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QUESTION 1

The major duties of an investment management company are: I. handling of redemptions and dividends 

II. investment research and portfolio management 

III. recommending stocks and bonds to investors 

IV.

 arranging bank loans for fund investors 

A. 

II only 

B. 

I, II, III and IV 

C. 

I and II 

D. 

I, II and III 

Correct Answer: C 

The major duties of an investment management company are investment research and portfolio management, handling
of redemptions and dividends and issuing securities. 

 

QUESTION 2

When Modigliani and Miller relaxed their assumption of zero taxes, they concluded which of the following? 

A. Firm\\'s will wish to issue preferred stock. 

B. A firm\\'s value is maximized only when it uses no debt. 

C. Business risk will become the main determinant of a firm\\'s value. 

D. Dividend policy will dominate the investment decision. 

E. A firm\\'s capital structure is irrelevant. 

F. A firm\\'s value is maximized only when it uses 100% debt. 

Correct Answer: F 

When MandM relaxed their "no-taxes" assumption, they concluded that a firm\\'s value was maximized only when its
capital structure is composed of 100% debt. This is due to the tax-deductibility of debt. Due to these tax-shelter benefits,
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companies who are financed by 100% debt pass the maximum amount of their operating income to investors, and this
should increase the attractiveness of the firm as an investment. MandM would be criticized on this finding, particularly
because the risk of bankruptcy was completely ignored. This criticism would give birth to the "Trade-off Theory of
Leverage," which states that companies will balance the tax-shelter benefits of debt with the increased interest rates
and risk of bankruptcy that are associated with increased debt levels.. 

 

QUESTION 3

WSX Capital management is considering changing the allocation of its clients\\' portfolios to include commodities. The
portfolios are currently invested in stocks, bonds, real estate, and hedge funds. Which of the following is the most
important investment attribute to evaluate when adding commodities as an asset class? 

A. The return volatility of commodities. 

B. The relationship between commodity returns and other asset class returns. 

C. The beta of the portfolio after adding commodities. 

Correct Answer: B 

 

QUESTION 4

Under an inflationary environment with stable inventories, a firm may change to FIFO from LIFO due to which of the
following reason(s)? 

I. To allow earnings manipulation. 

II. To improve the reported working capital. 

III. To reduce tax drain on cash. 

IV.

 Show a more accurate representation of reported assets than LIFO. 

A. 

II and IV 

B. 

III only 

C. 

I and IV 

D. 

I and III 

Correct Answer: A 
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Under FIFO, inventory is overstated and hence, working capital is overstated under normal, inflationary conditions. At
the same time, COGS is lower than under LIFO due to rising prices, increasing the taxable income and leading to higher
taxes. However, firms cannot manipulate earnings under FIFO by changing purchasing patterns at the end of an
accounting period, as it is able to do under LIFO, because FIFO prices are determined by the earliest goods purchased
in the inventory. 

 

QUESTION 5

A firm\\'s accountant has mistakenly overstated depreciation by 50 and understated accounts receivables by 

35. The firm\\'s tax rate is 40%. Then, which of the following is/are true? 

I. Income is understated by 30. 

II. Income is understated by 50. 

III. Operating cash flow is overstated by 55. 

IV.

 Operating cash flow is overstated by 85. 

A. 

I, II and III 

B. 

II, III and IV 

C. 

I and III 

D. 

II and IV 

Correct Answer: C 

If depreciation is overstated by 50, the income is actually understated by 50*(1-tax rate) = 30. The understatement of
accounts receivables does not affect the income statement; it understates the reported current assets. It also affects the
operating cash flow. Note that operating cash flow = net income + noncash expenses - non-cash revenues - cash
reductions in operating accounts Since income is understated by 30, non-cash expense (depreciation) is overstated by
50 and noncash revenue (accounts receivable) is understated by 35, operating cash flow is overstated by -30 + 50 -
(-35) = 55. 
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