mean describes a positively skewed distribution. 


20) B
Step 1: Calculate the annual payment.
Using a financial calculator (remember to clear your registers) : PV = 15,000, FV = 0, I/Y = 11, N=7, PMT= $3,183
Step 2: Calculate the portion of the first payment that is interest.
            Interest1 = Principal * Interest rate = (15,000 * 0.11) = 1,650
Step 3: Calculate the portion of the second payment that is principal.
Principal1 = Payment – Interest1 = 3,183 – 1,650 = 1,533 (interest calculation is from Step 2)
            Interest2 = Principal remaining * Interest rate = [(15,000 – 1.533) * 0.11] = 1,481
            Principal2 = Payment – Interest1 = 3,183 – 1,481 = 1,702


21) A
Use Chebyshev’s Inequality to calculate this answer. Chebyshev’s Inequality states that for any set of observations, the proportion of observations that lie within k standard deviations of the mean is at least 1 – 1/k2. We can use Chebyshev’s Inequality to measure the minimum amount of dispersion whether the distribution is normal or skewed. Here, 1 – (1 / 2.42) = 1 - 0.17361 = 0.82639, or 82.6%. 



22) C
Because the rate is compounded continuously, we need to use the formula: PV = FVe-rt, or PV = FV / ert (remember that a negative exponent is the same thing taking the reciprocal.).  Here, PV = 100,000 * e-0.08*5 = 100,000 * 0.67032 = $67,032. Note: the term of 5 years represents the number of years until Tekei receives her inheritance.
Calculator Keystrokes for e-rt: Using the TI BA, enter [0.40] [+/-] [2nd] [e x] (this is the key with LN on the face of the button). On the HP, enter [0.40] [CHS] [g] [ex] (this key is located in blue on the key with 1/x in white print).


23) C
We are being asked to calculate the interest rate for an ordinary annuity. Set your calculator to END mode before you input the variables. Then, PMT = -1,000, N = 8, PV = 0, FV = 8,500, Compute I/Y = 1.72. This is the quarterly rate, so multiplying by 4 results in an annual rate of approximately 6.90%. 



24) D
The high temperature population variance is less than the sample variance. Calculating the high temperature population variance would take quite a bit of time – so look for a shortcut! For the population of high temperatures, we are given the mode and the CV. Here, there are two tricks: Remember that the CV = standard deviation / mean and that for a normal distribution, the mean=median=mode. We can manipulate the CV equation as standard deviation = mean * CV, or 13 * 0.165 = 2.145. Squaring this result gives a variance of 2.1452  = 4.60. Thus, the high temperature population variance is less than the sample variance.
The other statements are true. The strategy here is to work from the “easiest” to the most difficult calculations. (Note: all units are oC unless stated otherwise.) 
· The question tells us that the low temperatures are positively skewed with a mean of 6.9. For a positively skewed distribution, we know that the mean > median > mode. Thus, the mode is less than the mean, or 6.9. 

· The population with the lowest CV has the least dispersion. Thus, the population of high temperatures (CV of 0.165) is less dispersed than in the population of low temperatures (CV of 0.328). 

· Again, calculating the low temperature population standard deviation would take quite a bit of time – so look for a shortcut! For the population of high temperatures, we are given the mean and the CV. Here, there is only one trick (we are given the mean): manipulate the CV equation as standard deviation = mean * CV, or 6.9 * 0.328 = 2.26. Unfortunately, there is no real shortcut for the low temperature sample standard deviation, which is calculated as follows: 

· Sample mean is given at 7.2. 

· Variance = [(3 – 7.2)2 + (6 – 7.2)2 + (10 – 7.2)2 + (9 – 7.2)2 + (8 – 7.2)2] / (5 – 1) = 7.7 

· Standard Deviation = 7.71/2 = 2.78. 

Thus, the population standard deviation of 2.26 is less than the sample standard deviation of 2.78.



25) D
The geometric return is calculated as follows:
[(1 + 0.20) * (1 + 0.15) * (1 + 0.0) (1 - 0.05) (1 – 0.05)]1/5 – 1,
or [1.20 * 1.15 * 1.0 * 0.95 * 0.95]0.2 – 1 = 0.449, or 4.49%.


26) A
To calculate this probability, we will use Bayes’ theorem:
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First, we will calculate the probability that that a start-up is accepted by a venture capital firm, since this is the denominator of Bayes’ Theorem.

= [P(Accepted & Fail) * P(fail)] + [P(Accepted & Succeed) * P(succeed)]                                  = [(0.25 *0.8) + (0.75 * 0.2)] = 0.35
Note: This also shows that the choice, “Sisti’s chance of randomly selecting a start-up that a venture capital firm has accepted is 0.55” is false. 

Then, The P(Accepted & Fail) = (0.2 / 0.35) * 0.8 = 0.46

Explanation for other false choices: 

· Using the same denominator calculated above and Bayes’ Theorem to calculate a posterior probability: The P(Accepted & Succeed) = (0.75 / .35) * 0.2 = 0.43. Once Sisti knows that a start-up has been accepted by a venture capital firm, the probability that that start-up will succeed increases from 0.20 (given) to 0.43. Thus, the information increases his chance of investing in start-ups likely to succeed. 

· By definition, the probability that a start-up will fail plus the probability that the start-up will succeed is equal to 1. 



27) D
Even if the device that generates an event is not fair, the events can be mutually exclusive and exhaustive. Consider a standard die with the possible outcomes of 1,2,3,4,5 and 6. The P(2 or 4 or 6) = 0.50 and P(1 or 3 or 5) = 0.50, and thus the probabilities sum to 1 and are mutually exclusive and exhaustive. An unfair die would not change this.

The other statements are false. The probability of any event is between 0 and 1, inclusive. It is possible that the probability of an event could equal 0 or 1, or any point in between. The sum of the probabilities of events E1 though Ex equals 1 if the events are mutually exclusive and exhaustive. Mutually exclusive means that events do not share outcomes. 


28) C
First, we will calculate the expected return of each stock and of the portfolio. Then, we will calculate the covariance of the two stocks. Finally, we will calculate the portfolio variance.  Note: Although it is unlikely that AIMR would have such a calculation-detailed question on the exam (for example, you may be given the covariance), it is important to know how to do the calculations! Throughout this explanation, ER = expected return and VAR = variance.
ERLovebirds = (0.35 * 0.20) + (0.65 * .05) = 0.1025, or 10.25%
ERLories = (0.35 * 0.12) + (0.65 * .08) = 0.0940, or 9.40%
ERPortfolio = wLovebirds * ERLovebirds + wLories * ERLories = (0.30 * 0.1025) + (0.7 * 0.094) = 0.09655, or 9.65%
VARLovebirds = Sum of P(Returni) * (Return – Expected Returni)2 
= 0.35 * (0.20 – 0.1025)2 + 0.65 * (0.05 – 0.1025)2 = 0.00333 + 0.00179 = 0.00512
VARLories = Sum of P(Returni) * (Return – Expected Returni)2 
                   = 0.35 * (0.12 – 0.094)2 + 0.65 * (0.08 – 0.094)2 = 0.00024 + 0.00013 = 0.00037
Before we calculate the variance of the portfolio, we need to calculate the covariance of the two stocks.

COVARLovebirds, Lories = Sum of Pi * (RLovebirds – ERLovebirds) * ( RLories – ERLories)
= (0.35 * (0.20 – 0.1025) * (0.12 – 0.094)) + (0.65 * (0.05 – 0.1025) * (0.08 – 0.094)) 
                                                  = 0.00089 + 0.00048 = 0.00137
Then, VARPortfolio = [(wLovebirds2*VARLovebirds)+(wLories2*VARLories)+(2*wLovebirds* wLories*COVARLovebirds, Lories)]
                           =[(0.32 * 0.00512) + (0.72 * 0.00037) + (2 * 0.3 * 0.7 * 0.00137)]
= 0.00046 + 0.00018 + 0.00058 = 0.00122


29) C
The combination formula applies to only two groups of predetermined size, but look for the word “choose” or “combination.” The permutation formula applies to only two groups of predetermined size. Look for a specific reference to “order.” The other statements are true. 



30) A
To calculate this answer, we will use the properties of the standard normal distribution. 
The 50% confidence interval corresponds to µ ± 0.67*σ, or 150 ± (0.67 * 20) = 150 ± 13.4, or 136.6 to 163.4 inches.
Note: This question is an example of why it is important to memorize the general properties of the normal distribution (LOS 1.D.l). These approximations are listed below. 
· 34% of the area falls between 0 and +1 standard deviation from the mean. So, 68% of the observations fall within ± one standard deviation of the mean. 
· 45% of the area falls between 0 and +1.65 standard deviations from the mean. So, 90% of the observations fall within ± 1.65 standard deviations of the mean. 
· 47.5% of the area falls between 0 and 1.96 standard deviations from the mean. So, 95% of the observations fall within ± 1.96 standard deviations of the mean. 
And the following often-used approximations:
· Approximately 50% of all observations fall in the interval µ ± 0.67*σ 
· Approximately 68% of all observations fall in the interval µ ± σ 
· Approximately 95% of all observations fall in the interval µ ± 2*σ 
· Approximately 99% of all observations fall in the interval µ ± 3*σ 


31) B

The central limit theorem tells us that for a population with a mean µ and a finite variance σ2, the sampling distribution of the sample means of all possible samples of size n will be approximately normally distributed with a mean equal to µ and a variance equal to σ2/n, no matter the distribution of the population, assuming a large sample size. The standard error of the sample mean when the standard deviation of the population is known is:

σsample mean= σ/√n = 5/√50 = 0.707 


32) C
Evidence that the researcher used data mining is that he was defensive about the lack of economic theory consistent with his results and that he used the same database of data for all his tests. One way to avoid data mining is to test the trading rule on out-of-sample data.  Sample selection bias occurs when some data is systematically excluded from the analysis, usually because it is not available. Here, the researcher excluded stocks for which he could not determine the CEO’s birthday. Time-period bias can result if the time period is too short or too long. Here, it is likely that the period was too short since the researcher used a cut-off date of the month before the latest market correction. Note: this could be an additional example of data mining.

We are not given enough information to determine if the researcher is guilty of look-ahead bias (which occurs when the analyst uses historical data that was not publicly available at the time being studied). Survivorship bias is a type of sample selection bias. An example of survivorship bias is when a mutual fund performance study excludes funds that have dropped out of the sample because they on longer exist.



33) C
This definition is correct. The other choices are false. The probability that a parameter lies within a range of estimated values is given by 1 - σ. The standard deviation of the distribution of the sample means is the standard error of the sample mean. The term residual is used during the discussion of regression that occurs later in this study session. The standard error of the sample means when the standard deviation of the population is known equals σ / √n, where σ = population standard deviation.



34) D
Using the process of Hypothesis testing:

            Step 1:  State the Hypothesis
                        Ho: d = 0

                        Ha: d > 0

            Step 2:  Select Appropriate Test Statistic
Here, we have a null and alternative hypothesis about a paired comparison test. The appropriate test statistic is thus

[image: image19.jpg]



Where sd = (standard deviation of the sample) / √ n
Step 3:  Specify the Level of Significance
Here, the confidence level is 99%, or 0.99, which translates to a 0.01 significance level. 

Step 4:  State the Decision Rule
Since we are most interested in whether the average speed decreased, this is a one-tailed test. The critical value for this question will be the t-statistic that corresponds to an of 0.01, and 120 (n-1) degrees of freedom. Using the t-table, we determine that the appropriate critical value = 2.358. Thus, we will reject the null hypothesis if the calculated test statistic is greater than 2.358

Step 5:  Calculate sample (test) statistic
The test statistic = t = ([(67.5 – 63.8) – 0] / (1.5 / √ 121) = 27.133
Step 6:  Make a decision
Reject the null hypothesis of no difference in means (in other words, conclude that the average speed decreased) because the calculated statistic is greater than the critical value. Oldenbotum can report with 99% confidence that the average speed on the road has decreased after the heightened enforcement.

The other statements are false. The test statistic is given in Step 5. We reject or fail to reject Ho (the null hypothesis), not Ha (the alternative hypothesis). Ho is: d = 0, meaning that there is no difference in average speed after the increased monitoring. (Ho always includes the = sign.)



35) A
The standard error of the estimate (SEE) will be high if the relationship is weak and low if the relationship is strong. The SEE is the standard deviation of the predicted dependent variable values about the estimated regression line.

The other statements are true. The statement of the R2 relationship is just a restatement of R2 = SSR/SST, where SST = SSE + SSR. That regression relations change over time is also referred to as non-stationarity. 


36) A
The prediction interval is calculated as follows:

Step 1: Calculate the predicted variable value using the regression formula
Y = intercept + Beta * X = 200 + (2.5 * 450) = 1325

Step 2: Calculate the interval
Here, we need the critical t-value (two-tailed test, 39 (40-1) degrees of
freedom, alpha of 0.05 = 2.021) and the standard error of the forecast,
which is the square root of the variance of the forecast.
Interval = 1325 ± (328061/2 * 2.021) = 1325 ± 366 = approximately
(960 ≤ Y ≤ 1690)


37) A
The actual deposit multiplier will generally be less than the potential deposit multiplier for two reasons. First, the deposit expansion multiplier will be reduced if some people decide to hold the currency rather than deposit it in a bank. Second, the actual deposition multiplier will be less than its maximum potential when banks fail to use all the new excess reserves to extend loans. 



38) C
The adaptive expectations view does not explain stagflation. The early, downward-sloping Phillips Curve suggested a simple choice - you have to accept inflation or unemployment. You can't lower both.  The trade-off between inflation and unemployment, as in the short-run Phillip’s Curve (SRPC), is consistent with adaptive expectations. However, in the 1970s, stagflation (rising inflation and rising unemployment) occurred and cast doubt on this original Phillips curve. One of the most convincing explanations for stagflation came from Milton Friedman. He developed a variation on the original Phillips Curve (PC) called the expectations-augmented Phillips Curve. We now think of the early Phillips Curve as a short-run model. 

The other statements are true. Under the rational expectations view, an expected contractionary demand policy will not affect output or unemployment in the short run or the long run. In the short run, decision-makers anticipated the impact and have already adjusted. In the long run, inflation is independent of unemployment.  Unemployment in the long run is determined from the physical make-up of the economy. The long-run Phillips Curve (LRPC) is thus vertical, reflecting the absence of the inflation/unemployment trade-off. Keep in mind that the only difference between rational and adaptive expectations has to do with the short run. Under adaptive expectations (SRPC), there is a trade-off between unemployment and inflation. Under rational expectations, the unemployment rate is not affected. In the long run, the results are identical (prices change.) According to adaptive expectations, anticipated expansionary policy results in decreased unemployment and increased output (in the short run) because individuals underestimate inflation when prices are accelerating. When inflation is underestimated, the increase in actual inflation will prove to be unexpected. Real wages will be lower for a time while the price level is decreasing. Lower real wages encourage firms to hire more labor, resulting in higher employment and output.



39) B
GNP is the total market value of output produced by the nationals of a country, regardless of where they live. Gross domestic product (GDP) is the total market value of the goods and services produced domestically (within a country’s borders, regardless of citizenship) during the year. 



40) B
An unexpected increase in consumer spending (i.e. aggregate demand) will cause aggregate demand (AD) to shift to the right, putting upward pressure on wages and prices and a short-run decrease in unemployment. 



41) A
Temporary shocks such as reduced oil prices affect short-run aggregate demand and supply, but not long-run demand and supply. 



42) A
Markets have three primary self-correcting mechanisms:

· Consumption demand: households tend to save more in expansions and dip into savings during contractions, which tends to stabilize demand. 

· Real interest rates: real interest rates rise during periods of expansion due to increased demand for borrowed funds, and they tend to fall during periods of contraction, giving consumers and businesses incentives to borrow. 

· Resource prices: resource prices tend to rise in expansions and fall during contractions. 
Note that most monetary policy tools are enacted by the Federal Reserve and most fiscal policy tools are enacted by the Government; the tools are discretionary, not self-correcting.


43) A
In a period of unanticipated inflation, borrowers win and lenders lose. Lenders tend to hold long-term contracts in which they will receive a fixed dollar payment. Borrowers who are paying on a long-term fixed rate contracts will win at the lenders expense when there is unanticipated inflation because the borrowers will be able to repay the loan with cheaper dollars. 



44) C
The Fed’s monetary policy tools include the required reserve ratio, the discount rate and open market operations.

· Required reserve ratio: changes the required reserves at member banks which affects the deposit multiplier. 

· Open market operations: the Fed buys and sells Treasury securities in order to control the monetary base. 

· Discount rate: the Fed sets the interest rate it charges banks when they borrow from the Fed. 


45) D
Advocates of rational expectations feel that policy changes do not affect output and employment, only prices. They believe policy changes will be anticipated and individuals will adjust output and employment accordingly. 



46) B
An oligopolistic industry has a few sellers with large economies of scale, a great deal of interdependence among firms, and high barriers to entry. 



47) B
For normal goods (income elasticity between 0 and 1), an increase in salary will shift the budget constraint line outward and Rojas will consume more of both good A and good B.

The other statements are true. The substitution effect occurs when the price of one good relative to the price of another increases or decreases. If the price of one good changes relative to the price of another good, the slope of the budget line rotates and a new tangency point is created with respect to a particular indifference curve. The result is that Rojas will give up some of one good for the other. Remember: Under the substitution effect, goods will be consumed along the same indifference curve, whereas under the income effect, they will be consumed along a different indifference curve. 


48) C
The inverse relationship between the price of a good and the amount buyers will pay is called the law of demand. Note that the law of supply states that there is direct relationship between the price of a good and the amount producers are willing to supply. 



49) D
The practice of charging different consumers different prices for the same product or service is called price discrimination. 



50) D
The U.S. government’s action is an example of a quota. A quota works in the same way as a tariff; however, a quota is an import quantity limitation and a tariff is a tax imposed on imports. A quota can be more harmful than a tariff because the government does not receive any funds as it would under a tariff (the foreign producers receive the revenue transfer). U.S. consumers are hurt because the quota reduces the supply of imported goods and thus domestic consumers pay a higher domestic price. 



51) A
A single-step income statement groups total revenues together and total expenses together. A multi-step income statement provides subtotals. 



52) D
Accounts receivable balances are the same under both methods. The others will be larger because of the gross profit recognized in the first year under the percentage-of-completion method that is not recognized until the last year of the completed contract method. Note that the net construction in progress account under percentage of completion represents cumulative costs plus gross income. Under the completed contract method, only the cumulative project costs are included. 



53) A
Depreciation expense on the press was taken at $110,000 per year (($820,000 - $50,000) / 7)) beginning with a half-year ($110,000 * .5 = $55,000) in 1998 and two full years in 1999 and 2000 ($110,000 + $110,000). An additional half-year of depreciation expense ($55,000) should be taken in 2001 for the period from the beginning of 2001 to June 30, 2001. As of June 30, 2001 the net book value of the press machine was (($820,000 – $55,000 - $110,000 - $110,000 - $55,000 =) $490,000. Upon sale of the press a loss on sale of ($400,000 - $490,000 =) -$90,000 was incurred. Realized losses (and gains) from the sale of property, plant and equipment are posted to the income statement. The total impact of the press in 2001 was the sum of the depreciation and the realized loss taken (-$90,000 - $55,000 =) -$145,000. 


54) A
Income from discontinued segments that are a separate major line of business is reported “below the line” (i.e. after income from continuing operations and before net income). Because management has adopted a formal plan to dispose of the textile division, its results are posted to discontinued operations even though the division has not yet been sold. Gains or losses from a sale of a group of assets are considered to be not so unusual and infrequent as to exclude them from continuing operations. Only the $4 million after tax gain on the asset sale is included “above the line” in income from continuing operations. 



55) A
Under the direct method, cash provided by operating activities is cash collections less cash inputs less other cash outflows. Cash inputs are cost of goods sold plus increase (or less decrease) in inventory plus decrease (or less increase) in accounts payable. Cost of goods sold for Carver in 2001 was beginning inventory plus purchases less ending inventory ($23,000,000 + $39,000,000 - $21,000,000 = $41,000,000). The decrease in inventory was ($23,000,000 - $21,000,000 = $2,000,000). The increase in accounts payable was ($39,000,000 * 1 / 3 = $13,000,000). Cash inputs were ($41,000,000 - $2,000,000 - $13,000,000) = $26,000,000. Cash provided by operating activities for Carver, Inc. in 2001 was ($67,000,000 - $26,000,000 - $22,000,000 =) $19,000,000. 



56) C
An installment contract measured by cost when cost is reliably estimated and payment is assured should be accounted for under the percentage-of-completion method, which recognizes revenue as costs are incurred. For calendar year 2000, Land Removal, Inc. should have recognized ($80,000 / $400,000 =) 20 percent of revenues and costs. Revenues of ($600,000 * .20 =) $120,000 less expenses of ($400,000 * .20 =) $80,000 left a positive impact of $40,000 on income from continuing operations in 2000. 



57) B
Other cash outflows include income tax payments in 2001. Income tax payments consist of income tax expense plus the increase in taxes payable less the decrease in deferred income tax. (-$35,000 + $10,000 - $25,000 = -$50,000, or a cash outflow of $50,000). 



58) D
Using the indirect method:
	Add:  Net Income
	$10 

	Add:  Depreciation Expense
	22 

	Less:  Gain from Sale of Equip.
	(6)

	Less:  Increase in Accounts Receivable
	(4)

	Add:  Decrease in Inventory
	    2 

	Add:  Increase in Accounts Payable
	    5 

	  Cash flow from operations (CFO)
	29 




59) B
Galaxy’s sustainable growth rate (g = (1 – dividend payout ratio) * (net income / sales) * (sales / assets) * (assets / equity)) is ((1 – (20 / 60)) * (60 / 270) * (270 / 400) * (400 / 140) =) 28.6 percent. (Note that dividends paid are the difference between net income and retained earnings because Galaxy is in its first year of operations). 



60) C
On a common size income statement, all amounts are stated as a percentage of net sales. Dollars of interest expense per dollar of sales has declined from 0.15 to 0.07. The other interpretations listed are not necessarily true. 



61) C
Savannah Corp.’s basic EPS ((net income – preferred dividends) / weighted average number of common shares outstanding) was (($122,000 - $35,000) / $50,000 =) $1.74. 



62) B
Federated’s basic earnings per share (EPS) ((net income – preferred dividends) / weighted average shares outstanding) for 2001 was (($7,650,000 – ($1,000 * 10,000 * .06)) / 1,100,000 =) $6.41.

If the convertible preferred stock was converted to common stock at January 1, 2001, (10,000 * 20 =) 200,000 additional common shares would have been issued, dividends on the preferred stock would not have been paid, and Diluted EPS would have been ($7,650,000 / (1,100,000 + 200,000) = $5.88. Because $5.88 is less than basic EPS of $6.41, the preferred shares are dilutive.

Using the treasury stock method, if the options were exercised cash inflow would be (70,000 * 10 * $50 =) $35,000,000. The number of Federated shares that can be purchased with the inflow (cash inflow divided by the average share price) is ($35,000,000 / $62 =) 564,516.

The number of shares that would have been created is (700,000 – 564,516 =) 135,484. Diluted EPS was ($7,650,000 / (1,100,000 + 135,484) =) $6.19. Because this is less than the EPS of $6.41, the options are dilutive.

Combining the calculations, Diluted EPS was (($7,650,000) / (1,100,000 + 200,000 + 135,484) = $5.32. 



63) B
There is no substantive difference between the handling of preferred stock dividends and convertible bond interest in terms of computing EPS and diluted EPS. Convertible bond interest is subtracted out before net income is computed, and preferred stock dividends are subtracted out after net income and before basic or diluted EPS is calculated. The point is that they are both subtracted at some point in the computation, so there is no different treatment between them. The other answers are all relevant factors Ultimate should include in their decision. 



64) D
The reacquisition of treasury stock affects the denominator of both the EPS and Diluted EPS equations, but does not cause identical numbers to become different. The other factors will cause potential earning dilution and will therefore cause diluted EPS to be less than basic EPS. 



65) A
Neither EPS nor Diluted EPS includes antidilutive (inclusion would increase EPS) securities in the denominator of their equations. 



66) D
For the (1100 – 500 =) 600 units remaining in inventory, under the LIFO method, ending inventory consisted of the first items purchased of ((100 * $1,750) + (200 * $1,700) + (250 * 1,600) +(50 * $1,550) =) $992,500. Under the average cost method the average cost of each unit was (((100 * $1,750) + (200 * $1,700) + (250 * $1,600) + (100 * $1,550) + (150 * $1,500) + (300 * $1,400)) / 1,100 =) $1,559, and the total cost was ($1,559 * 600 =) $935,454. LIFO inventory was ($992,500 - $935,454 =) $57,046 higher than average cost. 



67) B
Net profit margin under LIFO (net income / net sales) was ($3,000,000 / $15,000,000 =) 20.0 percent. Under FIFO, net income does not change in 2001 because there was no change in the LIFO reserve balance, and no adjustment of net income is made. 



68) A
A decline in the LIFO reserve occurs when the increasing prices that created the reserve begin declining or when the inventory is liquidated (i.e. less units in inventory at the end of the year than at the beginning). LIFO reserves are not amortized. 



69) B
Capitalization is a reduction in cash flow from investing (CFI) while expensing uses CFO. Expensing instead of capitalizing would have shifted the entire outlay of $16 million for the franchise from a reduction in cash flow from investing (CFI) to a reduction in cash flow from operations (CFO). 2001 CFO would be ($23 - $16 =) $7 million. 


70) C
Straight line depreciation was originally at a rate of (($18,000,000 - $2,000,000) / 12 =) $1,333,333 per year. After 2001, the carrying value of the milling machine was ($18,000,000 – (3 * $1,333,333) =) $14,000,000. After the change, straight-line depreciation would be (($14,000,000 - $3,000,000) / (18 – 3) =) $733,333 per year. The difference is a ($1,333,333 - $733,333 =) $600,000 decrease in depreciation expense, which, ignoring taxes, results in an increase in net income of $600,000. 



71) A
Impairment write-downs reduce operating income by the amount of the impairment. The carrying value of the asset at the end of 2001 was ($40,000,000 – (8 * ($40,000,000 - $2,000,000) / 16)=) $21,000,000. The write-down (carrying value - present value of future cash flows) is ($21,000,000 – $2,000,000 =) $19,000,000. The write-down reduces the future depreciation amount, so operating income will increase in 2002, all else equal. 



72) C



73) C



74) D

Tax payable for year one will be $2,259 = [{$14,384 - ($25,352 * .35)} * .41].


75) D

The deferred tax liability for year 1 will be $780. Pretax Income = $9,314 ( $14,384 - $5,070). Taxable Income = $5,511 ($14,384 - $8,873). Deferred Tax liability = $1,559 [($9,314 - $5,511)(.41)]. 


76) A

The deferred tax liability at the end of year 3 will be $4,158 ($1,559 + $1,559 + $1,040). Pretax Income = $9,314 = ( $14,384 - $5,070). Taxable Income = $6,778 = [$14,384 - ($25,352 * .30)]. Deferred Tax liability for year 3 = $1,040 = [($9,314 - $6,778)(.41)]. Deferred Tax liability for year 1 = $1,559 = [($9,314 - $5,511)(.41)]. Deferred Tax liability for year 2 = $1,559 = [($9,314 - $5,511)(.41)]. 


77) C
Total taxes eventually due on 2001 activities were (($2,000,000 * 0.40) + ($4,000,000 * 0.20) =) $1,600,000. Permanent differences are adjusted in the effective tax rate, which is ($1,600,000 / $7,000,000 =) 22.86 percent. Of the $1,600,000 taxes due, (($2,000,000 * 0.50 * 0.40) + ($4,000,000 * 0.25 * 0.20) =) $600,000 were paid in 2001 and $1,000,000 ($1,600,000 - $600,000) is added to deferred tax liability. 



78) C
Updown’s return on equity leaving the convertible preferred stock in place was ($12 / ($34 + $10 + $50) =) 12.8 percent. If $20 million in 10 percent bonds were substituted for the preferred stock, the return on equity would increase, because net income adjusted for interest would be ($12 - ($20 * 0.10) =) 10.0, and equity would be reduced to ($14 + $10 + $50 =) $74. Return on equity would be ($10 / $74 =) 13.5 percent. 



79) D
The crane lease is a capital lease, despite the fact that the lease is for (6 years / 9 years =) 67 percent of the asset’s economic life, because of the title transfer at the end of the lease period. The minimum interest rate between the lease’s implicit interest rate of 5 percent and York Company’s incremental borrowing rate of 8 percent is used to capitalize the lease. The present value of the lease payments is (PV annuity N = 6, I/Y = 5, PMT = $1,500,000) $7,613,538. The $1,500,000 payment made December 31, 2001 is allocated ($7,613,538 * 0.05 =) $380,177 to interest and ($1,500,000 - $380,177 =) $1,119,823 to principal. Depreciation expense is computed over 9 years because when there is a title transfer, depreciation is taken over the asset’s economic life on a straight-line basis ($7,613,538 / 9 =) $845,949. Adjusting the income statement to remove operating lease expense and include depreciation expense results in operating income of ($7,700,000 + $1,500,000 - $845,949 =) $8,354,051. 



80) D
Reversing the transaction increases accounts receivable on the asset side and short-term debt on the liabilities side by $50 million. Because the ratio was more than one, adding equally to the numerator and denominator reduces the ratio to ((68 + 4 + 30) + 50) / (9 + 50) =) 2.6. 



81) B
An agency relationship is created when decision-making authority is delegated to an agent without the agent being 100% responsible for the consequences of her decisions. Here, unless the Chief Financial Officer owns 100% of the firm, she has an agency relationship with the company.

Stockholders and managers both benefit from risky projects that increase profitability and firm value. However, bondholders bear the risk of bankruptcy. Thus, encouraging managers to take on high-risk projects does not help to align their goals with that of creditors. A company that pays fixed salaries with no variable compensation schemes is not set up to reduce agency conflict. Without managerial compensation plans that motivate managers to act to increase stock price, stockholders and managers may have disparate goals. 


82) B
Step 1: Determine the after-tax cost of debt:
The after-tax cost of debt [kd (1 – t)] is used to compute the weighted average cost of capital.  It is the interest rate on new debt (kd) less the tax savings due to the deductibility of interest (kdt).
Here, we are given the inputs needed to calculate kd: n = 15*2 = 30, PMT = (1000*0.07)/2 = 35, FV = 1000, PV = -1047.46, compute I = 3.25, multiply by 2 = 6.50%.  
Thus, kd (1 – t) = 6.50% * (1 – 0.35) = 4.22%
Step 2: Determine the cost of preferred stock:
Preferred stock is a perpetuity that pays a fixed dividend (Dps) forever.  The cost of preferred stock (kps) = Dps / Pnet
	where
	Dps  = preferred dividends.

	 
	Pnet  = net issuing price after deducting flotation costs.


      Here, Dps = 0.08 * $35.00 = $2.80, so kps = Dps / Pnet = $2.80 / $33.60 = 0.0833, or 8.33%.
Step 3: Determine the cost of retained earnings: Given as 10.5%.

Step 4: Determine the cost of common equity:
The cost of new common equity is given by:
            ke = [D1 / (P0 (1 – F))] + g
	where
	F = the percentage flotation cost incurred in selling new stock, or

	 
	(current stock price – funds going to company) / current stock price                     

	 
	D1 = Dividend in next year

	 
	P0 = Current stock price

	 
	g = Dividend growth rate


Here, D1 = D0 * (1 + g) = $3.00 * ( 1 + 0.06) = $3.18.  F is given.
ke = [ 3.18 / (40 * (1 – 0.03))] + 0.06 = 0.1420 or 14.20%.
Step 5: Calculate WACC:
WACC = (wd)(kd) + (wps)(kps) + (ws)(ks)+ (we)(ke)
where wd, wps, ws and we are the weights used for debt, preferred stock, retained earnings, and common equity.
Here, WACC =  (0.30 * 4.22%) + (0.20 * 8.33%) + (0.15 * 10.5%) + (0.35 * 14.2%) = 9.49%.
Note: Your calculation may differ slightly, depending on whether you carry all calculations in your calculator, or round to two decimals and then calculate.


83) D
The firm can shift the break point of the MCC schedule by changing its payout ratio through the dividend policy. Remember that the dividend payout ratio is in the numerator of the calculation that dictates the breakpoint between lower cost internally generated equity (retained earnings) and higher cost externally generated equity (common stock). 

The other choices are false. New common equity is not by definition dilutive. However, if the firm does not earn the cost of new common equity on the portion of the investment that is financed with the new issue, the firm’s earnings per share will fall. The MCC is the cost of the last dollar raised by the company and assumes constant risk across projects. The component cost of retained earnings equals the required rate of return on existing stock.



84) D
Because replacement decisions involve either keeping the old asset or replacing the old asset, the projects are mutually exclusive.

The decision rule for NPV is to pick the project with the highest positive NPV. Only projects with positive NPV add to the company’s value. If a neither project has a positive NPV, neither project should be chosen.  The statement about net working capital (NWC) is stated in the reverse of how we usually think of it:  in NWC = Current Assets – Current Liabilities. Here, the change in current liabilities exceeds the change in current assets and the result is negative, meaning the project frees up cash, creating a cash inflow.  Because the WACC is adjusted for inflation, the analyst must adjust project cash flows upward to reflect inflation. If the cash flows are not adjusted for inflation, the NPV will be biased downward. (Reverse the preceding logic for deflation.)


85) C
Here, we have two projects with unequal lives, so we have to adjust the cash flow. We can either adjust the cash flows of the shorter-term project to match the life of the longer-term project (adjusted NPV), or we can use the equivalent annual annuity (EAA) approach. The answer given is most correct because the project with the highest EAA will have the highest adjusted NPV, and the color laser printer has the highest EAA (and adjusted NPV). (See table below.)

The statement, “Kgraphix should purchase the webpress because its NPV of $9,939 is greater than the color laser printer’s NPV of $7,223,” calculates NPV only using the given lives (or unadjusted NPV). Unadjusted NPV is not the best criterion to use for deciding between mutually exclusive projects with unequal lives. Although the color laser printer has an IRR higher than that of the webpress, IRR is also not the best criterion to use for mutually exclusive projects with unequal lives

Quantitatively: (all amounts are in $ unless indicated otherwise):

	Year
	Color Laser – unadj.
	Color Laser – adj.1
	Webpress

	0
	-40,000
	-40,000
	-90,000

	1
	20,000
	20,000
	25,000

	2
	20,000
	20,000
	25,000

	3
	20,000
	-20000
	25,000

	4
	(CF end in year 3)
	20,000
	25,000

	5
	 
	20,000
	25,000

	6
	 
	20,000
	25,000

	 
	 
	 
	 

	NPV
	7,223
	12,229
	9,939

	IRR
	23%
	23%
	17%

	EAA
	3,059
	-
	2,486


Notes:

1Repeats color laser project beginning in year 3; year 3 cash flow equals the net initial investment cost of $40,000 and $20,000 inflow from the last year of the “first” printer.

Following are examples of how to use financial calculator to solve this problem. (Note, the example is for the unadjusted NPV, IRR, and EAA of the color laser printer. Use a similar methodology to determine the NPV, IRR, and EVA for the other cash flows streams.

	Calculating NPVA with the HP12C®

	 
	Key Strokes
	Explanation
	Display
	 

	 
	[f][FIN][f][REG]
	Clear Memory Registers
	               0.00000
	 

	 
	[f][5]
	Display 5 decimals – you only need to do this once.
	               0.00000
	 

	 
	40,000[CHS][g][CF0]
	Initial Cash Outlay
	      -40,000.00000
	 

	 
	20,000[g][CFj]
	Period 1 Cash flow
	       20,000.00000
	 

	 
	3[g][Nj]
	Cash Flow Occurs for N periods 
	               3.00000
	 

	 
	13[i]
	WACC
	             13.00000
	 

	 
	[f][NPV]
	Calculate NPV
	        7,223.05196 
	 

	
	 
	 
	 
	


	Calculating IRRA with the HP12C®

	Key Strokes
	Explanation
	Display

	[f][FIN][f][REG]
	Clear Memory Registers
	        0.00000

	-40,000[CHS][g][CF0]
	Initial Cash Outlay
	-40,000.00000

	20,000[g][CFj]
	Period 1 Cash flow
	 20,000.00000

	3[g][Nj]
	Cash Flow occurs for 3 periods
	        3.00000

	[f][IRR]
	Calculate IRR
	       23.37519


	Calculating EAAA with the HP12C®

	Key Strokes
	Explanation
	Display

	[f][FIN][f][REG]
	Clear Memory Registers
	0.00000

	-7,223[PV]
	Unadjusted NPV of Project1
	-7,223.00000

	3[n]
	Number of Periods
	        3.00000

	13[i]
	Discount Rate
	      13.00000

	[PMT]
	Calculate Payment (EAA)
	3,059.09919


Note: 1Negative sign is for calculator functionality, not to signify a negative amount.


86) B
Investors view a stock repurchase as a positive signal and a stock issue as a negative signal. A repurchase may mean that management believes the stock is undervalued. To understand why a stock issue is viewed negatively, consider the following circumstances: A biotech company has a new blockbuster drug that will increase its profitability, but to produce and market the drug, the company needs to raise capital. If the company sells new stock, then as sales (and thus profits) occur, the price of the stock will rise. The current shareholders will do well but not as well as they would have had the company not sold more stock before the share price increased. Thus, it is assumed that management will prefer to finance growth with non-stock sources.

The other statements are false. A person who believes in the clientele effect and a proponent of the “bird-in-hand” theory would not have similar views on dividend policy. The clientele effect suggests that different groups of investors want different dividend levels (often based on tax status), and through the law of supply and demand, investors will select companies that meet their needs. Thus, dividend payout policy does not matter. According to the “bird-in-hand” theory, investors prefer dividends to capital appreciation because they view the former (D1 / P0) as less risky than the latter (g, or growth rate). Stand-alone risk is the company’s individual, or unique, risk. An undiversified shareholder is concerned with stand-alone risk. A diversified shareholder is most concerned about undiversifiable, or systematic, risk. Both Monte Carlo simulation and scenario analysis are used to estimate stand-alone risk. 



87) C
After calculating the missing data points in the table, we can determine that the capital structure of 40% debt and 60% equity minimizes the WACC and maximizes the stock price (see calculations below), and is thus considered optimal. 

To calculate WACC for the missing data points, we will use the formula:
WACC = (wd)(kd) + (we)(ke), where wd, we are the weights used for debt and common equity.

         WACC for the 25% Debt, 75% Equity Structure:

WACC =  [0.25 * (7.50*(1-0.4))] + (0.75 * 13.0%) = 10.88%.
         WACC for the 40% Debt, 60% Equity Structure:

WACC =  [0.40 * (8.50*(1-0.4))] + (0.60 * 14.5%) = 10.74%. (Represents the Min. WACC).
To calculate the Stock Price for the missing data points, we will use the formula: P0 = D1 / ke
Here, we need to calculate D1 using the EPS and payout information; g is given as 0.0%.

         Stock Price for the 25% Debt, 75% Equity Structure: 

D1 = EPS * (1 – Payout) = $1.85 * 0.40 = 0.74; P0 = 0.74 / 0.13 = $5.69.
         Stock Price for the 40% Debt, 60% Equity Structure:

D1 = EPS * (1 – Payout) = $2.16 * 0.40 = 0.864; P0 = 0.864 / 0.145 = $5.96. (Maximum stock price)
 


88) C

Calculations are as follows:
Since Alba is short (sold the stock), the formula for the margin call price is:
Margin Call = (original price) * (1 + initial margin) / (1 + maintenance margin) 
   = $42 * (1 + 0.45) / (1 + 0.30) = $46.85
Since Lubis is long (purchased the stock), the formula for the margin call price is:
Margin Call = (original price) * (1 – initial margin) / (1 – maintenance margin) 
    = $42 * (1 – 0.45) / (1 – 0.30) = $33.00
 


89) D
Seasoned issues are new issues by a firm whose shares are already traded on the exchange and are traded in the primary market. The other statements are likely true. Note that stop buy orders are often placed to protect a short sale from a rising market 



90) C
A short seller loses if stock prices rise. The other choices are true. 



91) B
Although the latter part of this statement is correct, the first part is incorrect. The Valueline Composite Average is an unweighted price indicator series, and is constructed by maintaining an equal dollar investment in each stock in the index. The return of an unweighted index is usually calculated using a geometric average. Assuming the existence of volatility, the geometric average will always be lower than the arithmetic average.

The other statements are true. The Dow Jones Industrial Index is a price-weighted index and thus has a built-in downward bias because of the impact of stock splits. After a stock split, the denominator is adjusted downward to keep the index at the same level as before the split. Since high-growth companies tend to announce stock splits more frequently than low-growth companies, the larger, more successful firms lose influence on the index. The S&P 500 index is a market-value weighted index. One problem with market-value weighted indexes is that firms with greater market capitalization have more impact than other firms. If these firms also have higher returns, the firms can dominate the index. 



92) D
This a “trick” question. Although portfolio managers can help clients diversify globally, they do so to reduce unsystematic risk. Systematic, or market risk, is undiversifiable.

The other statements are true. There are three ways for a portfolio manager to minimize transaction costs: reduce taxes, reduce trading volume (turnover) and minimize liquidity costs by trading relatively liquid stocks. 



93) A
Results of trading rule tests, such as filter rules, support the weak form of the EMH.

The other choices are true. Tests show that professional money managers perform no better than a random buy and hold strategy. This supports the strong form EMH contention that stock prices reflect all information- public and private. (Aside from corporate insiders and specialists, no group has monopolistic access to information that would result in superior returns.) 



94) A

Memo: The P/E ratio = Dividend Payout Ratio / (ke – g), 

· Dividend payout = 1 - retention = 1 – 0.60 = 0.40 

· g = retention rate * ROE = 0.60 * 0.13 = 0.078 

· P/E ratio = 0.40 / (0.11 – 0.078) = 12.5 

Impact of variables:

· Increase in dividend payout/reduction in earnings retention. In this case, an increase in the dividend payout will likely decrease the P/E ratio. Since the dividend payout + retention rate = 1, any increase in the dividend payout decreases the retention rate. A decrease in earnings retention will likely lower the P/E ratio. The logic is as follows: Because earnings retention impacts both the numerator (dividend payout) and denominator (g) of the P/E ratio, the impact of a change in earnings retention depends upon the relationship of ke and ROE. If the company is earning a higher rate on new projects than the rate required by the market (ROE > ke), investors will likely prefer that the company retain more earnings. Since an increase in the dividend payout would decrease earnings retention, the P/E ratio would fall, as investors will value the company lower if it retains a lower percentage of earnings. (To check this quantitatively, substituted a lower retention rate and carry the calculations through. You will find that the P/E ratio declines below 12.5. 

· Decrease in the expected inflation rate. The expected inflation rate is a component of ke  (through the nominal risk free rate).  ke can be represented by the following:  nominal risk free rate + stock risk premium, where nominal risk free rate = [(1 + real risk free rate) * (1 + expected inflation rate)] – 1. 

· If the rate of inflation decreases, the nominal risk free rate will decrease. 

· ke will decrease. 

· The spread between ke and g, or the P/E denominator, will decrease. 

· P/E ratio will increase. 

· Increase in the risk-free rate. This is the reverse of the logic for an increase in the expected inflation rate. 

· If the risk-free rate increases, the nominal risk free rate will increase. 

· ke will increase. 

· The spread between ke and g, or the P/E denominator, will increase. 

· P/E ratio will decrease. 

 



95) D

The formula for the industry EPS is:
EPSindustry = [(Per share Sales Estimate) * (EBITDA%) – D – I] * (1 - t)
                            = [($250 * 0.60) - $50 - $20] * (1 – 0.5) = $40.00


96) A
While vertical integration may be a strategy, Porter identified two strategies that are available to firms in a competitive environment: a low-cost strategy and a differentiation strategy. The other statements are correct. 



97) B
Management’s performance over time is most important.

The other statements are false. The bottom-up stock picking approach consists of one step – pick the stocks you believe are underpriced, regardless of the state of the economy or the industry. The choices given here for picking stocks are the steps of the top-down approach in reverse order. Sales are considered the variable least likely to be manipulated. Although the basic methodologies for international stock valuation and domestic stock valuation (dividend discount model [DDM], EPS, P/E) are the same, the analyst must be aware of and consider differences in accounting practices and factor in the impact of exchange rate movements. It is also important to consider the absolute performance of foreign firms and their relative performance against local firms. 



98) C
When the CBOE put call ratio is equal to or greater than 0.50, this suggests that investors are bearish and thus contrary-opinion technicians are bullish.

The other statements are incorrect. The mutual fund ratio is not an indicator for smart money technicians. When the mutual fund ratio is equal to or greater than 0.13, it means that investors are bearish and contrary-opinion technicians are bullish. The statement beginning, “When the yield spread on high quality versus lower-quality bonds narrows,” is partially true. A narrowing yield spread is a bullish sign to smart-money technicians, but because it means that the confidence index has increased.

Summary of the indicators for contrary-opinion and smart money technicians:

        Contrary-opinion technicians (trade the opposite of the mass of general investors): 

· Mutual Fund Ratio (mutual fund cash/total mutual funds) 

· Investor credit balances in brokerage accounts 

· Investment Advisory Opinions (bearish opinions/total opinions) 

· OTC (speculative) versus  New York Stock Exchange (less speculative) volume 

· CBOE Put/Call ratio 

· Futures traders bullish on stock index futures 

        Smart-money technicians (follow the professional investors):
· Confidence index (yield on high-quality bond/yield on average-quality bonds). Note: AIMR has been know to use wording about yield spreads (which move in the opposite direction of the confidence index) to test your understanding of this indicator. 

· T-bill – Eurodollar yield spreads 

· Short Sales by Specialists (short sales by specialists / total NYSE short sales) 

· Debit (margin) balances in brokerage accounts 

 



99) C
Increased investor credit balances in brokerage accounts (indicating a bearish trend) are a bullish sign to contrary-opinion technicians. The other statements are true and are indicators used by smart-money technicians. When the yield-differential between high quality and lower-quality bonds narrows (or decreases), it indicates that the confidence index has increased and smart-money technicians are bullish. 



100) A
The weak form of the efficient market hypothesis (EMH) refutes technical trading. The tests for the weak form of the EMH indicate that after incorporating trading costs, simple trading rules cannot generate positive, consistent, abnormal returns. The other statements are true. 



101) A
To calculate the time-weighted return:

Step 1: Separate the time periods into holding periods and calculate the return over that period:
Holding period 1: P0 = $50.00

                          D1 = $5.00

                          P1 = $75.00 (from information on second stock purchase)

HPR1  = (75 – 50 + 5) / 50 = 0.60, or 60%

Holding period 2: P1 = $75.00

                          D2 = $7.50

                          P2 = $100.00

HPR2  = (100 – 75 + 7.50) / 75 = 0.433, or 43.3%.

Step 2: Use the geometric mean to calculate the return over both periods
Return = [(1 + HPR1) * (1 + HPR2)]1/2 – 1 = [(1.60) * (1.433)]1/2 – 1 = .5142, or 51.4%.


102) D

The formula for effective duration calculates the approximate change in price for a 100 basis point change. Here, we are asked to provide the approximate percentage change in the bond's price for a 10bp change. Ten basis points is 1/10th, or 0.10 of 100bp. Thus, the calculation is 0.10 * 7.50 = 0.750%.  



103) A

When a bond trades between two consecutive coupon dates, the seller is entitled to receive interest earned from the previous coupon date until the date of the sale. The price paid includes accrued interest and is referred to as the “dirty price.”
The other statements are false. The price Malooly paid covers the amount of the next coupon payment not earned by the buyer. When a security trades ex-coupon, the buyer pays the clean price, which is the quoted price without accrued interest. Accrued interest is not discounted when calculating the dirty price of a bond. 


104) D

Using the equation: Pricezerocoupon = Face Value * [ 1 / ( 1 + i/n)n*2 ]  

Here, Pricezerocoupon = 1000 * [ 1 /  (1+ 0.070/2)12*2] = 1000 * 0.43796 = 437.95, or approximately 438. So, interest = Face Value – Price = 1000 – 438 = 562.

Using the calculator: N = (12*2) = 24, I/Y = 7.00 / 2 = 3.50, FV = 1000, PMT = 0.  PV = -437.95, or approximately $438. 



105) A
Time Saving Note: You can answer this question without doing any calculations! Because the coupon reinvestment rate was greater than the original YTM, we would expect the YTM to increase. This narrows down the choices to 8.65% and 10.00%. The rate of 10.00% is an unlikely choice because the coupon payments do not comprise 100% of the return of the bond. Thus, the realized rate will be greater than 8.50%, but less than 10.00%. The only choice that meets this criterion is 8.65%.

For those of you who want to work through the calculations: We first need to calculate the FVcoupon annuity, then calculate the Total Future Value of the Bond, and finally calculate the realized return.

        Step 1:  Calculate the FVcoupon annuity
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                     Here, FVcoupon annuity = [ (1 + (0.10 / 2)4*2 )-1] / [0.10 / 2] * [(1000 * 0.057) / 2]

= [ ( 1.05)8 – 1] / 0.05 * 28.5 = 9.549 * 28.5 = $272.15

                      Alternatively, N = 8, I/Y = 5, PMT = 28.5, PV = 0, Compute FV = -272.15

         Step 2:  Calculate the Bond’s Total Future Value (TFV)
                      TFV = Face Value + FVcoupon annuity = $1,000 + $272.15 = $1,272.15. 

         Step 3:  Calculate the Realized Annual Return 
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          Here, Realized ReturnAnnualized Basis = [ (1,272.15 / 906.70)1/8 –1] * 2 = 0.08648, or           8.65%.



106) D

The “spread over the spot rates for a Treasury security similar to Mudd’s bond” refers to the Z-spread on the bond. For a callable bond, the OAS < Z-spread, so this could be a true statement because 135bp < 145 bp.

The other statements are false. The option cost is calculated using the OAS and the Z-spread, not the nominal spread. The cost of the call option should be positive. (The issuer has to compensate for increased uncertainty from the call option.) The static spread (or Z-spread) is the spread over each of the spot rates in a given Treasury term structure, not the spread over the Treasury’s YTM.

Following is a more detailed discussion: 
The option-adjusted spread (OAS) is used when a bond has embedded options.  The OAS can be thought of as the difference between the static or Z-spread and the option cost.  For the exam, remember the following relationship between the static spread (Z-spread), the OAS, and the embedded option cost:

Z Spread  - OAS = Option Cost in % terms

Remember the following option value relationships: 
· For embedded short calls (e.g. callable bonds): option value > 0 (you receive compensation for writing the option to the issuer), and the OAS < Z-spread.  In other words, you require more yield on the callable bond than for an option-free bond. 

· For embedded long puts (e.g. putable bonds): option value < 0 (i.e., you must pay for the option), and the OAS > Z-spread.  In other words, you require a lower yield on the putable bond than for an option-free bond. 



107) B

Since the bond has an embedded option, we will use the formula for effective duration. (This formula is the same as the formula for modified duration, except that the “upper price bound” is replaced by the call price.) Thus, we only need to calculate the price if the yield increases 75 basis points, or 0.75%.   

Price if yield increases 0.75%: FV = 100, I/Y =7.25 = 6.50 + 0.75, N = 12, PMT = 6.5, Compute PV = 94.12

The formula for effective 
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	Where: 
	V-
	= Call price/price ceiling

	 
	V+
	= estimated price if yield increases by a given amount, y

	 
	V0
	= initial observed bond price

	 
	y
	= change in required yield, in decimal form


Here, effective duration = (101.75 – 94.12) / (2 * 100 * 0.0075) = 7.63 / 1.5 = 5.09 years.


108) C
The call buyer has unlimited upside potential. If the stock price exceeds $39, the buyer will exercise the option and will realize all gains (once the cost of the premium is recovered).

The other statements are true. Minogue is the call writer (a covered call consists of the stock and a short call). Her gain is limited to $11 (the call premium of $5 plus the gain on the stock as long as the market price is less than the strike price, or $39 - $33). The distance between points C and D represents the call premium, or $5. Line Y represents the covered call profit line and Line X represents the stock profit line. 



109) C
If economic growth decreases, the SML will experience a downward parallel shift. Investors who supply capital demand a lower rate. 



110) A
The real Risk-Free Rate = [(1 + nominal Risk-free Rate) divided by (1 + inflation rate)] – 1. The other equations are correct. 



111) A
Even though these two investment decisions (timing and individual security selection) add value to the portfolio, the real foundation of returns comes from the original asset allocation policy decisions. Empirical studies have shown that 85 percent to 95 percent of a portfolio’s total return comes from the asset allocation policy decision (determining allowable asset classes and weighting these classes).

The other statements are correct. 



112) A
Banks have high liquidity needs and short time horizons due to the need to maintain a positive spread and the need to pay out deposits and fund loans.

Pension funds are regulated at the Federal level under ERISA and endowments are regulated at the state level. Life Insurance companies have longer time horizons than Property/Casualty Insurance Companies. (Lower liquidity needs usually translate to longer time horizons.) The liquidity and time horizon parameters for defined benefit pension plans are determined by employee age and turnover rate. These are plans where the employer promises the employee a specific income stream upon retirement. 



113) A
This statement is true. Markowitz was the first person to recognize that there are no perfectly positively correlated assets or perfectly negatively correlated assets. Thus, the efficient frontier has the shape noted above.

The other choices are incorrect. The optimal portfolio for each investor is on the highest indifference curve that is tangent to the efficient frontier. Thus, portfolios A and B are both optimal portfolios, but for different investors. In addition, any portfolio on the efficient frontier is superior to one that is not. Thus, Investor X would not be better off with Portfolio C (this portfolio is on a lower indifference curve and has more risk.) Investor X has a steep indifference curve, indicating that he is risk-averse. Flatter curves, such as those for investor Y, indicate a less risk-averse investor. 



114) D
First, calculate the correlation coefficient to check whether diversification will provide any benefit.

rBridgeport, Rockaway = covBridgeport, Rockaway / [ (Bridgeport) * (Rockaway) ] = 0.0325 / (0.13 * 0.25) = 1.00

Since the stocks are perfectly positively correlated, there are no diversification benefits and we select the stock with the lowest risk (as measured by variance or standard deviation), which is Bridgeport. 



115) A
The first part of this statement is true - the market portfolio does lie on the CML. However, the market portfolio is completely diversified and thus has no unsystematic risk. The risk that remains is market portfolio risk, or nondiversifiable, or systematic risk.

The other choices are true. The CML will “kink” if the borrowing rate and lending rate are not equal. The CML does measure standard deviation (or total risk) against returns, and this is considered a weakness since systematic, or undiversifiable, risk is what investors are compensated for undertaking. The security market line (SML) better represents this because it measures systematic, or beta, risk against expected returns. 



116) C
Note: RR = required return, ER = expected return. Remember that the SML graph plots systematic, or beta, risk versus expected return. Thus, the numbers on the x-axis represent beta. Using the Capital Asset Pricing Model (CAPM) equation, RR = Rf + (ERM – Rf) * Beta = 5.0% + (7.5%) * 0.7 = 10.25%.

Portfolio Y lies below the SML and is thus overvalued and the expected return must be less than the required return. Using the CAPM, RR = Rf + (ERM – Rf) * Beta = 5.0% + (7.5%) * 1.0 = 12.50%. (On the exam, you can quickly determine the RR for a portfolio/asset with a beta of 1.0 by adding the risk-free rate and the market premium.) Since the ER must be less than the RR, the ER must be less than 12.50% and cannot be 15.00%. Since Portfolio Z is on the SML, it is fairly valued and RR = ER. Since Portfolio X lies above the SML, it is undervalued. 



117) C
Combining the CML (risk-free rate and efficient frontier) with an investor’s indifference curve map separates out the decision to invest from what to invest in and is called the separation theorem. The investment selection process is thus simplified from stock picking to efficient portfolio construction through diversification.

The other statements are false. As an investor diversifies away the unsystematic portion of risk, the correlation between his portfolio return and that of the market approaches positive one. (Remember that the market portfolio has no unsystematic risk). The SML measures systematic risk, or beta risk. The expected return on a 0 beta security is the risk free rate (the market premium term has a value of 0). 



118) D
Arbitrage Pricing Theory is a multifactored model with few limiting assumptions. More than one risk factor is able to influence security prices.

The other statements are true. Arbitrage Pricing Theory can equal the Capital Asset Pricing Model (CAPM) if there is only one risk factor – market risk. Zero-investment arbitrage is an assumption of the APT. More specifically, zero-investment arbitrage means that if an investor buys an overpriced security, the investor has access to the short-sale money needed to buy an underpriced security. 



119) D

Waite forgot to take into account the impact of the percentage change in the dollar value of the foreign currency. 

Using the information provided by King, we can calculate the percentage change in the value of the foreign currency and then calculate Waite's total dollar return. Using the formula for total dollar return of:

R$ = { [ 1 + ($coupon + VEND - VBEG) /  VBEG ] * (1 + g) } - 1,

-0.10737 =  { [ 1 + (8.0 + 98.0 – 95.0) / 95.0 ] * (1 + FChange) } - 1

-0.10737  =  { [1.115789] * (1 + FChange) } - 1

-0.2000 = FChange, or 20.0% depreciation.

Now, we can calculate Waite’s total dollar return.

R$ Waite =  { [ 1 + (8.5 + 98.0 - 96.5) / 96.5 ] * (1 - 0.20) } - 1

R$ Waite = -11.712%


120) B
When markets are volatile, global diversification is of limited value. Studies show that correlations between markets increase as market volatility increases, which limits the benefits of diversification. In particular, studies show that correlations increase when markets are falling.

The other statements are true. Although foreign exchange risk is not considered a factor that impacts correlations, it is a significant barrier to international investing. 
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