CMA 1E
Financial Statement Analysis

[1108] Source: Publisher 

What type of ratio is earnings per share? 

   A. Profitability ratio. 

   B. Activity ratio. 

   C. Liquidity ratio. 

   D. Leverage ratio. 

[1109] Source: CIA 0590 IV-47 

Given an acid test ratio of 2.0, current assets 

of $5,000, and inventory of $2,000, the 

value of current liabilities is 

   A. $1,500 

   B. $2,500 

   C. $3,500 

   D. $6,000 

[1110] Source: CMA 0688 4-16 

Which one of the following inventory cost 

flow assumptions will result in a higher 

inventory turnover ratio in an inflationary 

economy? 

   A. FIFO. 

   B. LIFO. 

   C. Weighted average. 

   D. Specific identification. 

[1111] Source: CMA 0688 4-12 

Based on the data presented below, what is 

Beta Corporation's cost of sales for the year?

Current ratio                         3.5

Acid test ratio                       3.0

Year-end current liabilities          $600,000

Beginning Inventory                   $500,000

Inventory turnover                    8.0

   A. $1,600,000 

   B. $2,400,000 

   C. $3,200,000 

   D. $6,400,000 

[1112] Source: CIA 0586 IV-24 

Return on investment may be calculated by 

multiplying total asset turnover by 

   A. Average collection period. 

   B. Profit margin. 

   C. Debt ratio. 

   D. Fixed-charge coverage. 

[1113] Source: CMA 0684 4-9 

Return on investment (ROI) is a term often 

used to express income earned on capital 

invested in a business unit. A company's 

ROI is increased if 

   A. Sales increase by the same dollar 

   amount as expenses and total assets. 

   B. Sales remain the same and expenses 

   are reduced by the same dollar amount 

   that total assets increase. 

   C. Sales decrease by the same dollar 

   amount that expenses increase. 

   D. Net profit margin on sales increases 

   by the same percentage as total assets. 

[1114] Source: CMA 0685 4-16 

A drop in the market price of a firm's 

common stock will immediately increase its 

   A. Return on equity. 

   B. Dividend payout ratio. 

   C. Market-to-book ratio. 

   D. Dividend yield. 

[1115] Source: CMA 0688 4-1 

McKeon Company's current ratio for Year 2 is 

   A. 1.373 

   B. 1.176 

   C. 2.118 

   D. 2.692 

[1116] Source: CMA 0688 4-2 

McKeon Company's debt ratio for Year 2 is 

   A. 0.352 

   B. 0.315 

   C. 0.264 

   D. 0.237 

[1117] Source: CMA 0688 4-3 

The Year 2 receivables turnover ratio for 

McKeon Company is 

   A. 1.882 

   B. 3.500 

   C. 5.000 

   D. 4.118 

[1118] Source: CMA 0688 4-4 

Using a 365-day year, McKeon's inventory 

turnover is 

   A. 171 days. 

   B. 160 days. 

   C. 183 days. 

   D. 78 days. 

[1119] Source: CMA 0688 4-5 

McKeon Company's total asset turnover 

ratio for Year 2 is 

   A. 0.805 

   B. 0.761 

   C. 0.722 

   D. 0.348 

[1120] Source: CMA 0688 4-6 

The Year 2 return on assets for McKeon 

Company is 

   A. 0.261 

   B. 0.148 

   C. 0.157 

   D. 0.166 

[1121] Source: CMA 0688 4-7 

McKeon Company's times-interest-earned 

ratio in Year 2 is 

   A. 41 

   B. 40 

   C. 25 

   D. 24 

[1122] Source: CMA 0685 4-14 

Book value per common share represents 

the amount of equity assigned to each 

outstanding share of common stock. Which 

one of the following statements about book 

value per common share is correct? 

   A. Market price per common share 

   usually approximates book value per 

   common share. 

   B. Book value per common share can 

   be misleading because it is based on 

   historical cost. 

   C. A market price per common share 

   that is greater than book value per 

   common share is an indication of an 

   overvalued stock. 

   D. Book value per common share is the 

   amount that would be paid to 

   shareholders if the company were sold 

   to another company. 

[1123] Source: CMA 1280 4-1 

Payment of a trade account payable of 

$64,500 would 

   A. Increase the current ratio, but the 

   quick ratio would not be affected. 

   B. Increase the quick ratio, but the 

   current ratio would not be affected. 

   C. Increase both the current and quick 

   ratios. 

   D. Decrease both the current and quick 

   ratios. 

[1124] Source: CMA 1280 4-2 

The purchase of raw materials for $85,000 

on open account would 

   A. Increase the current ratio. 

   B. Decrease the current ratio. 

   C. Increase net working capital. 

   D. Decrease net working capital. 

[1125] Source: CMA 1280 4-3 

The collection of a current accounts 

receivable of $29,000 would 

   A. Increase the current ratio. 

   B. Decrease the current ratio and the 

   quick ratio. 

   C. Increase the quick ratio. 

   D. Not affect the current or quick ratios. 

[1126] Source: CMA 1280 4-4 

Obsolete inventory of $125,000 was written 

off during the year. This transaction 

   A. Decreased the quick ratio. 

   B. Increased the quick ratio. 

   C. Increased net working capital. 

   D. Decreased the current ratio. 

[1127] Source: CMA 1280 4-5 

The issuance of new shares in a five-for-one 

split of common stock 

   A. Decreases the book value per share 

   of common stock. 

   B. Increases the book value per share of 

   common stock. 

   C. Increases total shareholders' equity. 

   D. Decreases total shareholders' equity. 

[1128] Source: CMA 1280 4-6 

The issuance of serial bonds in exchange for 

an office building, with the first installment 

of the bonds due late this year, 

   A. Decreases net working capital. 

   B. Decreases the current ratio. 

   C. Decreases the quick ratio. 

   D. Affects all of the answers as 

   indicated. 

[1129] Source: CMA 1280 4-7 

The early liquidation of a long-term note 

with cash affects the 

   A. Current ratio to a greater degree than 

   the quick ratio. 

   B. Quick ratio to a greater degree than 

   the current ratio. 

   C. Current and quick ratio to the same 

   degree. 

   D. Current ratio but not the quick ratio. 

[1130] Source: CIA 1190 IV-40 

The company's current liabilities at 

December 31 equal 

   A. $59,429 

   B. $80,000 

   C. $134,857 

   D. $187,200 

[1131] Source: CIA 1190 IV-41 

The company's inventory balance at 

December 31 is 

   A. $72,000 

   B. $187,200 

   C. $231,111 

   D. $282,857 

[1132] Source: CIA 1190 IV-42 

The company's asset turnover ratio for the 

year is 

   A. .675 

   B. .825 

   C. 1.21 

   D. 1.50 

[1133] Source: CMA 0685 4-13 

Which one of the following statements about 

the price-earnings (P-E) ratio is correct? 

   A. A company with high growth 

   opportunities ordinarily has a high P-E 

   ratio. 

   B. A P-E ratio has more meaning when 

   a firm has losses than when it has 

   profits. 

   C. A P-E ratio has more meaning when 

   a firm has abnormally low profits in 

   relation to its asset base. 

   D. A P-E ratio expresses the 

   relationship between a firm's market 

   price and its net sales. 

[1134] Source: CMA 0685 4-17 

If the ratio of total liabilities to 

shareholders' equity increases, a ratio that 

must also increase is 

   A. Times interest earned. 

   B. Total liabilities to total assets. 

   C. Return on equity. 

   D. The current ratio. 

[1135] Source: CMA 0685 4-20 

Baylor Company paid out one-half of last 

year's earnings in dividends. Baylor's 

earnings increased by 20%, and the amount 

of its dividends increased by 15% in the 

current year. Baylor's dividend payout ratio 

for the current year was 

   A. 50% 

   B. 57.5% 

   C. 47.9% 

   D. 78% 

[1136] Source: CMA 0685 4-21 

Watson Corporation computed the following 

items from its financial records for the year:

Price-earnings ratio     12

Payout ratio             .6

Asset turnover ratio     .9

The dividend yield on Watson's common 

stock is 

   A. 5.0% 

   B. 7.2% 

   C. 7.5% 

   D. 10.8% 

[1137] Source: CMA 1285 4-23 

Windham Company has current assets of 

$400,000 and current liabilities of 

$500,000. Windham Company's current 

ratio would be increased by 

   A. The purchase of $100,000 of 

   inventory on account. 

   B. The payment of $100,000 of 

   accounts payable. 

   C. The collection of $100,000 of 

   accounts receivable. 

   D. Refinancing a $100,000 long-term 

   loan with short-term debt. 

[1138] Source: CMA 0687 4-27 

A debt-to-equity ratio is 

   A. About the same as the debt-to-assets 

   ratio. 

   B. Higher than the debt-to-assets ratio. 

   C. Lower than the debt-to-assets ratio. 

   D. Not correlated with the 

   debt-to-assets ratio. 

[1139] Source: CMA 1287 4-1 

When a balance sheet amount is related to 

an income statement amount in computing a 

ratio, 

   A. The balance sheet amount should be 

   converted to an average for the year. 

   B. The income statement amount should 

   be converted to an average for the year. 

   C. Both amounts should be converted to 

   market value. 

   D. Comparisons with industry ratios are 

   not meaningful. 

[1140] Source: CMA 0688 4-11 

A measure of long-term debt-paying ability 

is a company's 

   A. Length of the operating cycle. 

   B. Return on assets. 

   C. Inventory turnover ratio. 

   D. Times-interest-earned ratio. 

[1141] Source: CMA 0688 4-14 

A high sales-to-working-capital ratio could 

indicate 

   A. Unprofitable use of working capital. 

   B. Sales are not adequate relative to 

   available working capital. 

   C. The firm is undercapitalized. 

   D. The firm is not susceptible to 

   liquidity problems. 

[1142] Source: CMA 0688 4-15 

The days' sales-in-receivables ratio will be 

understated if the company 

   A. Uses a natural business year for its 

   accounting period. 

   B. Uses a calendar year for its 

   accounting period. 

   C. Uses average receivables in the ratio 

   calculation. 

   D. Does not use average receivables in 

   the ratio calculation. 

[1143] Source: CMA 0688 4-21 

The relationship of the total debt to the total 

equity of a corporation is a measure of 

   A. Liquidity. 

   B. Profitability. 

   C. Creditor risk. 

   D. Solvency. 

[1144] Source: CMA 0690 4-11 

Rice, Inc. uses the allowance method to 

account for uncollectible accounts. An 

account receivable that was previously 

determined uncollectible and written off 

was collected during May. The effect of the 

collection on Rice's current ratio and total 

working capital is

      Current Ratio   Working Capital

      -------------   ---------------

   A. 

        None             None

   B. 

        Increase         Increase

   C. 

        Decrease         Decrease

   D. 

        None             Increase

[1145] Source: CMA 0690 4-12 

Merit, Inc. uses the direct write-off method 

to account for uncollectible accounts 

receivable. If the company subsequently 

collects an account receivable that was 

written off in a prior accounting period, the 

effect of the collection of the account 

receivable on Merit's current ratio and total 

working capital would be

      Current Ratio   Working Capital

      -------------   ---------------

   A. 

        None             None

   B. 

        Increase         Increase

   C. 

        Increase         None

   D. 

        None             Decrease

[1146] Source: CMA 0690 4-13 

To determine the operating cycle for a retail 

department store, which one of the 

following pairs of items is needed? 

   A. Days' sales in accounts receivable 

   and average merchandise inventory. 

   B. Cash turnover and net sales. 

   C. Accounts receivable turnover and 

   inventory turnover. 

   D. Asset turnover and return on sales. 

[1147] Source: CMA 0690 4-14 

Accounts receivable turnover ratio will 

normally decrease as a result of 

   A. The write-off of an uncollectible 

   account (assume the use of the 

   allowance for doubtful accounts 

   method). 

   B. A significant sales volume decrease 

   near the end of the accounting period. 

   C. An increase in cash sales in 

   proportion to credit sales. 

   D. A change in credit policy to lengthen 

   the period for cash discounts. 

[1148] Source: CMA 0690 4-15 

The number of days' sales in receivables is 

a measure of 

   A. Asset value. 

   B. Sales performance. 

   C. Profitability. 

   D. Liquidity. 

[1149] Source: CMA 0690 4-18 

If a company is profitable and is effectively 

using leverage, which one of the following 

ratios is likely to be the largest? 

   A. Return on total assets. 

   B. Return on operating assets. 

   C. Return on common equity. 

   D. Return on total equity. 

[1150] Source: CMA 0691 2-7 

The times-interest-earned ratio for 

Ostrander Corporation for Year 2 is 

   A. .57 times. 

   B. 7.70 times. 

   C. 3.50 times. 

   D. 6.90 times. 

[1151] Source: CMA 0691 2-8 

The total debt-to-equity ratio for Ostrander 

Corporation in Year 2 is 

   A. 3.49 

   B. 0.77 

   C. 2.07 

   D. 1.30 

[1152] Source: CMA 0692 2-25 

The ratio of sales to working capital is a 

measure of 

   A. Collectibility. 

   B. Financial leverage. 

   C. Liquidity. 

   D. Profitability. 

[1153] Source: CMA Samp Q. 

The following information is provided about 

the common stock of Evergreen Inc. at the 

end of the fiscal year:

Number of shares outstanding                1,800,000

Par value per share                           $ 10.00

Dividends paid per share (last 12 months)       12.00

Market price per share                         108.00

Basic earnings per share                        36.00

Diluted earnings per share                      24.00

The price-earnings ratio for Evergreen's 

common stock is 

   A. 3.0 times. 

   B. 4.5 times. 

   C. 9.0 times. 

   D. 10.8 times. 

[1154] Source: Publisher 

Which of the following is not a limitation of 

ratio analysis affecting comparability among 

firms? 

   A. Different accounting policies. 

   B. Different fiscal years. 

   C. Different sources of information. 

   D. All of the choices are limitations of 

   ratio analysis. 

[1155] Source: CMA 1295 2-21 

In assessing the financial prospects for a 

firm, financial analysts use various 

techniques. Which of the following is an 

example of vertical common-size analysis? 

   A. An assessment of the relative 

   stability of a firm's level of vertical 

   integration. 

   B. A comparison in financial ratio form 

   between two or more firms in the same 

   industry. 

   C. A statement that current advertising 

   expense is 2% greater than in the prior 

   year. 

   D. A statement that current advertising 

   expense is 2% of sales. 

[1156] Source: CMA 0688 4-17 

In financial statement analysis, expressing 

all financial statement items as a percentage 

of base-year amounts is called 

   A. Horizontal common-size analysis. 

   B. Vertical common-size analysis. 

   C. Trend analysis. 

   D. Ratio analysis. 

[1157] Source: S. Rubin 

Under GAAP, comparative financial 

statements are 

   A. Required for at least the current and 

   the prior year. 

   B. Required for at least the current and 

   the prior 2 years. 

   C. Recommended for at least the current 

   and the prior year. 

   D. Neither required nor recommended. 

[1158] Source: Publisher 

Which of the following is the worst 

limitation of ratio analysis affecting 

comparability from one interim period to the 

next within a firm? 

   A. Management has an incentive to 

   window dress financial statements to 

   improve results. 

   B. In a seasonal business, inventory and 

   receivables may vary widely with 

   year-end balances not reflecting the 

   averages for the period. 

   C. Comparability is impaired if 

   different firms use different accounting 

   policies. 

   D. Generalizations about which ratios 

   are strong indicators of a firm's 

   financial position may change from 

   industry to industry and firm to firm. 

[1159] Source: CMA 0696 2-18 

The book value per share calculation of a 

corporation is usually significantly different 

from the market value of the stock's selling 

price due to the 

   A. Use of accrual accounting in 

   preparing financial statements. 

   B. Omission of the number of preferred 

   shares outstanding at year-end in the 

   calculation. 

   C. Use of historical costs in preparing 

   financial statements. 

   D. Omission of total assets from the 

   numerator in the calculation. 

[1160] Source: CIA 0594 IV-14 

For the year just ended, the company had a 

rate of return on common equity, rounded to 

two decimals, of 

   A. 31.21% 

   B. 58.06% 

   C. 67.50% 

   D. 71.68% 

[1161] Source: CMA 0685 4-19 

Cascade Company had sales of $300,000 in 

Year 1 and the price index for its industry is 

expected to rise from 300 in Year 1 to 320 

in Year 2. The level of sales that Cascade 

must reach in Year 2 in order to achieve a 

real growth rate of 20% is 

   A. $360,000. 

   B. $320,000. 

   C. $337,500. 

   D. $384,000. 

[1162] Source: CMA 0694 2-1 

Markham's working capital would be 

   A. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   B. Unchanged by either the dividend 

   declaration or the dividend payment. 

   C. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

   D. Increased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

[1163] Source: CMA 0694 2-2 

Markham's current ratio would be 

   A. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   B. Increased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

[1164] Source: CMA 0694 2-3 

Markham's total shareholders' equity would 

be 

   A. Increased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

   B. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

[1165] Source: CMA 1285 4-24 

Bond Corporation has a current ratio of 2 to 

1 and a quick ratio (acid test) of 1 to 1. A 

transaction that would change Bond's quick 

ratio but not its current ratio is the 

   A. Sale of inventory on account at cost. 

   B. Collection of accounts receivable. 

   C. Payment of accounts payable. 

   D. Purchase of a patent for cash. 

[1166] Source: CMA 0687 4-27 

When compared to a debt to assets ratio, a 

debt to equity ratio would 

   A. Be about the same as the debt to 

   assets ratio. 

   B. Be higher than the debt to assets 

   ratio. 

   C. Be lower than the debt to assets 

   ratio. 

   D. Have no relationship at all to the 

   debt to assets ratio. 

[1167] Source: CMA 0687 4-28 

Using sales dollars as the basis, the 

inventory turnover for King Bikes for Year 

2 and Year 3 would be 

   A. 12 and 12, respectively. 

   B. 30 and 24, respectively. 

   C. 12 and 18, respectively. 

   D. 24 and 30, respectively. 

[1168] Source: CMA 0687 4-29 

Based on cost of sales, the Year 2 and Year 

3 inventory turnover for King Bikes would 

be 

   A. 24 and 24, respectively. 

   B. 12 and 18, respectively. 

   C. 12 and 12, respectively. 

   D. 18 and 18, respectively. 

[1169] Source: CIA 0593 IV-39 

Which of the following financial statement 

analyses is most useful in determining 

whether the various expenses of a given 

company are higher or lower than industry 

averages? 

   A. Horizontal. 

   B. Vertical. 

   C. Activity ratio. 

   D. Trend. 

[1170] Source: CIA 1193 IV-36 

A service company's working capital at the 

beginning of January of the current year was 

$70,000. The following transactions 

occurred during January:

Performed services on account               $30,000

Purchased supplies on account                 5,000

Consumed supplies                             4,000

Purchased office equipment for cash           2,000

Paid short-term bank loan                     6,500

Paid salaries                                10,000

Accrued salaries                              3,500

What is the amount of working capital at the 

end of January? 

   A. $90,000 

   B. $80,500 

   C. $50,500 

   D. $47,500 

[1171] Source: CIA 0593 IV-28 

The following transactions occurred during 

a company's first year of operations:

  I.  Purchased a delivery van for cash

 II.  Borrowed money by issuance of short-term debt

III.  Purchased treasury stock

Which of the items above caused a change in 

the amount of working capital? 

   A. I only. 

   B. I and II only. 

   C. II and III only. 

   D. I and III only. 

[1172] Source: CMA 0685 4-11 

A major problem in comparing profitability 

measures among companies is the 

   A. Lack of general agreement over 

   which profitability measure is best. 

   B. Differences in the size of the 

   companies. 

   C. Differences in the accounting 

   methods used by the companies. 

   D. Differences in the dividend policies 

   of the companies. 

[1173] Source: CMA 1288 4-1 

Assuming that prepaid expenses are 

immaterial, ending merchandise inventory is 

   A. $180,000. 

   B. $243,000. 

   C. $387,000. 

   D. $630,000. 

[1174] Source: CMA 1288 4-2 

The balance in accounts receivable at 

November 30, Year 2 is 

   A. $325,000. 

   B. $216,986. 

   C. $78,973. 

   D. $355,000. 

[1175] Source: CMA 1288 4-3 

The approximate number of days in the 

operating cycle is 

   A. 100.0 days. 

   B. 105.3 days. 

   C. 110.6 days. 

   D. 210.6 days. 

[1176] Source: Publisher 

The current ratio for Tosh Enterprises is 

   A. 1.68 

   B. 2.14 

   C. 5.00 

   D. 5.29 

[1177] Source: Publisher 

What is the company's quick (acid-test) 

ratio? 

   A. 0.68 

   B. 1.68 

   C. 2.14 

   D. 2.31 

[1178] Source: Publisher 

What will happen to the ratios below if 

Tosh Enterprises uses cash to pay 25% of 

the accounts payable?

      Current Ratio   Quick Ratio

      -------------   -----------

   A. 

         Increase      Increase

   B. 

         Decrease      Decrease

   C. 

         Increase      Decrease

   D. 

         Decrease      Increase

[1179] Source: Publisher 

The amount of working capital is 

   A. $600,000 

   B. $1,120,000 

   C. $1,200,000 

   D. $1,220,000 

[1180] Source: CMA 1295 2-13 

All of the following financial indicators are 

measures of liquidity and activity except the 

   A. Average collection period in days. 

   B. Merchandise inventory turnover. 

   C. Accounts receivable turnover. 

   D. Times-interest-earned ratio. 

[1181] Source: CMA 1288 4-10 

Blackmer Company had 80,000 shares of 

common stock outstanding as of December 

1, Year 1, the beginning of the company's 

fiscal year. The company also had $200,000 

of 8% convertible bonds outstanding that 

had been issued at $1,000 par. The bonds 

were convertible into 20,000 shares of 

common stock. The Aa bond interest rate 

has been 10% for several years, and the 

company's tax rate is 34%. The company's 

net income for the year was $107,000, and 

no bonds were converted during the year. 

The fully diluted earnings per share 

(rounded to the nearest cent) of Blackmer 

common stock for the fiscal year ended 

November 30, Year 2 was 

   A. $1.18 per share. 

   B. $1.07 per share. 

   C. $1.20 per share. 

   D. $1.23 per share. 

[1182] Source: CMA 0690 4-19 

Which one of the following is correct if both 

companies have the same total assets and the 

same sales? 

   A. Ramer has more cash than Matson. 

   B. Ramer has fewer current liabilities 

   than Matson. 

   C. Matson is more effectively using 

   financial leverage. 

   D. Matson has a shorter operating cycle 

   than Ramer. 

[1183] Source: CMA 0690 4-20 

The attitudes of both Ramer and Matson 

concerning risk are best explained by the 

   A. Current ratio, accounts receivable 

   turnover, and inventory turnover. 

   B. Dividend payout ratio and earnings 

   per share. 

   C. Current ratio and earnings per share. 

   D. Debt-to-equity ratio and times 

   interest earned. 

[1184] Source: CMA 0690 4-21 

Some of the ratios and data for Ramer and 

Matson are affected by income taxes. 

Assuming no interperiod income tax 

allocation, which of the following items 

would be directly affected by income taxes 

for the period? 

   A. Current ratio and debt-to-equity 

   ratio. 

   B. Accounts receivable turnover and 

   inventory turnover. 

   C. Return on investment and earnings 

   per share. 

   D. Debt-to-equity ratio and dividend 

   payout ratio. 

[1185] Source: CMA 0691 2-6 

Accounts receivable turnover in days (using 

365 days) for Ostrander Corporation in 

Year 2 is 

   A. 18.10 days. 

   B. 26.61 days. 

   C. 17.83 days. 

   D. 18.36 days. 

[1186] Source: CMA 0687 4-24 

Selected data from Perry Corporation's 

year-end financial statements are as follows.

Current ratio                                  2.0

Quick ratio                                    1.5

Current liabilities                       $120,000

Inventory turnover

  (using a cost of sales base)             8 times

Gross profit margin                            40%

Perry Corporation's net sales for the year 

were 

   A. $800,000. 

   B. $480,000. 

   C. $1,200,000. 

   D. $240,000. 

[1187] Source: CMA 0695 2-1 

The current ratio for CPZ Enterprises is 

   A. 1.68 

   B. 2.14 

   C. 5.00 

   D. 5.29 

[1188] Source: CMA 0695 2-2 

What is the company's acid test (quick) 

ratio? 

   A. 0.68 

   B. 1.68 

   C. 2.14 

   D. 2.31 

[1189] Source: CMA 0695 2-3 

What will happen to the ratios below if CPZ 

Enterprises uses cash to pay 50% of the 

accounts payable?

      Current Ratio   Quick Ratio

      -------------   -----------

   A. Increase       Increase

   B. Decrease       Decrease

   C. Increase       Decrease

   D.  Decrease       Increase

[1190] Source: CMA 0692 2-26 

Information concerning Hamilton's common 

stock is presented below for the fiscal year 

ended May 31, Year 2.

   Common shares outstanding           750,000

   Stated value per share               $15.00

   Market price per share                45.00

   Year 1 dividends paid per share        4.50

   Year 2 dividends paid per share        7.50

   Primary earning per share             11.25

   Fully diluted earnings per share       9.00

The price-earnings ratio for Hamilton's 

common stock is 

   A. 3.0 times. 

   B. 4.0 times. 

   C. 5.0 times. 

   D. 6.0 times. 

[1191] Source: CMA 0692 2-27 

If a company decided to change from the 

first-in, first-out (FIFO) inventory method to 

the last-in, first-out (LIFO) method during a 

period of rising prices, its 

   A. Current ratio would be reduced. 

   B. Inventory turnover ratio would be 

   reduced. 

   C. Cash flow would be decreased. 

   D. Debt-to-equity ratio would be 

   decreased. 

[1192] Source: CMA 1293 2-13 

In computing inventory turnover, the 

preferred base to use is the 

   A. Sales base because it is more likely 

   to reflect a change in trend. 

   B. Sales base because it provides 

   turnover rates that are considerably 

   higher. 

   C. Cost of sales base because it is not 

   affected by the method used to value 

   inventory. 

   D. Cost of sales base because it 

   eliminates any changes due solely to 

   sales price changes. 

[1193] Source: CMA 1293 2-14 

Selected data from Sheridan Corporation's 

year-end financial statements are presented 

below. The difference between average and 

ending inventory is immaterial.

Current ratio                                   2.0

Quick ratio                                     1.5

Current liabilities                        $120,000

Inventory turnover (based on cost of

  goods sold)                               8 times

Gross profit margin                             40%

Sheridan's net sales for the year were 

   A. $800,000. 

   B. $480,000. 

   C. $1,200,000. 

   D. $240,000. 

[1194] Source: CMA 0693 2-1 

Lisa, Inc.'s acid test (quick) ratio at 

December 31, Year 2 was 

   A. 1.1:1.0 

   B. 1.8:1.0 

   C. 2.0:1.0 

   D. 2.5:1.0 

[1195] Source: CMA 0693 2-2 

Assume net credit sales and cost of goods 

sold for Year 2 were $300,000 and 

$220,000, respectively. Lisa, Inc.'s accounts 

receivable turnover for Year 2 was 

   A. 4.9 times. 

   B. 5.9 times. 

   C. 6.7 times. 

   D. 8.0 times. 

[1196] Source: CMA 0693 2-3 

Assume net credit sales and cost of goods 

sold for Year 2 were $300,000 and 

$220,000, respectively. Lisa, Inc.'s average 

collection period for Year 2, using a 

360-day year, was 

   A. 36 days. 

   B. 45 days. 

   C. 54 days. 

   D. 61 days. 

[1197] Source: CMA 0693 2-4 

Assume sales and cost of goods sold for 

Year 2 were $300,000 and $220,000, 

respectively. Lisa, Inc.'s inventory turnover 

for Year 2 was 

   A. 3.7 times. 

   B. 4.0 times. 

   C. 4.4 times. 

   D. 5.0 times. 

[1198] Source: CMA 0693 2-5 

Assuming that there are no preferred stock 

dividends in arrears, Lisa, Inc.'s book value 

per share of common stock at December 31, 

Year 2 was 

   A. $10.00. 

   B. $11.25. 

   C. $14.50. 

   D. $19.33. 

[1199] Source: CMA 0693 2-6 

Assuming that Lisa, Inc.'s net income for 

Year 2 was $35,000, and there were no 

preferred stock dividends in arrears, Lisa's 

return on common equity for Year 2 was 

   A. 7.8%. 

   B. 10.6%. 

   C. 10.9%. 

   D. 12.4%. 

[1200] Source: CMA 1293 2-15 

A ratio that measures the movement of 

current assets is 

   A. Working capital turnover. 

   B. Working capital to total assets. 

   C. Return on owners' equity. 

   D. The current ratio. 

[1201] Source: CMA 1293 2-16 

The ratio that measures a firm's ability to 

generate earnings from its resources is 

   A. Days' sales in inventory. 

   B. Sales to working capital. 

   C. Days' sales in receivables. 

   D. Asset turnover. 

[1202] Source: CMA 1293 2-17 

Norton, Inc. has a 2 to 1 current ratio. This 

ratio would increase to more than 2 to 1 if 

   A. A previously declared stock 

   dividend were distributed. 

   B. The company wrote off an 

   uncollectible receivable. 

   C. The company sold merchandise on 

   open account that earned a normal gross 

   margin. 

   D. The company purchased inventory on 

   open account. 

[1203] Source: CMA 1293 2-18 

An increase in the market price of a 

company's common stock will immediately 

affect its 

   A. Dividend yield. 

   B. Debt-to-equity ratio. 

   C. Earnings per share. 

   D. Dividend payout ratio. 

[1204] Source: CIA 0590 IV-59 

Which of the outcomes represented in the 

following table would result from a 

company's retirement of debt with excess 

cash?

                               Following

       Total Assets        Period's Interest-

      Turnover Ratio          Earned Ratio

      --------------       ------------------

   A. 

         Increase               Increase

   B. 

         Increase               Decrease

   C. 

         Decrease               Increase

   D. 

         Decrease               Decrease

[1205] Source: CIA 1192 IV-60 

A company issued long-term bonds and used 

the proceeds to repurchase 40% of the 

outstanding shares of its stock. This 

financial transaction will likely cause the 

   A. Total assets turnover ratio to 

   increase. 

   B. Current ratio to decrease. 

   C. Times-interest-earned ratio to 

   decrease. 

   D. Fixed charge coverage ratio to 

   increase. 

[1206] Source: CMA 0685 4-22 

Carson Corporation computed the following 

items from its financial records for the 

current year:

Current ratio                               2 to 1

Inventory turnover                         54 days

Accounts receivable turnover               24 days

Current liabilities turnover               36 days

The number of days in Carson's operating 

cycle for the current year was 

   A. 60. 

   B. 90. 

   C. 78. 

   D. 42. 

[1207] Source: CMA 0685 4-23 

Jensen's working capital would be 

   A. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

   B. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

 [1208] Source: CMA 0685 4-24 

Jensen's current ratio would be 

   A. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

   B. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

[1209] Source: CMA 0685 4-25 

Jensen's quick (acid-test) ratio would be 

   A. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

   B. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

[1210] Source: CMA 0685 4-26 

Jensen's total stockholders' equity would be 

   A. Unchanged by the dividend 

   declaration and decreased by the 

   dividend payment. 

   B. Decreased by the dividend 

   declaration and increased by the 

   dividend payment. 

   C. Unchanged by either the dividend 

   declaration or the dividend payment. 

   D. Decreased by the dividend 

   declaration and unchanged by the 

   dividend payment. 

[1211] Source: CMA 0685 4-27 

If the dividend declared by Jensen 

Corporation had been a 10% stock dividend 

instead of a cash dividend, Jensen's current 

liabilities would have been 

   A. Unchanged by the dividend 

   declaration and increased by the 

   dividend distribution. 

   B. Unchanged by the dividend 

   declaration and decreased by the 

   dividend distribution. 

   C. Increased by the dividend 

   declaration and unchanged by the 

   dividend distribution. 

   D. Unchanged by either the dividend 

   declaration or the dividend distribution. 

[1212] Source: CMA 0687 4-25 

For the year ended May 31, Year 2, Cooper, 

Inc. had per share earnings of $4.80. 

Cooper's outstanding stock for the Year 

1-Year 2 fiscal year consisted of 

$2,000,000 of 10% preferred with $100 par 

value and 1,000,000 shares of common. On 

June 1, Year 2, the common stock split 3 for 

1, and the company redeemed one-half of the 

preferred stock at par value. Cooper's net 

income for the year ended May 31, Year 3, 

was 10% higher than in Year 2. Earnings 

per share in Year 3 on Cooper's common 

stock were 

   A. $1.76. 

   B. $1.80. 

   C. $5.28. 

   D. $5.40. 

[1213] Source: CMA 0688 4-8 

The Year 2 return on equity for McKeon 

Company is 

   A. 0.040. 

   B. 0.221. 

   C. 0.240. 

   D. 0.361. 

[1214] Source: CMA 0688 4-9 

The degree of financial leverage to be 

employed by McKeon Company in Year 2 is 

   A. 1.640. 

   B. 1.600. 

   C. 1.025. 

   D. 0.600. 

[1215] Source: CMA 0688 4-10 

The per share book value of McKeon 

Company's common stock for Year 2 is 

   A. $33.20. 

   B. $32.00. 

   C. $30.00. 

   D. $32.60. 

[1216] Source: CMA 1288 4-4 

Peters Company has a 2-to-1 current ratio. 

This ratio would increase to more than 2 to 

1 if 

   A. A previously declared stock 

   dividend were distributed. 

   B. The company wrote off an 

   uncollectible receivable. 

   C. The company sold merchandise on 

   open account that earned a normal gross 

   margin. 

   D. The company purchased inventory on 

   open account. 

[1217] Source: CMA 1288 4-5 

An increase in the market price of a 

company's common stock will immediately 

affect its 

   A. Dividend yield. 

   B. Debt-to-equity ratio. 

   C. Earnings per share. 

   D. Dividend payout ratio. 

[1218] Source: CMA 1288 4-6 

Information concerning the common stock of 

Morris Company as of November 30, the 

end of the company's current fiscal year, is 

presented below.

Number of shares outstanding                    460,000

Par value per share                              $ 5.00

Dividends paid per share in current year           6.00

Market price per share                            54.00

Primary earnings per share                        18.00

Fully diluted earnings per share                  12.00

The price-earnings ratio for Morris Company's common stock is

   A. 10.8 times. 

   B. 3.0 times. 

   C. 9.0 times. 

   D. 4.5 times. 

[1219] Source: CMA 1288 4-8 

The primary earnings per share (rounded to 

the nearest cent) of Rinker common stock for 

the fiscal year ended November 30, Year 2 

was 

   A. $3.82 per share. 

   B. $5.22 per share. 

   C. $5.74 per share. 

   D. $3.38 per share. 

[1220] Source: CMA 1288 4-9 

The fully diluted earnings per share 

(rounded to the nearest cent) of Rinker 

common stock for the fiscal year ended 

November 30, Year 2 was 

   A. $5.22 per share. 

   B. $3.19 per share. 

   C. $3.07 per share. 

   D. $3.73 per share. 

[1221] Source: CIA 0593 IV-40 

A condensed comparative balance sheet for 

a company appears below:

                              12/31/Year 1    12/31/Year 2

                              ------------    ------------

Cash                             $40,000         $30,000

Accounts receivable              120,000         100,000

Inventory                        200,000         300,000

Property, plant, & equipment     500,000         550,000

Accumulated depreciation        (280,000)       (340,000)

                                --------        --------

Total assets                    $580,000        $640,000

                                ========        ========

Current liabilities              $60,000        $100,000

Long-term liabilities            390,000         420,000

Stockholders' equity             130,000         120,000

                                --------        --------

Total liabilities and equity    $580,000        $640,000

                                ========        ========

In looking at liquidity ratios at both balance 

sheet dates, what happened to the (1) current 

ratio and (2) acid-test (quick) ratio?

           (1)                  (2)

      Current Ratio        Acid-Test Ratio

      -------------        ---------------

   A. Increased             Increased

   B.  Increased             Decreased

   C. Decreased             Increased

   D. Decreased             Decreased

[1222] Source: CIA 0594 IV-33 

The company has an accounts receivable 

balance of 

   A. $26 

   B. $36 

   C. $66 

   D. $100 

[1223] Source: CIA 0594 IV-34 

The company has a fixed assets balance of 

   A. $16 

   B. $58 

   C. $64 

   D. $84 

[1224] Source: CIA 0592 IV-40 

RST's current ratio at the end of Year 6 is 

   A. 4.5 to 1 

   B. 2.4 to 1 

   C. 2.0 to 1 

   D. 1.5 to 1 

[1225] Source: CIA 0592 IV-41 

RST's acid-test (or quick) ratio at the end of 

Year 6 is 

   A. 2.40 to 1 

   B. 2.18 to 1 

   C. 2.00 to 1 

   D. 1.50 to 1 

[1226] Source: CIA 0592 IV-43 

RST's accounts receivable turnover for 

Year 6 is 

   A. 19 times. 

   B. 17.8 times 

   C. 16 times. 

   D. 10 times. 

[1227] Source: CIA 0592 IV-44 

RST's times-interest-earned ratio at the end 

of Year 6 is 

   A. 23.33 times. 

   B. 14.67 times. 

   C. 14.33 times. 

   D. 13.33 times. 

[1228] Source: CIA 0594 IV-35 

What is the expected average collection 

period for the company? 

   A. 5 days. 

   B. 10 days. 

   C. 15 days. 

   D. 20 days. 

[1229] Source: CIA 0594 IV-36 

Assume that the average collection period is 

25 days. After the credit policy is well 

established, what is the expected average 

accounts receivable balance for the 

company at any point in time, assuming a 

365-day year? 

   A. $1,808.22 

   B. $27,123.30 

   C. $36,164.38 

   D. $45,205.48 

[1230] Source: CMA 1294 2-22 

Volpone Company's average number of days 

to collect accounts receivable for Year 2 is 

   A. 18.82 days. 

   B. 19.43 days. 

   C. 19.71 days. 

   D. 20.59 days. 

[1231] Source: CMA 1294 2-23 

Volpone Company's average number of days 

to sell inventory for Year 2 is 

   A. 51.18 days. 

   B. 65.00 days. 

   C. 71.51 days. 

   D. 72.50 days. 

[1232] Source: CMA 1294 2-24 

Volpone Company's operating cycle for 

Year 2 is 

   A. 70.61 days. 

   B. 93.09 days. 

   C. 92.21 days. 

   D. 99.71 days. 

[1233] Source: CMA 1296 2-15 

King Products Corporation's inventory 

turnover ratio for the fiscal year ended at 

June 30, 2001 was 

   A. 3.7 

   B. 4.0 

   C. 4.4 

   D. 6.0 

[1234] Source: CMA 1296 2-16 

King Products Corporation's receivables 

turnover ratio for this period was 

   A. 4.9 

   B. 5.9 

   C. 6.7 

   D. 8.0 

[1235] Source: CMA 1296 2-17 

King Products Corporation's average 

collection period for the fiscal year ended 

June 30, 2001 using a 360-day year was 

   A. 36 days. 

   B. 45 days. 

   C. 54 days. 

   D. 61 days. 

[1236] Source: CMA 1296 2-18 

King Products Corporation's quick (acid 

test) ratio at June 30, 2001 was 

   A. 0.6 

   B. 1.1 

   C. 1.8 

   D. 2.0 

[1237] Source: CMA 1296 2-19 

Assuming that King Products Corporation's 

net income for the year ended June 30, 2001 

was $70,000 and there are no preferred 

stock dividends in arrears, King Products' 

return on common equity was 

   A. 7.8% 

   B. 10.6% 

   C. 10.9% 

   D. 12.4% 

[1238] Source: CMA 1296 2-20 

Assuming that there are no preferred stock 

dividends in arrears, King Products 

Corporation's book value per share of 

common stock at June 30, 2001 was 

   A. $10.00 

   B. $14.50 

   C. $18.33 

   D. $19.33 

[1239] Source: CMA 0697 2-13 

Devlin Company's acid-test ratio at May 31, 

2001 was 

   A. 0.60 to 1. 

   B. 0.90 to 1. 

   C. 1.14 to 1. 

   D. 1.86 to 1. 

[1240] Source: CMA 0697 2-14 

Assuming there are no preferred stock 

dividends in arrears, Devlin Company's 

return on common equity for the year ended 

May 31, 2001 was 

   A. 6.3% 

   B. 7.5% 

   C. 7.8% 

   D. 10.5% 

[1241] Source: CMA 0697 2-15 

Devlin Company's inventory turnover for the 

year ended May 31, 2001 was 

   A. 3.67 times. 

   B. 3.88 times. 

   C. 5.33 times. 

   D. 5.65 times. 

[1242] Source: CMA 0697 2-16 

Devlin Company's asset turnover for the 

year ended May 31, 2001 was 

   A. 0.08 times. 

   B. 0.46 times. 

   C. 0.67 times. 

   D. 0.83 times. 

[1243] Source: CMA 0697 2-17 

Devlin Company's rate of return on assets 

for the year ended May 31, 2001 was 

   A. 7.2% 

   B. 7.5% 

   C. 7.8% 

   D. 11.2% 

[1244] Source: CMA 0697 2-18 

Devlin Company's times-interest-earned 

ratio for the year ended May 31, 2001 was 

   A. 6.75 times. 

   B. 11.25 times. 

   C. 12.25 times. 

   D. 18.75 times. 

[1245] Source: CMA Samp Q2-8 

All of the following represent 

communications from the external audit firm 

to the client except the 

   A. Engagement letter. 

   B. Representation letter. 

   C. Management letter. 

   D. Report to the audit committee. 

[1246] Source: Publisher 

Which one of the following factors might 

cause a firm to increase the debt in its 

financial structure? 

   A. An increase in the corporate income 

   tax rate. 

   B. Increased economic uncertainty. 

   C. An increase in the federal funds rate. 

   D. An increase in the price-earnings 

   ratio. 

[1247] Source: Publisher 

The Irwin Corporation has $3 million per 

year in credit sales. The company's average 

day's sales outstanding is 40 days. Assuming 

a 360-day year, what is Irwin's average 

amount of accounts receivable outstanding? 

   A. $500,000 

   B. $333,333 

   C. $250,000 

   D. $75,000 

[1248] Source: Publisher 

Beatnik Company has a current ratio of 2.5 

and a quick ratio of 2.0. If the firm 

experienced $2 million in sales and sustains 

an inventory turnover of 8.0, what are the 

firm's current assets? 

   A. $1,000,000 

   B. $500,000 

   C. $1,500,000 

   D. $1,250,000 

[1249] Source: Publisher 

In the current year, Griffin Inc. had $15 

million in sales, while total fixed costs were 

held to $6 million. The firm's total assets at 

year-end were $20 million and the 

debt/equity ratio was calculated at 0.60. If 

the firm's EBIT is $3 million, the interest on 

all debt is 9%, and the tax rate is 40%, what 

is the firm's return on equity? 

   A. 11.16% 

   B. 14.4% 

   C. 18.6% 

   D. 24.0% 

[1250] Source: Publisher 

White Knight Enterprises is experiencing a 

growth rate of 9% with a return on assets of 

12%. If the debt ratio is 36% and the market 

price of the stock is $38 per share, what is 

the return on equity? 

   A. 7.68% 

   B. 9.0% 

   C. 12.0% 

   D. 18.75% 

[1251] Source: Publisher 

The Intelinet Corporation and Comp Inc. 

have assets of $100,000 each and a return 

on common equity of 17%. Intelinet has 

twice the debt of Comp Inc., while Comp 

has half the sales of Intelinet. If Intelinet has 

net income of $10,000 and a total assets 

turnover ratio of 3.5, what is Comp Inc.'s 

profit margin? 

   A. 3.31% 

   B. 7.71% 

   C. 10.00% 

   D. 13.50% 

[1252] Source: Publisher 

The equity section of Jones Corporation's 

statement of financial position is presented 

below:

Preferred stock, 6%, $100 par      $40,000,000

Common stock, $4 par                10,000,000

Additional paid-in capital          20,000,000

Retained earnings                   10,000,000

                                   -----------

  Equity                           $80,000,000

                                   ===========

The preferred stock is cumulative and 

nonparticipating. All preferred dividends 

have been paid, and liquidation value is 

$110 per preferred share. What is the book 

value per share of Jones Corporation's 

common stock? 

   A. $100 

   B. $16 

   C. $14.40 

   D. $4 

[1253] Source: CMA 0678 3-14 

When statistical sampling techniques are 

used in conjunction with tests of controls, 

the auditor's choice of reliability level 

   A. Establishes the confidence level the 

   auditor desires. 

   B. Establishes the range of accuracy the 

   auditor desires. 

   C. Should vary directly with the 

   standard error of estimate. 

   D. Should vary directly with the size of 

   population. 

[1254] Source: CMA 0678 3-15 

An auditor employs sampling techniques to 

estimate the percentage of purchase orders 

that have been improperly prepared. Which 

of the following changes from 1 year to the 

next requires the greatest increase in the 

number of orders that the auditor examines? 

   A. The auditor decided to increase the 

   confidence level from 90% to 95%. 

   B. The auditor's pre-sampling estimate 

   of the percentage of orders which had 

   been improperly prepared decreased 

   from 10% to 5%. 

   C. The auditor decided to decrease the 

   desired range of precision from 4% to 

   2%. 

   D. The average dollar value of each 

   purchase order increased from $25 to 

   $50. 

[1255] Source: CMA 0678 3-16 

An advantage of selecting a sample by 

cluster rather than by use of a table of 

random numbers is that the cluster technique 

   A. Reduces the size of the sample that is 

   required. 

   B. Reduces the standard error of the 

   sample. 

   C. Reduces the time required to locate 

   the individual items chosen for 

   examination. 

   D. Increases the precision of the 

   sample. 

[1256] Source: CMA 1278 3-17 

In applying statistical sampling techniques 

in auditing, the statistical term precision can 

be related to the audit term 

   A. Reliability. 

   B. Reasonableness. 

   C. Consistency. 

   D. Materiality. 

[1257] Source: CMA 0680 3-20 

Stratified selection, when used in an 

auditor's statistical sampling plan, 

   A. Eliminates the need for random 

   sampling. 

   B. Is appropriate only when items in the 

   universe are relatively homogeneous. 

   C. Permits the auditor to utilize 

   different sample selection techniques in 

   each stratum. 

   D. Is appropriate only in the 

   examination of accounts receivable. 

[1258] Source: CMA 0680 3-21 

The relationships between population size, 

sample size, precision, and confidence level 

are such that 

   A. Sample size will increase 

   proportionally to increases in 

   population size while precision and 

   confidence level are held constant. 

   B. Sample size will decrease when 

   confidence level increases while 

   precision and population are held 

   constant. 

   C. Confidence level will increase when 

   sample size decreases and population 

   size and precision are held constant. 

   D. Precision will decrease when 

   population size increases and sample 

   size and confidence level are held 

   constant. 

[1259] Source: CMA 1284 3-17 

An external auditor cannot 

   A. Express an opinion on management's 

   written assertion about the effectiveness 

   of a client's internal controls. 

   B. Express an opinion on the fairness of 

   the financial statements of a nonpublic 

   entity. 

   C. Make specific recommendations to a 

   client with respect to internal control 

   weaknesses. 

   D. Report to outside parties regarding a 

   client's compliance with the internal 

   control provisions of the Foreign 

   Corrupt Practices Act. 

[1260] Source: CMA 1284 3-21 

The responsibility for the proper 

preparation of a company's financial 

statements rests with its 

   A. Management. 

   B. Audit committee. 

   C. Internal auditors. 

   D. External auditors. 

[1261] Source: CMA 0685 3-20 

An audit of the financial statement of 

Camden Corporation is being conducted by 

an external auditor. The external auditor is 

expected to 

   A. Express an opinion as to the fairness 

   of Camden's financial statements. 

   B. Express an opinion as to the 

   attractiveness of Camden for investment 

   purposes. 

   C. Certify to the correctness of 

   Camden's financial statements. 

   D. Critique the wisdom and legality of 

   Camden's business decisions. 

[1262] Source: CMA 0685 3-25 

An external auditor is not permitted to 

discuss confidential information obtained in 

the course of a professional engagement 

except with the consent of the client. This 

ethical proscription 

   A. Is unenforceable. 

   B. Will prevent the auditor from 

   engaging another auditing firm to 

   conduct a peer review. 

   C. Will not preclude the auditor from 

   complying with a validly issued court 

   subpoena. 

   D. Is often used by a client to blunt the 

   auditor's efforts to modify the standard 

   auditor's report. 
[1263] Source: CMA 0685 3-21 

Within the organizational structure of a 

corporation listed on the New York Stock 

Exchange, the review of the external 

auditor's audit plan and the results of the 

audit would most likely be the responsibility 

of the corporation's 

   A. President. 

   B. Audit committee of the board of 

   directors. 

   C. Vice president of finance. 

   D. Controller. 

[1264] Source: CMA 0685 3-24 

The risk that an external auditor may not 

detect a material error or fraud during an 

audit is increased by the possibility of 

   A. Executive appeal. 

   B. Late appointment of the auditor. 

   C. Management override of internal 

   control. 

   D. Audit committee review of the 

   management letter. 

[1265] Source: CMA 1285 3-18 

Which one of the following statements does 

not correctly describe the relationship of the 

internal auditor and the scope of the external 

audit of a company's financial statements? 

   A. The nature, timing, and extent of the 

   external auditor's substantive tests may 

   depend upon the work of the internal 

   auditors. 

   B. The internal auditors may assist the 

   external auditor in performing 

   substantive tests under certain 

   circumstances. 

   C. The internal auditors may assist the 

   external auditor in performing tests of 

   controls under certain circumstances. 

   D. The internal auditors may determine 

   the extent to which audit procedures 

   should be employed by the external 

   auditor. 

[1266] Source: CMA 1285 3-17 

An external auditor will use internal 

auditors to assist in the audit of accounts 

receivable. Of the following procedures, the 

one that would be most appropriate for the 

internal auditors to perform is the 

   A. Assessment of control risk for 

   accounts receivable. 

   B. Determination of the number of 

   positive confirmation requests to be 

   mailed to substantiate the existence of 

   accounts receivable. 

   C. Preparation of an aged trial balance 

   of accounts receivable. 

   D. Establishment of the dollar amount 

   of accounts receivable that is 

   considered material. 

[1267] Source: CMA 1285 3-19 

Which one of the following statements 

concerning sampling risk and nonsampling 

risk is correct? 

   A. Neither sampling risk nor 

   nonsampling risk can be reduced by the 

   auditor. 

   B. Sampling risk, but not nonsampling 

   risk, can be reduced by the auditor. 

   C. Nonsampling risk, but not sampling 

   risk, can be reduced by the auditor. 

   D. Both sampling risk and nonsampling 

   risk can be reduced by the auditor. 

[1268] Source: CMA 1285 3-21 

A sample selected so that every combination 

of the same number of items in the 

population has an equal probability of 

selection is a 

   A. Systematic sample. 

   B. Random sample. 

   C. Stratified sample. 

   D. Block sample. 

[1269] Source: CMA 1285 3-22 

A sample consisting of contiguous 

transactions in the population is a 

   A. Systematic sample. 

   B. Random sample. 

   C. Haphazard sample. 

   D. Block sample. 

[1270] Source: CMA 1285 3-23 

A sample consisting of every nth item in the 

population is a 

   A. Systematic sample. 

   B. Random sample. 

   C. Stratified sample. 

   D. Haphazard sample. 

[1271] Source: CMA 0686 3-16 

The concept of reasonable assurance 

recognizes that 

   A. Judgmentally selected samples 

   cannot meet the criteria for statistical 

   validity. 

   B. The precision of an estimate is 

   directly related to reliability 

   (confidence level). 

   C. The precision of an estimate is 

   inversely related to reliability 

   (confidence level). 

   D. The cost should not exceed the 

   benefits expected to be derived from 

   controls. 

[1272] Source: CMA 0686 3-17 

In determining the sample size for a test of 

controls using attribute sampling, an auditor 

would be least concerned with the 

   A. Expected rate of occurrence. 

   B. Results of substantive audit 

   procedures. 

   C. Upper precision limit. 

   D. Acceptable risk of assessing control 

   risk too low. 

[1273] Source: CMA 1286 3-23 

In performing audit tests, the auditor may 

use either nonstatistical or statistical 

sampling. The critical difference between 

the two types of sampling is that 

   A. The sampling plan for nonstatistical 

   sampling eliminates procedures 

   required for statistical sampling. 

   B. Statistical sampling enables 

   quantification and control of sampling 

   risk. 

   C. Nonsampling risk is lower in 

   statistical sampling. 

   D. Statistical sampling eliminates both 

   sampling and nonsampling risk. 

[1274] Source: CMA 1286 3-26 

Some account balances, such as those for 

pensions or leases, are the results of 

complex calculations. The susceptibility to 

material errors in these types of accounts is 

defined as 

   A. Audit risk. 

   B. Detection risk. 

   C. Inherent risk. 

   D. Control risk. 

[1275] Source: CMA 1286 3-27 

In verifying a November 30 sales cutoff 

date, an auditor would be most concerned 

with comparing records of 

   A. November cash receipts with 

   December bank deposits. 

   B. November purchases with December 

   shipments. 

   C. November accounts receivable with 

   November sales. 

   D. November sales with November 

   shipping documents. 

[1276] Source: CMA 1286 3-30 

The primary purpose of the representation 

letter prescribed by AU 333, Management 

Representations, is the 

   A. Acceptance of the auditor's 

   engagement letter. 

   B. Evaluation by management of the 

   auditor's performance. 

   C. Acknowledgment of management 

   responsibility for the financial 

   statements. 

   D. Agreement by management to engage 

   the auditor for the next annual audit. 

[1277] Source: CMA 1287 3-12 

Attribute sampling in statistical sampling is 

   A. A method of sampling that divides 

   the population into strata and then 

   selects random samples from the strata. 

   B. A procedure used to determine an 

   estimated occurrence rate of a 

   particular characteristic in a population. 

   C. A method of sampling in which 

   individual items are drawn at random 

   from a population so that each sample 

   of a given size has an equal chance of 

   being selected. 

   D. A procedure in which each 

   characteristic selected permits a 

   specified probability of locating an 

   occurrence in a population. 

[1278] Source: CMA 1287 3-13 

The upper precision limit in statistical 

sampling is 

   A. A statistical measure, at a specified 

   reliability level, of the maximum rate of 

   occurrence of an attribute. 

   B. The percentage of items in a sample 

   that possess a particular attribute. 

   C. The percentage of items in a 

   population that possess a particular 

   attribute. 

   D. The maximum rate of exception that 

   the auditor would be willing to accept 

   in the population without altering the 

   planned reliance on the attribute. 

[1279] Source: CMA 1287 3-14 

The tolerable rate of occurrence in 

statistical sampling is 

   A. A statistical measure, at a specified 

   reliability level, of the maximum rate of 

   occurrence of an attribute. 

   B. The percentage of items in a sample 

   that possess a particular attribute. 

   C. The percentage of items in a 

   population that possess a particular 

   attribute. 

   D. The maximum rate of exception that 

   the auditor would be willing to accept 

   in the population without altering the 

   planned reliance on the attribute. 

[1280] Source: CMA 1287 3-15 

Alpha risk in statistical sampling is 

   A. Related to nonsampling risk. 

   B. The risk that a material misstatement 

   will occur in a financial statement 

   assertion and the audit will not detect it. 

   C. The risk of deciding a book balance 

   is materially misstated when it is fairly 

   stated. 

   D. The risk of selecting a sample that is 

   too small. 

[1281] Source: CMA 0688 3-17 

Documentary evidence is one of the 

principal types of corroborating information 

used by an auditor to substantiate an 

opinion. Which one of the following 

examples of documentary evidence would 

be the most reliable? 

   A. Time tickets. 

   B. Material requisition slips. 

   C. Copies of sales invoices. 

   D. Bank statements. 

[1282] Source: CMA 0688 3-18 

The auditor should be able to evaluate, as 

well as collect evidence. When evaluating 

and interpreting evidence, the auditor must 

be concerned about drawing unwarranted 

conclusions. An example of a valid 

conclusion is 

   A. Existence of a company car 

   determined from the examination of a 

   paid invoice. 

   B. Client ownership determined from 

   inquiries about consigned goods and 

   inventories at outside locations. 

   C. Proper accounts payable cutoff at 

   year-end determined from a review of 

   raw material requisitions. 

   D. Correct inventory valuation 

   determined from observation of 

   physical inventory counts. 

[1283] Source: CMA 0688 3-19 

All of the following are examples of 

substantive tests to verify the valuation of 

net accounts receivable except the 

   A. Recomputation of the allowance for 

   bad debts. 

   B. Inspection of accounts for current 

   versus noncurrent status in the statement 

   of financial position. 

   C. Inspection of the accounts receivable 

   aging schedule. 

   D. Comparison of the allowance for 

   bad debts with past periods. 

[1284] Source: CMA 0688 3-20 

An auditor may use either of two statistical 

sampling approaches in substantive testing, 

probability-proportional-to-size (PPS) 

sampling and classical variables sampling. 

PPS sampling is primarily applicable in 

testing for 

   A. The number of errors in a year-end 

   sales cutoff. 

   B. An overstatement of accounts 

   receivable. 

   C. A credit balance in accounts 

   receivable. 

   D. An understatement of accounts 

   payable. 

[1285] Source: CMA 0688 3-21 

An auditor would use variables sampling to 

   A. Determine the total estimated value 

   of ending merchandise inventory. 

   B. Determine the number of inventory 

   items improperly costed. 

   C. Determine how often credit sales of 

   a certain magnitude were not approved. 

   D. Estimate how often sales invoices 

   were not verified for mathematical 

   accuracy. 

[1286] Source: CMA 0688 3-22 

If the financial statements taken as a whole 

are not presented fairly in conformity with 

generally accepted accounting principles, 

the auditor must express a(n) 

   A. Unqualified opinion. 

   B. Qualified opinion. 

   C. Except for opinion. 

   D. Adverse opinion. 

[1287] Source: CMA 0689 3-14 

An internal control objective in the revenue 

cycle is to insure that recorded sales are 

valid and documented. Which evidence is 

least likely to satisfy that objective? 

   A. Bills of lading exist for all invoices. 

   B. Customer purchase orders support 

   invoices. 

   C. Shipping documents exist for all 

   invoices. 

   D. Credit sales have been approved by 

   the credit department. 

[1288] Source: CMA 0689 3-19 

The most reliable forms of documentary 

evidence are those documents that are 

   A. Prenumbered. 

   B. Internally generated. 

   C. Issued sequentially. 

   D. Authorized by a responsible official. 

[1289] Source: CMA 0689 3-20 

The probability that an auditor's conclusion 

based on a sample might be different from 

the conclusion based on an audit of the 

entire population is the concept of 

   A. Sampling risk. 

   B. Confidence levels. 

   C. Statistical sampling. 

   D. Tolerable rate. 

[1290] Source: CMA 0690 3-24 

In planning an audit, the auditor considers 

audit risk. Audit risk is the 

   A. Susceptibility of an assertion to 

   material misstatement assuming there 

   are no related internal control policies 

   and procedures. 

   B. Risk that a material misstatement in 

   an assertion will not be prevented or 

   detected on a timely basis by the client's 

   internal control policies and 

   procedures. 

   C. Risk that the auditor's procedures for 

   verifying account balances will not 

   detect a material misstatement that in 

   fact exists. 

   D. Risk that the auditor may 

   unknowingly fail to appropriately 

   modify the opinion on financial 

   statements that are materially misstated. 

[1291] Source: CMA 0689 3-21 

If fraud or gross error is suspected in the 

population, the auditor would most likely 

use 

   A. Variables sampling. 

   B. Attribute sampling. 

   C. Discovery sampling. 

   D. Dollar-unit sampling. 

[1292] Source: CMA 0690 3-29 

Substantive tests to meet audit objectives for 

inventories include comparisons with prior 

years, budget expectations, and industry 

averages. If unusual fluctuations or results 

are obtained, the auditor should make a 

further investigation. The most logical cause 

of an unusually low gross profit rate is the 

   A. Overstatement of ending inventory. 

   B. Overstatement of sales. 

   C. Understatement of ending inventory. 

   D. Overstatement of product warranty 

   costs. 

[1293] Source: CMA 0690 3-30 

Substantive tests to meet audit objectives for 

sales include comparisons with prior years, 

budget expectations, and industry averages. 

If tests indicate that cost of goods sold as a 

percentage of sales is several percentage 

points above the industry average, the 

auditor should investigate the reason for the 

margin of difference. The most logical cause 

of the difference between the industry 

average and a company's cost of goods sold 

as a percentage of sales is that 

   A. Company products are low quality 

   items and there is a wide margin 

   between the cost of the items and the 

   sales price. 

   B. The company may be pricing its 

   products too high. 

   C. There could be an overstatement 

   error in sales. 

   D. The company may be pricing its 

   products too low. 

[1294] Source: CMA 1290 2-1 

Audit risk is composed of 

   A. Tolerable error risk, sampling error 

   risk, and inherent risk. 

   B. Tolerable rate risk, sampling risk, 

   and inherent risk. 

   C. Allowance for sampling risk, 

   allowance for nonsampling risk, and 

   allowance for inherent risk. 

   D. Inherent risk, control risk, and 

   detection risk. 

[1295] Source: CMA 1290 2-2 

When the auditor performs tests of controls, 

the primary concern is 

   A. Incorrect acceptance of an account 

   balance. 

   B. Incorrect rejection of an account 

   balance. 

   C. Assessing control risk too low. 

   D. Assessing control risk too high. 

[1296] Source: CMA 0692 2-28 

The most reliable form of evidence, other 

than subsequent cash receipts, concerning 

the validity of a note receivable balance is 

a(n) 

   A. Bill of lading. 

   B. Confirmation. 

   C. Customer purchase order. 

   D. Sales invoice. 

[1297] Source: CMA 1290 2-3 

When the auditor performs substantive tests 

of balances, the primary concern is 

   A. Assessing control risk too high. 

   B. Assessing control risk too low. 

   C. Incorrect rejection of an account 

   balance. 

   D. Incorrect acceptance of an account 

   balance. 

[1298] Source: CMA 0692 2-29 

Analytical procedures are audit methods of 

evaluating financial statement accounts by 

studying and comparing relationships among 

financial and nonfinancial data. The purpose 

of analytical procedures is to 

   A. Decide on matters to be covered in 

   an engagement letter. 

   B. Identify the appropriate schedules to 

   be prepared by the client. 

   C. Identify the types of errors or fraud 

   that can occur in transactions. 

   D. Identify unusual conditions that 

   deserve additional audit effort. 

[1299] Source: CMA 0692 2-30 

If the financial statements contain a 

departure from an official pronouncement of 

the Financial Accounting Standards Board 

that has a material effect on the financial 

statements, the auditor must express a(n) 

   A. Adverse opinion. 

   B. Qualified opinion. 

   C. Disclaimer of opinion. 

   D. An adverse opinion or a qualified 

   opinion. 

[1300] Source: CIA 0594 III-1 

Which of the following is not a true 

statement about the relationship between 

internal auditors and external auditors? 

   A. External auditors must assess the 

   competence and objectivity of internal 

   auditors. 

   B. There may be periodic meetings 

   between internal and external auditors 

   to discuss matters of mutual interest. 

   C. There may be an exchange of audit 

   reports and management letters. 

   D. Internal auditors may provide audit 

   programs and workpapers to external 

   auditors. 

[1301] Source: CIA 0592 II-8 

The foreign subsidiary's auditors would like 

to rely on some of the work performed by 

the parent company's audit firm, but they 

need to review the working papers first. 

They have asked you for copies of the parent 

company's audit firm's working papers. 

What is the most appropriate response to the 

foreign subsidiary's auditors? 

   A. Provide copies of the working 

   papers without notifying the parent 

   company's audit firm. 

   B. Notify the parent company's auditors 

   of the situation and request that they 

   either provide the working papers or 

   authorize you to do so. 

   C. Provide copies of the working 

   papers and notify the parent company's 

   audit firm that you have done so. 

   D. Provide copies of the working 

   papers if the foreign subsidiary's 

   auditors guarantee confidentiality. 

[1302] Source: CIA 0592 II-9 

The foreign subsidiary's audit firm wants to 

rely on an audit of a function at the parent 

company. The audit was conducted by the 

internal auditing department. To place 

reliance on the work performed, the foreign 

subsidiary's auditors have requested copies 

of the working papers. What is the most 

appropriate response to the foreign 

subsidiary's auditors? 

   A. Provide copies of the working 

   papers. 

   B. Ask the parent company's audit firm 

   if it is appropriate to release the 

   working papers. 

   C. Ask the Audit Committee for 

   permission to release the working 

   papers. 

   D. Ask the foreign subsidiary if it is 

   appropriate to release the working 

   papers. 

[1303] Source: CIA 0594 III-90 

In recent years, which two factors have 

changed the relationship between internal 

auditors and external auditors so that 

internal auditors are partners rather than 

subordinates? 

   A. The increasing liability of external 

   auditors and the increasing 

   professionalism of internal auditors. 

   B. The increasing professionalism of 

   internal auditors and the evolving 

   economics of external auditing. 

   C. The increased reliance on 

   computerized accounting systems and 

   the evolving economics of external 

   auditing. 

   D. The globalization of audit entities 

   and the increased reliance on 

   computerized accounting systems. 

[1304] Source: CIA 0592 II-3 

To improve audit efficiency, internal 

auditors can rely upon the work of external 

auditors if it is 

   A. Performed after the internal audit. 

   B. Primarily concerned with 

   operational objectives and activities. 

   C. Coordinated with the internal audit. 

   D. Conducted in accordance with the 

   IIA Code of Ethics. 

[1305] Source: CIA 0591 I-21 

The director of internal auditing plans to 

meet with the independent outside auditor to 

discuss joint efforts regarding an upcoming 

audit of the company's pension plan. The 

independent outside auditor has performed 

all audit work in this area in the past. The 

director's objective is to 

   A. Determine if audit work in this area 

   could not be performed exclusively by 

   internal auditing. 

   B. Coordinate the pension audit so as to 

   fulfill the scope of work standard and 

   not duplicate work of the independent 

   outside auditor. 

   C. Ascertain which account balances 

   have been tested by the independent 

   outside auditor so that internal auditing 

   may test the internal controls to 

   determine the reliability of these 

   balances. 

   D. Determine whether the independent 

   outside auditor's audit techniques, 

   methods, and terminology should be 

   used by internal auditing in this area to 

   conform with past audit work or to use 

   techniques consistent with those used by 

   other internal auditors. 

[1306] Source: CMA 0694 2-7 

An auditor should be able to collect and 

evaluate documentary evidence. When 

evaluating and interpreting evidence, the 

auditor must be concerned about drawing 

unwarranted conclusions. An example of a 

valid conclusion is 

   A. Correct inventory valuation 

   determined from observation of 

   physical inventory counts. 

   B. Proper accounts payable cutoff at 

   year-end determined from a review of 

   raw materials requisitions. 

   C. Existence of a company car 

   determined from the examination of a 

   paid invoice. 

   D. Client ownership determined from 

   outside inquiries about consigned 

   goods. 

[1307] Source: CMA 0694 2-8 

The probability that an auditor's conclusion 

based on a sample might be different from 

the conclusion based on an audit of the 

entire population is the concept of 

   A. Sampling risk. 

   B. Control risk. 

   C. Overreliance. 

   D. Tolerable rate. 

[1308] Source: CMA 0694 2-9 

If fraud or gross error is suspected in the 

population, the auditor would most likely 

use 

   A. Variables sampling. 

   B. Attribute sampling. 

   C. Discovery sampling. 

   D. Dollar-unit sampling. 

[1309] Source: CMA 1294 2-25 

An auditor may express an unqualified 

opinion with an explanatory paragraph in all 

the following circumstances except a(n) 

   A. Substantial doubt about an entity's 

   going-concern status accounted for in 

   conformity with generally accepted 

   accounting principles. 

   B. Opinion based in part on the report 

   of another auditor. 

   C. Scope limitation resulting from 

   inadequate client records. 

   D. Lack of consistency in the 

   application of accounting principles that 

   has a material effect on comparability. 

[1310] Source: CMA 1294 2-26 

When an auditor for some reason is not 

independent of the client, the report issued 

should be a(n) 

   A. Unqualified report. 

   B. Unqualified report with explanatory 

   language. 

   C. Qualified report. 

   D. Disclaimer. 

[1311] Source: CMA 1294 2-27 

The five broad categories of financial 

statement assertions include all of the 

following except 

   A. Existence or occurrence. 

   B. Materiality or risk. 

   C. Rights and obligations. 

   D. Valuation or allocation. 

[1312] Source: CMA 1294 2-28 

To have sufficient, competent evidential 

matter, an auditor must have both underlying 

accounting data and corroborating 

information. Corroborating information 

includes 

   A. Books of original entry. 

   B. Informal and memorandum records 

   such as worksheets. 

   C. General and subsidiary ledgers. 

   D. Documents such as checks and 

   invoices. 

[1313] Source: CMA 1294 2-29 

The steps that an audit firm should take prior 

to accepting an audit engagement include all 

of the following except 

   A. Obtaining a thorough understanding 

   of the client's business. 

   B. Evaluating independence. 

   C. Assessing the firm's competence to 

   perform the audit. 

   D. Determining the firm's ability to use 

   due professional care. 

[1314] Source: CMA 1295 2-19 

Included in Fisher Company's financial 

statements at December 31, 2001 is 

   A. A write-off of inventory lost in the 

   fire. 

   B. A note disclosing the effect of the 

   warehouse fire on Fisher's operations 

   but no inventory adjustment. 

   C. Nothing related to the bankruptcy or 

   the fire. 

   D. A description of the causes of the 

   customer's bankruptcy. 
[1315] Source: CMA 1295 2-20 

Fisher Company's accounts receivable 

balance as reported in its annual report at 

December 31, 2001 is 

   A. Includes the amount due for 

   insurance proceeds related to the fire. 

   B. Reflects the estimated write-down of 

   the receivable from the bankrupt 

   customer. 

   C. Is unchanged by these events after its 

   year-end. 

   D. Is higher than at the beginning of the 

   year. 

[1316] Source: CMA 0688 3-23 

When two or more auditing firms participate 

in an audit, one firm should be the principal 

auditor. If the principal auditor refers to 

another auditor in a report on an audit that 

would otherwise result in an unqualified 

opinion, the audit report issued should 

contain a(n) 

   A. Unqualified opinion. 

   B. Qualified opinion. 

   C. Except for opinion. 

   D. Disclaimer of opinion. 

[1317] Source: CMA 1294 2-30 

Inherent risk is 

   A. The susceptibility of an assertion to 

   a material misstatement, assuming that 

   there are no related internal control 

   policies or procedures. 

   B. The risk that the auditor may 

   unknowingly fail to appropriately 

   modify his or her opinion on financial 

   statements that are materially misstated. 

   C. The risk that a material misstatement 

   that could occur in an assertion will not 

   be prevented or detected on a timely 

   basis by the entity's internal control 

   policies or procedures. 

   D. The risk that the auditor will not 

   detect a material misstatement that 

   exists in an assertion. 

[1318] Source: CMA 0679 3-23 

The primary reason for an audit by an 

independent, external audit firm is 

   A. To guarantee that there are no 

   misstatements in the financial 

   statements. 

   B. To relieve management of 

   responsibility for the financial 

   statements. 

   C. To provide increased assurance to 

   users as to the fairness of the financial 

   statements. 

   D. To insure that any fraud will be 

   discovered. 

[1319] Source: CMA 1278 3-21 

Generally accepted auditing standards 

consist of general standards, standards of 

field work, and standards of reporting. The 

standards of field work include which one 

of the following? 

   A. The audit is to be performed by a 

   person or persons having adequate 

   technical training. 

   B. In all matters relating to the 

   assignment, an independence of mental 

   attitude is essential. 

   C. The work is to be adequately 

   planned and assistants, if any, are to be 

   properly supervised. 

   D. Due professional care is to be 

   exercised in the planning and 

   performance of the audit. 

[1320] Source: CMA 0679 3-27 

The independence of the external audit firm 

will be considered to be impaired if 

   A. The audit firm has served as the 

   external auditor for many years. 

   B. The partner in charge of the audit is a 

   personal friend of the chair of the board 

   of the client corporation. 

   C. The audit firm provides consulting 

   services to the client. 

   D. The partner in charge of the audit 

   owns an insignificant amount of stock in 

   the client corporation. 

[1321] Source: CMA 0684 3-34 

The communication between an external 

auditor and a client is confidential. 

Ordinarily, 

   A. The client is not required to answer 

   an external auditor's questions in certain 

   circumstances. 

   B. An external auditor is not permitted 

   to testify in a court of law without the 

   permission of the client. 

   C. An external auditor is not required to 

   divulge client information even if 

   demanded by a subpoena. 

   D. An external auditor should not 

   disclose information obtained in the 

   course of the engagement without the 

   client's permission. 

[1322] Source: CMA 0680 3-24 

Gill & Co., CPAs, are the external auditors 

for Auto Mufflers, Inc. (AM). AM has a 

well-trained internal audit staff, including 

several former Gill staff auditors. Which of 

the following is most accurate? 

   A. Gill is precluded from relying on any 

   of AM's internal audit reports because 

   to do so would be a breach of Gill's 

   independence. 

   B. Gill may use AM's internal audit 

   staff members to perform certain steps 

   in Gill's accounts receivable audit 

   program. 

   C. AM's internal audits performed 

   during the past year will contribute 

   almost nothing to Gill's compliance 

   testing. 

   D. Gill may omit substantive testing on 

   one of AM's small subsidiaries because 

   of the extent of the internal audits 

   performed during the year. 

[1323] Source: CMA 1278 3-15 

The effect of a satisfactory internal audit 

function upon the work of the independent 

auditor will most likely be 

   A. A reduction in the scope of audit 

   procedures necessary by the 

   independent auditor. 

   B. A substitution of the work of the 

   internal auditor for the work of the 

   independent auditor. 

   C. A substitution of the internal 

   auditor's opinion of the financial 

   statements in place of the independent 

   auditor's opinion. 

   D. An acceptance of the financial 

   statements as a fair representation of 

   financial position and results of 

   operations. 

[1324] Source: CMA 0695 4-28 

Which of the following best describe the 

interrelated components of internal control? 

   A. Organizational structure, 

   management philosophy, and planning. 

   B. Control environment, risk 

   assessment, control activities, 

   information and communication 

   systems, and monitoring. 

   C. Risk assessment, backup facilities, 

   responsibility accounting, and natural 

   laws. 

   D. Legal environment of the firm, 

   management philosophy, and 

   organizational structure. 

[1325] Source: CMA 0678 3-13 

A corporation maintains an internal audit 

department, the head of which reports 

directly to the president. Which of the 

following statements best describes the 

relationship between the internal auditors 

and an independent auditor? 

   A. The independent auditor may not 

   make use of internal auditors to provide 

   direct assistance in performing any 

   substantive or compliance tests. 

   B. The independent auditor should 

   consider the work performed by the 

   internal auditors in determining the 

   nature, timing, and extent of his/her own 

   auditing procedures. 

   C. The independent auditor should 

   coordinate his/her work with that of the 

   internal auditors to make certain that 

   there is no duplication of tests or 

   procedures. 

   D. The independent auditor should 

   avoid inspecting the working papers 

   and reports of the internal auditors in 

   order to avoid vias in his/her own 

   examination. 

[1326] Source: CMA 0680 3-22 

A proof of cash used by an auditor 

   A. Proves that the client's year-end 

   balance of cash is fairly stated. 

   B. Confirms that the client has properly 

   separated the custody function from the 

   recording function with respect to cash. 

   C. Validates that the client's bank did 

   not make an error during the period 

   being examined. 

   D. Determines if there were any 

   unauthorized disbursements or 

   unrecorded deposits for the given 

   period. 

[1327] Source: CMA 0680 3-23 

Which of the following statements regarding 

the confirmation of accounts payable is true? 

   A. The confirmation of accounts 

   payable must be done exclusively by the 

   internal audit staff. 

   B. The confirmation of accounts 

   payable contributes little or nothing to 

   determining whether unrecorded 

   accounts payable exist. 

   C. The confirmation of accounts 

   payable must be done exclusively by the 

   independent auditor. 

   D. The confirmation of accounts 

   payable is an important method of 

   establishing the existence of unrecorded 

   accounts payable. 

[1328] Source: CMA 1278 3-18 

Confirming accounts receivable is an audit 

procedure that generally is performed 

exclusively by the independent auditor or by 

   A. The internal auditor exclusively. 

   B. Regulatory auditors exclusively. 

   C. Both independent and internal 

   auditors. 

   D. Neither independent nor internal 

   auditors. 

[1329] Source: CMA 0678 3-17 

Which of the following audit tests or 

procedures would generally be performed 

during year-end field work? 

   A. Examination of employee 

   authorizations for medical insurance 

   withholdings. 

   B. Count of petty cash. 

   C. Examination of lease agreements. 

   D. Analysis of a cutoff bank statement. 

[1330] Source: CMA 0678 3-18 

Which of the following statements best 

describes a positive request for 

confirmation of an accounts receivable 

balance? 

   A. The confirmee will be asked to 

   indicate to the auditor the current 

   balance in the account. 

   B. The confirmee will be asked to 

   respond to the confirmation request only 

   if the balance indicated in the request is 

   incorrect. 

   C. The confirmee will be asked to 

   inform the auditor whether the balance 

   indicated in the request is correct and to 

   respond regardless of whether such 

   stated balance is correct. 

   D. The confirmee will be asked to 

   indicate to the auditor the balance in 

   his/her account only if it is positive 

   (i.e., greater than zero). 

[1331] Source: Publisher 

Other than a full financial statement audit, 

which is the highest level of assurance that 

an accountant provides regarding the 

financial statements of a nonpublic entity? 

   A. A review. 

   B. A confirmation. 

   C. A compilation. 

   D. A submission of unaudited financial 

   statements meeting only minimum 

   requirements. 

[1332] Source: Publisher 

Which of the following steps would an 

accountant perform when conducting a 

review meeting only minimum requirements 

but not a compilation of financial 

statements? 

   A. Test transactions and account 

   balances. 

   B. Evaluate internal control. 

   C. Check clerical accuracy of financial 

   statements. 

   D. Obtain a representation letter from 

   management. 

[1333] Source: CMA 1278 3-19 

In performing an audit, which one of the 

following procedures would be considered 

a substantive test? 

   A. Comparing last year's interest 

   expense with this year's interest 

   expense. 

   B. Comparing signatures on checks with 

   the signatures of authorized check 

   signers. 

   C. Reviewing initials on receiving 

   documents. 

   D. Reviewing procedures, followed in 

   receiving, depositing, and disbursing of 

   cash. 

[1334] Source: CMA 0680 3-25 

A firm wants to obtain an unqualified 

opinion from its external auditor. Which one 

of the following situations would most 

likely lead to a firm's external auditor's 

issuance of a qualified opinion, assuming 

the amounts involved are material? 

   A. The client agreed to disclose illegal 

   kickbacks in the financial statements. 

   B. The client's financial statements 

   reflected the use of an accounting 

   principle that had substantial 

   authoritative support but was not an 

   officially established principle, and the 

   external auditor agreed with the client's 

   presentation. 

   C. The client changed the method of 

   accounting for machinery depreciation 

   from the units-of-production method to 

   the sum-of-the-years'-digits method 

   without providing reasonable justification. 

   D. The external auditor was unable to 

   determine with certainty the fairness of 

   the allowance for doubtful accounts 

   using normal procedures because of the 

   large volume of customer accounts; 

   consequently, extended procedures 

   were employed by the external auditor. 

[1335] Source: CMA 1281 3-24 

An external auditor discovers that a payroll 

supervisor of the firm being audited has 

misappropriated $10,000. The firm's total 

assets and before-tax net income are $14 

million and $3 million, respectively. 

Assuming there are no other issues that will 

affect the report, the external auditor's report 

would most likely contain a(n) 

   A. Disclaimer of opinion. 

   B. Adverse opinion. 

   C. Scope qualification. 

   D. Unqualified opinion. 

[1336] Source: CMA 0697 2-1 

The auditor may express an unqualified 

opinion with an explanatory paragraph 

under all of the following circumstances 

except 

   A. A scope limitation resulting from the 

   client's refusal to permit confirmation of 

   receivables. 

   B. For uncertainty accounted for in 

   conformity with generally accepted 

   accounting principles. 

   C. A substantial doubt about an entity's 

   going-concern status accounted for in 

   conformity with generally accepted 

   accounting principles. 

   D. An opinion based in part on the 

   report of another auditor. 

[1337] Source: CMA 0697 2-5 

According to generally accepted auditing 

standards, the audit report identifies those 

circumstances in which accounting 

principles have not been followed 

consistently except 

   A. Changes in business conditions, such 

   as the acquisition of a subsidiary 

   company. 

   B. A change from a principle that is 

   generally accepted to one that is not 

   generally accepted. 

   C. Changes in the reporting of 

   subsidiaries from individual subsidiary 

   reporting to consolidated financial 

   statements. 

   D. A change from capitalizing and 

   amortizing a cost to recording it as an 

   expense when incurred because future 

   benefits are now doubtful. 

[1338] Source: CMA 0697 2-6 

The components of audit risk include 

inherent risk, control risk, and detection 

risk. Detection risk is the 

   A. Risk that a material misstatement that 

   could occur in an assertion will not be 

   prevented by the entity's internal control 

   or detected on a timely basis. 

   B. Risk that the sample supports the 

   conclusion that the recorded account 

   balance is materially misstated when it 

   is not. 

   C. Susceptibility of an assertion to a 

   material misstatement, assuming that 

   there are no related controls. 

   D. Risk that the auditor will not find a 

   material misstatement that exists in an 

   assertion. 

[1339] Source: Publisher 

If a financial manager/management 

accountant has a problem in identifying 

unethical behavior or resolving an ethical 

conflict, the first action (s)he should 

normally take is to 

   A. Consult the board of directors. 

   B. Discuss the problem with his/her 

   immediate superior. 

   C. Notify the appropriate law enforcement agency. 

   D. Resign from the company. 

[1340] Source: Publisher 

Sheila is a financial manager who has 

discovered that her company is violating 

environmental regulations. If her immediate 

superior is involved, her appropriate action 

is to 

   A. Do nothing since she has a duty of 

   loyalty to the organization. 

   B. Consult the audit committee. 

   C. Present the matter to the next higher 

   managerial level. 

   D. Confront her immediate superior. 

[1341] Source: Publisher 

If a financial manager/management 

accountant discovers unethical conduct in 

his/her organization and fails to act, (s)he 

will be in violation of which ethical 

standard(s)? 

   A. "Actively or passively subvert the 

   attainment of the organization's 

   legitimate and ethical objectives." 

   B. "Communicate unfavorable as well 

   as favorable information." 

   C. "Condone the commission of such 

   acts by others within their 

   organizations." 

   D. All of the answers are correct. 

[1342] Source: Publisher 

The IMA Code of Ethics requires a financial 

manager/management accountant to follow 

the established policies of the organization 

when faced with an ethical conflict. If these 

policies do not resolve the conflict, the 

financial manager/management accountant 

should 

   A. Consult the board of directors 

   immediately. 

   B. Discuss the problem with the 

   immediate superior if (s)he is involved 

   in the conflict. 

   C. Communicate the problem to 

   authorities outside the organization. 

   D. Contact the next higher managerial 

   level if initial presentation to the 

   immediate superior does not resolve the 

   conflict. 

[1343] Source: Publisher 

Under the express terms of the IMA Code of 

Ethics, a financial manager/management 

accountant may not 

   A. Advertise. 

   B. Encroach on the practice of another 

   financial manager/management 

   accountant. 

   C. Disclose confidential information 

   unless authorized or legally obligated. 

   D. Accept other employment while 

   serving as a financial 

   manager/management accountant. 

[1344] Source: Publisher 

A financial manager/management accountant 

discovers a problem that could mislead 

users of the firm's financial data and has 

informed his/her immediate superior. (S)he 

should report the circumstances to the audit 

committee and/or the board of directors only 

if 

   A. The immediate superior, who reports 

   to the chief executive officer, knows 

   about the situation but refuses to correct 

   it. 

   B. The immediate superior assures the 

   financial manager/management 

   accountant that the problem will be 

   resolved. 

   C. The immediate superior reports the 

   situation to his/her superior. 

   D. The immediate superior, the firm's 

   chief executive officer, knows about the 

   situation but refuses to correct it. 

[1345] Source: Publisher 

In which situation is a financial 

manager/management accountant permitted 

to communicate confidential information to 

individuals or authorities outside the firm? 

   A. There is an ethical conflict and the 

   board has refused to take action. 

   B. Such communication is legally 

   prescribed. 

   C. The financial manager/management 

   accountant knowingly communicates the 

   information indirectly through a 

   subordinate. 

   D. An officer at the financial 

   manager/management accountant's bank 

   has requested information on a 

   transaction that could influence the 

   firm's stock price. 

[1346] Source: Publisher 

Which ethical standard is most clearly 

violated if a financial manager/management 

accountant knows of a problem that could 

mislead users but does nothing about it? 

   A. Competence. 

   B. Legality. 

   C. Objectivity. 

   D. Confidentiality. 

[1347] Source: Publisher 

The IMA Code of Ethics includes an 

integrity standard, which requires the 

financial manager/management accountant to 

   A. Identify and make known anything 

   that may hinder his/her judgment or 

   prevent satisfactory completion of any 

   duties. 

   B. Report any relevant information that 

   could influence users of financial 

   statements. 

   C. Disclose confidential information 

   when authorized by his/her firm or 

   required under the law. 

   D. Refuse gifts from anyone. 

[1348] Source: Publisher 

The IMA Code of Ethics includes a 

competence standard, which requires the 

financial manager/management accountant to 

   A. Report information, whether 

   favorable or unfavorable. 

   B. Develop his/her professional 

   proficiency on a continual basis. 

   C. Discuss ethical conflicts and 

   possible courses of action with an 

   unbiased counselor. 

   D. Discuss, with subordinates, their 

   responsibilities regarding the 

   disclosure of information about the 

   firm. 

[1349] Source: Sample QE-1 

According to Statements on Management 

Accounting Number 1C (SMA 1C) 

(revised), Standards of Ethical Conduct for 

Practitioners of Management Accounting 

and Financial Management, a practitioner 

has a responsibility to recognize 

professional limitations. Under which 

standard of ethical conduct would this 

responsibility be included? 

   A. Competency. 

   B. Confidentiality. 

   C. Integrity. 

   D. Objectivity. 
CMA 1E
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Answer Sheet
[1108] Source: Publisher 

   Answer (A) is correct. Earnings per 

   share is a profitability ratio. It measures 

   the level of profitability of the firm on a 

   per share basis. 

   Answer (B) is incorrect because 

   activity ratios measure management's 

   efficiency in using specific resources. 

   Answer (C) is incorrect because 

   liquidity ratios indicate the ability of a 

   company to meet short-term obligations. 

   Answer (D) is incorrect because 

   leverage or equity ratios concern the 

   relationship of debt to equity and 

   measure the impact of the debt on 

   profitability and risk. 

[1109] Source: CIA 0590 IV-47 

   Answer (A) is correct. The acid test or 

   quick ratio equals the ratio of the quick 

   assets (cash, net accounts receivable, 

   and marketable securities) divided by 

   current liabilities. Current assets equal 

   the quick assets plus inventory and 

   prepaid expenses. This question 

   assumes that the entity has no prepaid 

   expenses. Given current assets of 

   $5,000, inventory of $2,000, and no 

   prepaid expenses, the quick assets must 

   be $3,000. Because the acid test ratio is 

   2.0, the quick assets are double the 

   current liabilities. Current liabilities 

   therefore are equal to $1,500 ($3,000 

   quick assets ÷ 2.0). 

   Answer (B) is incorrect because $2,500 

   results from dividing the current assets 

   by 2.0. Current assets includes 

   inventory, which should not be included 

   in the calculation of the acid test ratio. 

   Answer (C) is incorrect because $3,500 

   results from adding inventory to current 

   assets rather than subtracting it. 

   Answer (D) is incorrect because 

   $6,000 results from multiplying the 

   quick assets by 2 instead of dividing by 

   2. 

[1110] Source: CMA 0688 4-16 

   Answer (A) is incorrect because, when 

   prices are rising, LIFO results in a 

   higher cost of goods sold and a lower 

   average inventory than under other 

   inventory cost flow assumptions. 

   Answer (B) is correct. The inventory 

   turnover ratio equals the cost of goods 

   sold divided by the average inventory. 

   LIFO assumes that the last goods 

   purchased are the first goods sold and 

   that the oldest goods purchased remain 

   in inventory. The result is a higher cost 

   of goods sold and a lower average 

   inventory than under other inventory 

   cost flow assumptions if prices are 

   rising. Because cost of goods sold (the 

   numerator) will be higher and average 

   inventory (the denominator) will be 

   lower than under other inventory cost 

   flow assumptions, LIFO produces the 

   highest inventory turnover ratio. 

   Answer (C) is incorrect because, when 

   prices are rising, LIFO results in a 

   higher cost of goods sold and a lower 

   average inventory than under other 

   inventory cost flow assumptions. 

   Answer (D) is incorrect because, when 

   prices are rising, LIFO results in a 

   higher cost of goods sold and a lower 

   average inventory than under other 

   inventory cost flow assumptions. 

[1111] Source: CMA 0688 4-12 

   Answer (A) is incorrect because cost of 

   sales equals average inventory times 

   inventory turnover. 

   Answer (B) is incorrect because cost of 

   sales equals average inventory times 

   inventory turnover. 

   Answer (C) is correct. Inventory 

   turnover equals cost of sales divided by 

   average inventory. The turnover ratio 

   and the beginning inventory are known. 

   If ending inventory can be determined, 

   average inventory and cost of sales can 

   also be calculated. The relationship 

   among the current ratio, acid test ratio, 

   and current liabilities facilitates this 

   calculation. The current ratio is the 

   ratio of current assets to current 

   liabilities. Thus, Beta's current assets 

   are 3.5 times its current liabilities. 

   Given that current liabilities at year-end 

   are $600,000, current assets at year-end 

   must be $2,100,000 (3.5 x $600,000). 

   The acid test ratio is equal to the ratio 

   of the sum of cash, net accounts 

   receivable, and short-term marketable 

   securities to current liabilities. 

   Accordingly, Beta's quick assets are 3.0 

   times its current liabilities. If current 

   liabilities at year-end are $600,000, the 

   quick assets are $1,800,000 (3.0 x 

   $600,000). The difference between 

   current assets and quick assets is equal 

   to inventory (assuming no prepaid 

   expenses are included in current 

   assets). Because current assets at 

   year-end are $2,100,000 and quick 

   assets are $1,800,000, ending inventory 

   must be $300,000. Average inventory is 

   equal to $400,000 [($500,000 

   beginning inventory + $300,000 ending 

   inventory) ÷ 2]. An inventory turnover 

   (cost of sales ÷ average inventory) of 

   8.0 indicates that cost of sales is 8.0 

   times average inventory. Cost of sales 

   is therefore equal to $3,200,000 (8.0 x 

   $400,000). 

   Answer (D) is incorrect because cost of 

   sales equals average inventory times 

   inventory turnover. 

[1112] Source: CIA 0586 IV-24 

   Answer (A) is incorrect because return 

   on investment cannot be determined 

   using the average collection period 

   ratio. 

   Answer (B) is correct. Return on 

   investment is equal to profit divided by 

   the average total assets. Asset turnover 

   is equal to net sales divided by average 

   total assets. Profit margin is equal to the 

   profit divided by net sales. Thus, 

   multiplying the asset turnover by the 

   profit margin results in the cancellation 

   of net sales from both ratios, leaving a 

   ratio composed of profit in the 

   numerator and average total assets in 

   the denominator, which equals return on 

   investment. 

   Answer (C) is incorrect because return 

   on investment cannot be determined 

   using the debt ratio. 

   Answer (D) is incorrect because return 

   on investment cannot be determined 

   using the fixed-charge coverage ratio. 

[1113] Source: CMA 0684 4-9 

   Answer (A) is incorrect because 

   increasing sales and expenses by the 

   same amount does not change net 

   income (sales - expenses). Increasing 

   the denominator without increasing the 

   numerator reduces the ratio. 

   Answer (B) is correct. If equal amounts 

   are added to the numerator and 

   denominator of a fraction that is less 

   than one, the ratio will increase. 

   Assuming that the ROI (net income ÷ 

   total assets) is less than one, keeping 

   sales constant while reducing expenses 

   and increasing total assets by equal 

   amounts will increase the ROI because 

   the increase in net income equals the 

   increase in total assets. 

   Answer (C) is incorrect because 

   decreasing the numerator without 

   changing the denominator reduces the 

   ratio. 

   Answer (D) is incorrect because equal 

   percentage changes in its elements 

   neither increase nor decrease the ratio. 

[1114] Source: CMA 0685 4-16 

   Answer (A) is incorrect because the 

   return on equity is based on the book 

   value in its calculation rather than the 

   market price of the common stock. 

   Answer (B) is incorrect because the 

   dividend payout ratio is based on the 

   book value in its calculation rather than 

   the market price of the common stock. 

   Answer (C) is incorrect because the 

   market-to-book ratio is based on the 

   book value in its calculation rather than 

   the market price of the common stock. 

   Answer (D) is correct. Dividend yield 

   equals dividends per common share 

   divided by the market price per 

   common share. Hence, a drop in the 

   market price of the stock will increase 

   this ratio, holding all else constant. 

[1115] Source: CMA 0688 4-1 

   Answer (A) is incorrect because the 

   current ratio equals current assets 

   divided by current liabilities. 

   Answer (B) is incorrect because the 

   current ratio equals current assets 

   divided by current liabilities. 

   Answer (C) is incorrect because the 

   current ratio equals current assets 

   divided by current liabilities. 

   Answer (D) is correct. The current ratio 

   equals the ratio of current assets to 

   current liabilities. Dividing $210,000 

   of current assets at year-end by $78,000 

   of current liabilities at year-end results 

   in a current ratio of 2.692. 

[1116] Source: CMA 0688 4-2 

   Answer (A) is incorrect because the 

   debt ratio equals total debt at year-end 

   divided by total assets at year-end. 

   Answer (B) is correct. The debt ratio is 

   equal to the total debt at year-end 

   divided by total assets at year-end. 

   Total debt at year-end is $153,000 

   ($78,000 current liabilities + $75,000 

   long-term debt). Total assets equal 

   $485,000 ($210,000 current assets + 

   $275,000 noncurrent assets). Thus, the 

   debt ratio is .315 ($153,000 ÷ 

   $485,000). 

   Answer (C) is incorrect because the 

   debt ratio equals total debt at year-end 

   divided by total assets at year-end. 

   Answer (D) is incorrect because the 

   debt ratio equals total debt at year-end 

   divided by total assets at year-end. 

[1117] Source: CMA 0688 4-3 

   Answer (A) is incorrect because the 

   receivables turnover ratio equals total 

   credit sales divided by average 

   accounts receivable. 

   Answer (B) is incorrect because the 

   receivables turnover ratio equals total 

   credit sales divided by average 

   accounts receivable. 

   Answer (C) is incorrect because the 

   receivables turnover ratio equals total 

   credit sales divided by average 

   accounts receivable. 

   Answer (D) is correct. The receivables 

   turnover ratio is equal to the total credit 

   sales divided by the average balance in 

   accounts receivable. The average 

   accounts receivable is equal to $85,000 

   [($70,000 beginning balance + 

   $100,000 ending balance) ÷ 2]. The 

   receivables turnover ratio is therefore 

   equal to 4.118 ($350,000 credit sales ÷ 

   $85,000 average receivables). 

[1118] Source: CMA 0688 4-4 

   Answer (A) is correct. Inventory 

   turnover in terms of days is determined 

   by dividing 365 by the inventory 

   turnover ratio. The inventory turnover 

   ratio is equal to the $160,000 cost of 

   goods sold divided by the $75,000 

   average balance in inventory [($80,000 

   beginning balance + $70,000 ending 

   balance) ÷ 2]. Hence, the inventory 

   turnover ratio is 2.133 times per year. 

   Dividing 365 by 2.133 results in an 

   inventory turnover of 171 days. 

   Answer (B) is incorrect because 

   inventory turnover in terms of days is 

   determined by dividing 365 days by the 

   inventory turnover ratio. The inventory 

   turnover ratio equals the cost of goods 

   sold divided by average inventory. 

   Answer (C) is incorrect because 

   inventory turnover in terms of days is 

   determined by dividing 365 days by the 

   inventory turnover ratio. The inventory 

   turnover ratio equals the cost of goods 

   sold divided by average inventory. 

   Answer (D) is incorrect because 

   inventory turnover in terms of days is 

   determined by dividing 365 days by the 

   inventory turnover ratio. The inventory 

   turnover ratio equals the cost of goods 

   sold divided by average inventory. 

[1119] Source: CMA 0688 4-5 

   Answer (A) is incorrect because the 

   total asset turnover ratio equals sales 

   divided by average total assets. 

   Answer (B) is correct. Total asset 

   turnover ratio is equal to $350,000 

   sales divided by average total assets. 

   The amount of average total assets is 

   equal to the average of beginning total 

   assets of $435,000 ($180,000 current 

   assets + $255,000 noncurrent assets) 

   and ending total assets of $485,000 

   ($210,000 current assets + $275,000 

   noncurrent assets). The total asset 

   turnover ratio is therefore equal to .761 

   ($350,000 ÷ $460,000). 

   Answer (C) is incorrect because the 

   total asset turnover ratio equals sales 

   divided by average total assets. 

   Answer (D) is incorrect because the 

   total asset turnover ratio equals sales 

   divided by average total assets. 

[1121] Source: CMA 0688 4-7 

   Answer (A) is correct. The 

   times-interest-earned ratio is equal to 

   earnings before interest and taxes 

   divided by interest expense. Earnings 

   before interest and taxes is equal to 

   $123,000 ($72,000 net income + 

   $3,000 interest expense + $48,000 

   income taxes). The 

   times-interest-earned ratio is therefore 

   41 ($123,000 ÷ $3,000 interest 

   expense). 

   Answer (B) is incorrect because the 

   times-interest-earned ratio equals 

   earnings before interest and taxes 

   divided by interest expense. 

   Answer (C) is incorrect because the 

   times-interest-earned ratio equals 

   earnings before interest and taxes 

   divided by interest expense. 

   Answer (D) is incorrect because the 

   times-interest-earned ratio equals 

   earnings before interest and taxes 

   divided by interest expense. 

[1122] Source: CMA 0685 4-14 

   Answer (A) is incorrect because market 

   price may be more or less than book 

   value. 

   Answer (B) is correct. Book value is 

   based on the financial statements, which 

   are stated in terms of historical cost and 

   nominal dollars. The figure can be 

   misleading because fair values may 

   differ substantially from book figures. 

   Answer (C) is incorrect because fair 

   value may be more accurate than the 

   carrying values if the historical cost 

   figures are out of date. 

   Answer (D) is incorrect because the 

   amount another company would pay 

   would be based on fair values, not book 

   values. 

[1123] Source: CMA 1280 4-1 

   Answer (A) is incorrect because both 

   the current ratio and the quick ratio 

   would increase. 

   Answer (B) is incorrect because both 

   the current ratio and the quick ratio 

   would increase. 

   Answer (C) is correct. Given that the 

   quick assets exceed current liabilities, 

   both the current and quick ratios exceed 

   one because the numerator of the current 

   ratio includes other current assets in 

   addition to the quick assets of cash, net 

   accounts receivable, and short-term 

   marketable securities. An equal 

   reduction in the numerator and the 

   denominator, such as a payment of a 

   trade payable, will cause each ratio to 

   increase. 

   Answer (D) is incorrect because both 

   the current ratio and the quick ratio 

   would increase. 

[1124] Source: CMA 1280 4-2 

   Answer (A) is incorrect because the 

   current ratio is decreased. 

   Answer (B) is correct. The purchase 

   increases both the numerator and 

   denominator of the current ratio by 

   adding inventory to the numerator and 

   payables to the denominator. Because 

   the ratio before the purchase was 

   greater than one, the ratio is decreased. 

   Answer (C) is incorrect because the 

   purchase of raw materials on account 

   has no effect on working capital 

   (current assets and current liabilities 

   change by the same amount). 

   Answer (D) is incorrect because the 

   purchase of raw materials on account 

   has no effect on working capital 

   (current assets and current liabilities 

   change by the same amount). 

[1125] Source: CMA 1280 4-3 

   Answer (A) is incorrect because 

   collecting current accounts receivable 

   does not create a net change in current 

   assets, quick assets, or current 

   liabilities, which means the current and 

   quick ratios are not changed. 

   Answer (B) is incorrect because 

   collecting current accounts receivable 

   does not create a net change in current 

   assets, quick assets, or current 

   liabilities, which means the current and 

   quick ratios are not changed. 

   Answer (C) is incorrect because 

   collecting current accounts receivable 

   does not create a net change in current 

   assets, quick assets, or current 

   liabilities, which means the current and 

   quick ratios are not changed. 

   Answer (D) is correct. Collecting 

   current accounts receivable has no 

   effect on either the current ratio or the 

   quick ratio because assets (both current 

   and quick) are reduced for the 

   collection of receivables and increased 

   by the same amount for the receipt of 

   cash. Current liabilities are unchanged 

   by the transaction. 

[1126] Source: CMA 1280 4-4 

   Answer (A) is incorrect because the 

   quick ratio was not affected. 

   Answer (B) is incorrect because the 

   quick ratio was not affected. 

   Answer (C) is incorrect because 

   working capital was decreased. 

   Answer (D) is correct. Writing off 

   obsolete inventory reduced current 

   assets, but not quick assets (cash, 

   receivables, and marketable securities). 

   Thus, the current ratio was reduced and 

   the quick ratio was unaffected. 

[1127] Source: CMA 1280 4-5 

   Answer (A) is correct. Given that five 

   times as many shares of stock are 

   outstanding, the book value per share of 

   common stock is one-fifth of the former 

   value after the split. 

   Answer (B) is incorrect because the 

   book value per share is decreased. 

   Answer (C) is incorrect because the 

   stock split does not change the amount 

   of shareholders' equity. 

   Answer (D) is incorrect because the 

   stock split does not change the amount 

   of shareholders' equity. 

[1128] Source: CMA 1280 4-6 

   Answer (A) is incorrect because the 

   bond issuance would also decrease the 

   current ratio and the quick ratio. 

   Answer (B) is incorrect because the 

   bond issuance would also decrease net 

   working capital and the quick ratio. 

   Answer (C) is incorrect because the 

   bond issuance would also decrease net 

   working capital and the current ratio. 

   Answer (D) is correct. The first 

   installment is a current liability; thus the 

   amount of current liabilities increases 

   with no corresponding increase in 

   current assets. The effect is to decrease 

   working capital, the current ratio, and 

   the quick ratio. 

[1129] Source: CMA 1280 4-7 

   Answer (A) is incorrect because the 

   quick ratio is affected to a greater 

   degree than the current ratio. 

   Answer (B) is correct. The numerators 

   of the quick and current ratios are 

   decreased when cash is expended. 

   Early payment of a long-term liability 

   has no effect on the denominator 

   (current liabilities). Since the numerator 

   of the quick ratio, which includes cash, 

   net receivables, and marketable 

   securities, is less than the numerator of 

   the current ratio, which includes all 

   current assets, the quick ratio is affected 

   to a greater degree. 

   Answer (C) is incorrect because the 

   quick ratio is affected to a greater 

   degree than the current ratio. 

   Answer (D) is incorrect because the 

   quick ratio is affected to a greater 

   degree than the current ratio. 

[1130] Source: CIA 1190 IV-40 

   Answer (A) is incorrect because the 

   current liabilities at year-end are 

   determined using the quick assets total 

   and the acid test ratio: Current 

   liabilities equals the quick assets 

   divided by the acid test ratio. 

   Answer (B) is correct. The acid test 

   ratio is equal to quick assets divided by 

   current liabilities. Thus, current 

   liabilities equal the $208,000 of quick 

   assets divided by the 2.6 acid test ratio. 

   Hence, current liabilities equal 

   $80,000. 

   Answer (C) is incorrect because the 

   current liabilities at year-end are 

   determined using the quick assets total 

   and the acid test ratio: Current 

   liabilities equals the quick assets 

   divided by the acid test ratio. 

   Answer (D) is incorrect because the 

   current liabilities at year-end are 

   determined using the quick assets total 

   and the acid test ratio: Current 

   liabilities equals the quick assets 

   divided by the acid test ratio. 

[1131] Source: CIA 1190 IV-41 

   Answer (A) is correct. Inventory is 

   equal to the difference between current 

   assets and quick assets (assuming no 

   prepaid expenses are included in 

   current assets). The current ratio is 

   equal to current assets divided by 

   current liabilities. Accordingly, 

   multiplying the current liabilities of 

   $80,000 by the current ratio of 3.5 gives 

   current assets of $280,000. Subtracting 

   the $208,000 of quick assets from the 

   $280,000 of current assets results in an 

   inventory balance of $72,000. 

   Answer (B) is incorrect because 

   inventory equals the difference between 

   current assets and quick assets 

   (assuming no prepaid expenses). 

   Multiplying the current liabilities by the 

   current ratio gives the current assets. 

   Subtracting the quick assets from the 

   current assets gives the inventory 

   balance. 

   Answer (C) is incorrect because 

   inventory equals the difference between 

   current assets and quick assets 

   (assuming no prepaid expenses). 

   Multiplying the current liabilities by the 

   current ratio gives the current assets. 

   Subtracting the quick assets from the 

   current assets gives the inventory 

   balance. 

   Answer (D) is incorrect because 

   inventory equals the difference between 

   current assets and quick assets 

   (assuming no prepaid expenses). 

   Multiplying the current liabilities by the 

   current ratio gives the current assets. 

   Subtracting the quick assets from the 

   current assets gives the inventory 

   balance. 

[1132] Source: CIA 1190 IV-42 

   Answer (A) is incorrect because asset 

   turnover equals net sales divided by 

   average total assets. 

   Answer (B) is incorrect because asset 

   turnover equals net sales divided by 

   average total assets. 

   Answer (C) is incorrect because asset 

   turnover equals net sales divided by 

   average total assets. 

   Answer (D) is correct. The asset 

   turnover ratio equals $1,800,000 of net 

   sales divided by $1,200,000 of average 

   total assets. The asset turnover ratio is 

   therefore equal to 1.5. 

[1133] Source: CMA 0685 4-13 

   Answer (A) is correct. A company with 

   high growth opportunities typically has 

   a high P-E ratio because investors are 

   willing to pay a price for the stock 

   higher than that justified by current 

   earnings. In effect, they are trading 

   current earnings for potential future 

   earnings. 

   Answer (B) is incorrect because a P-E 

   ratio cannot be computed when a firm 

   has losses. 

   Answer (C) is incorrect because a firm 

   with abnormally low profits could have 

   an extremely high, and thus 

   meaningless, P-E ratio. 

   Answer (D) is incorrect because the 

   P-E ratio expresses the relationship 

   between market price and a firm's EPS. 

[1134] Source: CMA 0685 4-17 

   Answer (A) is incorrect because no 

   determination can be made of the effect 

   on interest coverage without knowing 

   the amounts of income and interest 

   expense. 

   Answer (B) is correct. Because total 

   assets will be the same as the sum of 

   liabilities and equity, an increase in the 

   liabilities-to-equity ratio will 

   simultaneously increase the 

   liabilities-to-assets ratio. 

   Answer (C) is incorrect because the 

   return on equity may be increased or 

   decreased as a result of an increase in 

   the liabilities-to-equity ratio. 

   Answer (D) is incorrect because the 

   current ratio equals current assets 

   divided by current liabilities, and 

   additional information is necessary to 

   determine whether it would be affected. 

   For example, an increase in current 

   liabilities from short-term borrowing 

   would increase the liabilities-to-equity 

   ratio but decrease the current ratio. 

[1135] Source: CMA 0685 4-20 

   Answer (A) is incorrect because 50% 

   is the prior-year payout ratio. 

   Answer (B) is incorrect because 57.5% 

   is 115% of the prior-year payout ratio. 

   Answer (C) is correct. The prior-year 

   dividend payout ratio was 50%. Hence, 

   if prior-year net income was X, the total 

   dividend payout would have been 

   50%X. If earnings increase by 20%, 

   current year income will be 120%X. If 

   dividends increase by 15%, the total 

   dividends paid out will be 57.5%X 

   (115% x 50%X), and the new dividend 

   payout ratio will be 47.9% (57.5%X ÷ 

   120%X). 

   Answer (D) is incorrect because 78% 

   equals 65% of 120%. 

[1136] Source: CMA 0685 4-21 

   Answer (A) is correct. Dividend yield 

   is computed by dividing the dividend 

   per share by the market price per share. 

   The payout ratio (.6) is computed by 

   dividing dividends by net income per 

   share (EPS). The P-E ratio (12) is 

   computed by dividing the market price 

   per share by net income per share. 

   Thus, assuming that net income per 

   share (EPS) is $X, the market price 

   must be $12X and the dividends per 

   share $.6X (.6 x $X net income per 

   share). Consequently, the dividend 

   yield is 5.0% ($.6X dividend ÷ $12X 

   market price per share). 

   Answer (B) is incorrect because 7.2% 

   equals 12% times the payout ratio. 

   Answer (C) is incorrect because 7.5% 

   equals asset turnover divided by the 

   P-E ratio. 

   Answer (D) is incorrect because 10.8% 

   equals 12% times the asset turnover 

   ratio. 

[1137] Source: CMA 1285 4-23 

   Answer (A) is correct. The current ratio 

   equals current assets divided by current 

   liabilities. An equal increase in both the 

   numerator and denominator of a current 

   ratio less than 1.0 causes the ratio to 

   increase. Windham Company's current 

   ratio is .8 ($400,000 ÷ $500,000). The 

   purchase of $100,000 of inventory on 

   account would increase the current 

   assets to $500,000 and the current 

   liabilities to $600,000, resulting in a 

   new current ratio of .833. 

   Answer (B) is incorrect because this 

   transaction decreases the current ratio. 

   Answer (C) is incorrect because the 

   current ratio would be unchanged. 

   Answer (D) is incorrect because this 

   transaction decreases the current ratio. 

[1138] Source: CMA 0687 4-27 

   Answer (A) is incorrect because the 

   ratios would always be different unless 

   either debt or equity equaled zero. 

   Answer (B) is correct. Because debt 

   plus equity equals assets, a 

   debt-to-equity ratio would have a lower 

   denominator than a debt-to-assets ratio. 

   Thus, the debt-to-equity ratio would be 

   higher than the debt-to-assets ratio. 

   Answer (C) is incorrect because the 

   lower denominator in the debt-to-equity 

   ratio means that it would always be 

   higher than the debt-to-assets ratio. 

   Answer (D) is incorrect because the 

   two ratios are related in that they 

   always move in the same direction. 

[1139] Source: CMA 1287 4-1 

   Answer (A) is correct. In ratios such as 

   inventory turnover, asset turnover, 

   receivables turnover, and return on 

   assets, the balance sheet figure should 

   be an average for the period. The 

   reason is that the income statement 

   amounts represent activity over a 

   period. Thus, the balance sheet figure 

   should be adjusted to reflect assets 

   available for use throughout the period. 

   Answer (B) is incorrect because the 

   income statement amount is a single 

   figure for an entire year; there is nothing 

   to average. 

   Answer (C) is incorrect because 

   traditional financial statements and the 

   ratios computed from the data they 

   present are mostly stated in historical 

   cost terms. 

   Answer (D) is incorrect because 

   comparison is the purpose of ratio 

   usage. All ratios are meaningless unless 

   compared to something else, such as an 

   industry average. 

[1140] Source: CMA 0688 4-11 

   Answer (A) is incorrect because the 

   length of the operating cycle does not 

   affect long-term debt-paying ability. By 

   definition, long-term means longer than 

   the normal operating cycle. 

   Answer (B) is incorrect because return 

   on assets measures only how well 

   management uses the assets that are 

   available. It does not compare the 

   return with debt service costs. 

   Answer (C) is incorrect because the 

   inventory turnover ratio is a measure of 

   how well a company is managing one of 

   its current assets. 

   Answer (D) is correct. The 

   times-interest-earned ratio is one 

   measure of a firm's ability to pay its 

   debt obligations out of current earnings. 

   This ratio equals earnings before 

   interest and taxes divided by interest 

   expense. 

[1141] Source: CMA 0688 4-14 

   Answer (A) is incorrect because a high 

   ratio means low levels of working 

   capital compared to sales. The firm may 

   be using its current assets effectively. 

   Answer (B) is incorrect because a high 

   ratio means low levels of working 

   capital compared to sales. The firm may 

   be using its current assets effectively. 

   Answer (C) is correct. A high 

   sales-to-working-capital ratio is usually 

   favorable because working capital, by 

   itself, is an unprofitable use of 

   resources. A firm does not earn money 

   by holding cash, inventory, or 

   receivables. Such assets should be 

   minimized. However, a high ratio of 

   sales to working capital may indicate 

   either very high sales (a good situation) 

   or a low supply of working capital (a 

   potentially bad situation). Thus, a high 

   ratio could indicate that a firm is 

   undercapitalized and does not have the 

   resources to invest in working capital. 

   Answer (D) is incorrect because a high 

   ratio may indicate insufficient working 

   capital to support the company's sales 

   level, with resulting liquidity problems. 

[1142] Source: CMA 0688 4-15 

   Answer (A) is correct. The days' 

   sales-in-receivables ratio equals the 

   days in the year divided by the 

   receivables turnover ratio (sales ÷ 

   average receivables). Days' sales may 

   also be computed based only on ending 

   receivables. In either case, use of the 

   natural business year tends to understate 

   the ratio because receivables will 

   usually be at a low point at the 

   beginning and end of the natural year. 

   For example, a ski resort may close its 

   books on May 31, a low point in its 

   operating cycle. 

   Answer (B) is incorrect because using a 

   calendar year will not necessarily affect 

   the usefulness of the days' sales ratio. 

   Answer (C) is incorrect because using 

   average receivables would not always 

   understate the ratio. The ratio could be 

   higher or lower depending on changes 

   in sales volume or the percentage of 

   credit to cash sales, or other factors. 

   Answer (D) is incorrect because using 

   average receivables would not always 

   understate the ratio. The ratio could be 

   higher or lower depending on changes 

   in sales volume or the percentage of 

   credit to cash sales, or other factors. 

[1143] Source: CMA 0688 4-21 

   Answer (A) is incorrect because 

   liquidity concerns how quickly cash can 

   be made available to pay debts as they 

   come due. 

   Answer (B) is incorrect because the 

   debt-to-equity ratio evaluates a 

   company's capital structure and is thus 

   oriented toward the balance sheet. It 

   does not measure the use (profits) made 

   of assets. 

   Answer (C) is correct. The 

   debt-to-equity ratio is a measure of risk 

   to creditors. It indicates how much 

   equity cushion is available to absorb 

   losses before the interests of debt 

   holders would be impaired. The less 

   leveraged the company, the safer the 

   creditors' interests. 

   Answer (D) is incorrect because 

   solvency implies asset availability to 

   pay debts. Technically, whenever the 

   debt-to-equity ratio can be computed 

   with a meaningful answer, it can be said 

   that the firm is solvent because assets, 

   by definition, have to exceed debts. 

[1144] Source: CMA 0690 4-11 

   Answer (A) is correct. The entry to 

   record this transaction is to debit 

   receivables, credit the allowance, debit 

   cash, and credit receivables. The result 

   is to increase both an asset (cash) and a 

   contra asset (allowance for bad debts). 

   These appear in the current asset 

   section of the balance sheet. Thus, the 

   collection changes neither the current 

   ratio nor working capital because the 

   effects are offsetting. The credit for the 

   journal entry is made to the allowance 

   account on the assumption that another 

   account will become uncollectible. The 

   company had previously estimated its 

   bad debts and established an 

   appropriate allowance. It then 

   (presumably) wrote off the wrong 

   account. Accordingly, the journal entry 

   reinstates a balance in the allowance 

   account to absorb future uncollectibles. 

   Answer (B) is incorrect because neither 

   the current ratio nor working capital is 

   affected. 

   Answer (C) is incorrect because neither 

   the current ratio nor working capital is 

   affected. 

   Answer (D) is incorrect because neither 

   the current ratio nor working capital is 

   affected. 

[1145] Source: CMA 0690 4-12 

   Answer (A) is incorrect because the 

   current ratio and working capital 

   increase. 

   Answer (B) is correct. Because the 

   company uses the direct write-off 

   method, the original entry involved a 

   debit to a bad debt expense account 

   (closed to retained earnings). The 

   subsequent collection required a debit 

   to cash and a credit to bad debt expense 

   or retained earnings. Thus, only one 

   current asset account was involved in 

   the collection entry, and current assets 

   (cash) increased as a result. If current 

   assets increase, and no change occurs in 

   current liabilities, the current ratio and 

   working capital both increase. 

   Answer (C) is incorrect because the 

   current ratio and working capital 

   increase. 

   Answer (D) is incorrect because the 

   current ratio and working capital 

   increase. 

[1146] Source: CMA 0690 4-13 

   Answer (A) is incorrect because cost of 

   sales must be known to calculate days' 

   sales in inventory. 

   Answer (B) is incorrect because they 

   are insufficient to permit determination 

   of the operating cycle. 

   Answer (C) is correct. The operating 

   cycle is the time needed to turn cash 

   into inventory, inventory into 

   receivables, and receivables back into 

   cash. For a retailer, it is the time from 

   purchase of inventory to collection of 

   cash. Thus, the operating cycle of a 

   retailer is equal to the sum of the 

   number of days' sales in inventory and 

   the number of days' sales in 

   receivables. Inventory turnover equals 

   cost of goods sold divided by average 

   inventory. The days' sales in inventory 

   equals 365 (or another period chosen 

   by the analyst) divided by the inventory 

   turnover. Accounts receivable turnover 

   equals net credit sales divided by 

   average receivables. The days' sales in 

   receivables equals 365 (or other 

   number) divided by the accounts 

   receivable turnover. 

   Answer (D) is incorrect because they 

   are insufficient to permit determination 

   of the operating cycle. 

[1147] Source: CMA 0690 4-14 

   Answer (A) is incorrect because 

   write-offs do not reduce net receivables 

   (gross receivables - the allowance) and 

   will not affect the receivables balance 

   and therefore the turnover ratio if an 

   allowance system is used. 

   Answer (B) is incorrect because a 

   decline in sales near the end of the 

   period signifies fewer credit sales and 

   receivables, and the effect of reducing 

   the numerator and denominator by equal 

   amounts is to increase the ratio if the 

   fraction is greater than 1.0. 

   Answer (C) is incorrect because an 

   increase in cash sales with no 

   diminution of credit sales will not affect 

   receivables. 

   Answer (D) is correct. The accounts 

   receivable turnover ratio equals net 

   credit sales divided by average 

   receivables. Hence, it will decrease if a 

   company lengthens the credit period or 

   the discount period because the 

   denominator will increase as 

   receivables are held for longer times. 

[1148] Source: CMA 0690 4-15 

   Answer (A) is incorrect because 

   valuation is not measured. 

   Answer (B) is incorrect because sales 

   performance is measured by 

   profitability ratios. 

   Answer (C) is incorrect because 

   profitability ratios measure a firm's 

   return on its investment. An example is 

   earnings per share. 

   Answer (D) is correct. Turnover ratios 

   are activity ratios that measure 

   management's efficiency in using assets. 

   However, the number of days' sales in 

   receivables (days in the period divided 

   by the receivables turnover ratio), also 

   known as the average collection period, 

   and other turnover ratios are a measure 

   of liquidity because these statistics 

   show how long it will take to turn 

   inventory into cash. 

[1149] Source: CMA 0690 4-18 

   Answer (A) is incorrect because return 

   on total assets will be lower than the 

   return on common equity if the firm is 

   profitable and using leverage 

   effectively. 

   Answer (B) is incorrect because return 

   on operating assets will be lower than 

   the return on common equity if the firm 

   is profitable and using leverage 

   effectively. 

   Answer (C) is correct. The purpose of 

   leverage is to use creditor capital to 

   earn income for shareholders. If the 

   return on the resources provided by 

   creditors or preferred shareholders 

   exceeds the cost (interest or fixed 

   dividends), leverage is used effectively, 

   and the return to common equity will be 

   higher than the other measures. The 

   reason is that common equity provides a 

   smaller proportion of the investment 

   than in an unleveraged company. 

   Answer (D) is incorrect because return 

   on total shareholders' equity will be 

   lower than the return on common equity 

   if the firm is profitable and using 

   leverage effectively. 

[1150] Source: CMA 0691 2-7 

   Answer (A) is incorrect because .57 is 

   the debt ratio. 

   Answer (B) is incorrect because 7.70 

   times is based on net income from 

   operations after taxes and interest. 

   Answer (C) is incorrect because 3.50 

   times results from not adding interest 

   and taxes to net income after the gain on 

   disposal is subtracted. 

   Answer (D) is correct. The interest 

   coverage ratio is computed by dividing 

   net income from operations before taxes 

   and interest by interest expense. Net 

   income of $385, minus the disposal gain 

   of $210, is added to income taxes of 

   $120 and interest expense of $50 to 

   produce a ratio numerator of $345. 

   Dividing $345 by $50 results in an 

   interest coverage of 6.90 times. 

[1151] Source: CMA 0691 2-8 

   Answer (A) is incorrect because 3.49 

   equals total liabilities divided by 

   common stock outstanding. 

   Answer (B) is incorrect because 0.77 

   equals equity divided by debt. 

   Answer (C) is incorrect because 2.07 

   equals total liabilities divided by 

   retained earnings. 

   Answer (D) is correct. Total equity 

   consists of the $226 of capital stock and 

   $381 of retained earnings, or $607. 

   Debt is given as the $790 of total 

   liabilities. Thus, the ratio is 1.30 ($790 

   ÷ $607). 

[1152] Source: CMA 0692 2-25 

   Answer (A) is incorrect because 

   working capital includes cash and 

   inventory, neither of which involves 

   collectibility. 

   Answer (B) is incorrect because 

   financial leverage concerns the 

   relationship between the use of debt 

   capital and equity capital. 

   Answer (C) is correct. Like most ratios 

   involving working capital, the working 

   capital turnover (sales ÷ average 

   working capital) is a measure of 

   liquidity, which is the ability to meet 

   obligations as they mature. However, it 

   is also an activity measure, and a high 

   turnover is preferable. 

   Answer (D) is incorrect because 

   profitability measures incorporate costs 

   as well as revenues, assets, and 

   liabilities. 

[1153] Source: CMA Samp Q. 

   Answer (A) is incorrect because 3.0 is 

   based on BEPS rather than DEPS in the 

   denominator. 

   Answer (B) is correct. The 

   price-earnings ratio is

                     Market price   $108

                     ------------ = ---- = 4.5

                     Diluted EPS    $24

   Answer (C) is incorrect because 9.0 is 

   based on dividends rather than DEPS in 

   the denominator. 

   Answer (D) is incorrect because 10.8 is 

   based on par value rather than DEPS in 

   the denominator. 

[1154] Source: Publisher 

   Answer (A) is incorrect because 

   different accounting policies represent a 

   limitation of ratio analysis. 

   Answer (B) is incorrect because 

   different fiscal years represent a 

   limitation of ratio analysis. 

   Answer (C) is incorrect because 

   different sources of information 

   represent a limitation of ratio analysis. 

   Answer (D) is correct. Ratio analysis 

   provides useful information regarding 

   the efficiency of operations and the 

   stability of financial condition. 

   Nevertheless, it has several inherent 

   limitations, such as firms using different 

   accounting policies, different fiscal 

   years, and different sources of 

   information. Each of these factors 

   impairs the comparability of financial 

   statement amounts and the ratios 

   derived from them. 

[1155] Source: CMA 1295 2-21 

   Answer (A) is incorrect because 

   vertical integration occurs when a 

   corporation owns one or more of its 

   suppliers or customers. 

   Answer (B) is incorrect because 

   vertical common-size analysis restates 

   financial statement amounts as 

   percentages. 

   Answer (C) is incorrect because a 

   statement that advertising expense is 

   2% greater than in the previous year 

   results from horizontal analysis. 

   Answer (D) is correct. Vertical 

   common-size analysis compares the 

   components within a set of financial 

   statements. A base amount is assigned a 

   value of 100%. For example, total 

   assets on a common-size balance sheet 

   and net sales on a common-size income 

   statement are valued at 100%. 

   Common-size statements permit 

   evaluation of the efficiency of various 

   aspects of operations. An analyst who 

   states that advertising expense is 2% of 

   sales is using vertical common-size 

   analysis. 

[1156] Source: CMA 0688 4-17 

   Answer (A) is correct. Expressing 

   financial statement items as percentages 

   of corresponding base-year figures is a 

   horizontal form of common-size 

   (percentage) analysis that is useful for 

   evaluating trends. The base amount is 

   assigned the value of 100%, and the 

   amounts for other years are 

   denominated in percentages compared 

   to the base year. 

   Answer (B) is incorrect because 

   vertical common-size (percentage) 

   analysis presents figures for a single 

   year expressed as percentages of a base 

   amount on the balance sheet (e.g., total 

   assets) and on the income statement 

   (e.g., sales). 

   Answer (C) is incorrect because the 

   term "trend analysis" is most often 

   applied to the quantitative techniques 

   used in forecasting to fit a curve to 

   given data. 

   Answer (D) is incorrect because it is a 

   general term. 

[1157] Source: S. Rubin 

   Answer (A) is incorrect because 

   comparative financial statements are not 

   required. 

   Answer (B) is incorrect because 

   comparative financial statements are not 

   required. 

   Answer (C) is correct. ARB 43, Ch. 

   2A, states that in any 1 year it is 

   ordinarily desirable that financial 

   statements of two or more periods be 

   presented. This position is generally 

   understood to be a recommendation 

   rather than a requirement. 

   Answer (D) is incorrect because 

   comparative financial statements are 

   recommended. 

[1158] Source: Publisher 

   Answer (A) is incorrect because 

   management has less incentive to 

   window dress on interim statements and 

   for internal purposes. 

   Answer (B) is correct. Ratio analysis 

   may be affected by seasonal factors. 

   For example, inventory and receivables 

   may vary widely, and the year-end 

   balances may not reflect the averages 

   for the period or the balances at the end 

   of various interim periods. 

   Answer (C) is incorrect because 

   comparability limitations resulting from 

   different firms using different 

   accounting policies are a concern when 

   making industry comparisons; it would 

   not be a problem for intrafirm 

   comparisons. 

   Answer (D) is incorrect because 

   intrafirm comparability is not affected 

   by questions about whether alternative 

   industries have different ratios, which 

   are strong indicators of financial health. 

[1159] Source: CMA 0696 2-18 

   Answer (A) is incorrect because stock 

   market investors base their decisions on 

   fair values, and accrual accounting 

   contributes to the determination of fair 

   values. Thus, both book value and 

   market value rely on accrual 

   accounting. 

   Answer (B) is incorrect because 

   preferred shares are not omitted when 

   book value per share of preferred stock 

   is calculated. 

   Answer (C) is correct. A stock's book 

   value is the amount of net assets 

   available to the holders of a given type 

   of stock, divided by the number of those 

   shares outstanding. The market price is 

   the amount that a stock market investor 

   is willing to pay for the stock. The two 

   values are normally different because 

   the book value is based primarily on 

   historical cost expressed in nominal 

   dollars. Accordingly, the book value 

   may be misleading because book values 

   of assets may differ materially from the 

   fair values of those same assets. 

   Answer (D) is incorrect because net, 

   not total, assets are available to 

   shareholders. Hence, the numerator in 

   the book value calculation is based on 

   net assets. 

[1160] Source: CIA 0594 IV-14 

   Answer (A) is correct. Rate of return on 

   common equity, a profitability ratio, 

   measures the rate of return on 

   investment. The ratio equals net income 

   divided by average shareholders' equity.

        Sales - CGS - Adm. Exp. - Deprec. - Interest - Tax

     =  --------------------------------------------------

             (Beginning Equity + Ending Equity) ÷ 2

         $600,000 - $400,000 - $35,000 - $10,000 - $20,000 - $67,500

     =  ------------------------------------------------------------

                         ($182,500 + 250,000) ÷ 2

         $67,500

     =   -------

         216,250

     =   31.21%

   Answer (B) is incorrect because 

   58.06% excludes common stock from 

   the denominator. 

   Answer (C) is incorrect because 

   67.50% excludes retained earnings 

   from the denominator. 

   Answer (D) is incorrect because 

   71.68% excludes interest expense and 

   tax expense from the numerator. 

[1161] Source: CMA 0685 4-19 

   Answer (A) is incorrect because 

   $360,000 is a 20% growth rate if the 

   price index remained the same 

   ($300,000 x 1.20). 

   Answer (B) is incorrect because 

   $320,000 is the amount of sales needed 

   to realize a zero growth rate. 

   Answer (C) is incorrect because 

   $337,500 represents a 12.5% growth 

   rate if the price index remained the 

   same ($300,000 x 1.125). 

   Answer (D) is correct. Given that the 

   price index increased from 300 to 320, 

   sales must increase from $300,000 to 

   $320,000 to realize a zero real growth 

   rate. If the firm desires a 20% real 

   growth rate, it must increase sales to 

   $384,000 (120% x $320,000). 

[1162] Source: CMA 0694 2-1 

   Answer (A) is incorrect because the 

   dividend payment will not change 

   working capital, but the declaration of 

   the dividend decreases working capital. 

   Answer (B) is incorrect because the 

   dividend payment will not change 

   working capital, but the declaration of 

   the dividend decreases working capital. 

   Answer (C) is correct. Working capital 

   is the excess of current assets over 

   current liabilities. The declaration of a 

   dividend reduces retained earnings and 

   creates a new current liability. Thus, the 

   declaration of a dividend reduces 

   working capital because current 

   liabilities are increased without a 

   corresponding increase in current 

   assets. The subsequent payment of the 

   dividend has no effect on working 

   capital because current assets (cash) 

   will be reduced by the same amount that 

   current liabilities (dividends payable) 

   are reduced. 

   Answer (D) is incorrect because the 

   dividend payment will not change 

   working capital, but the declaration of 

   the dividend decreases working capital. 

[1163] Source: CMA 0694 2-2 

   Answer (A) is correct. The current ratio 

   equals current assets divided by current 

   liabilities. The declaration of a 

   dividend results in a decrease in 

   retained earnings and an increase in 

   current liabilities. The effect is to 

   decrease the current ratio because 

   current liabilities are increased at the 

   time of the declaration without a change 

   in current assets. The April 30 current 

   ratio is 2.57 ($5,310,000 ÷ 

   $2,067,000). Following the declaration 

   of an $800,000 dividend, the current 

   ratio is 1.85 ($5,310,000 ÷ 

   $2,867,000). The subsequent payment 

   of the dividend will increase the ratio 

   because the ratio is greater than 1.0 and 

   both current assets and current 

   liabilities will decline by the same 

   amount. The current ratio after the 

   payment is 2.18 ($4,510,000 ÷ 

   $2,067,000). 

   Answer (B) is incorrect because the 

   dividend declaration decreases the 

   current ratio, and the payment increases 

   the ratio. 

   Answer (C) is incorrect because the 

   dividend declaration decreases the 

   current ratio, and the payment increases 

   the ratio. 

   Answer (D) is incorrect because the 

   dividend declaration decreases the 

   current ratio, and the payment increases 

   the ratio. 

[1164] Source: CMA 0694 2-3 

   Answer (A) is incorrect because 

   shareholders' equity is decreased by the 

   declaration of a dividend, but the 

   payment of a previously declared 

   dividend has no effect on shareholders' 

   equity. 

   Answer (B) is incorrect because 

   shareholders' equity is decreased by the 

   declaration of a dividend, but the 

   payment of a previously declared 

   dividend has no effect on shareholders' 

   equity. 

   Answer (C) is incorrect because 

   shareholders' equity is decreased by the 

   declaration of a dividend, but the 

   payment of a previously declared 

   dividend has no effect on shareholders' 

   equity. 

   Answer (D) is correct. The declaration 

   of a dividend results in an increase in 

   current liabilities and a corresponding 

   decrease in retained earnings (a 

   shareholders' equity account). Thus, the 

   declaration of a dividend decreases 

   shareholders' equity. The subsequent 

   payment of the dividend has no effect on 

   shareholders' equity because that 

   transaction involves using cash (a 

   current asset) to pay the previously 

   recorded current liability. 

[1165] Source: CMA 1285 4-24 

   Answer (A) is correct. The quick ratio 

   is determined by dividing the sum of 

   cash, short-term marketable securities, 

   and accounts receivable by current 

   liabilities. The current ratio is equal to 

   current assets divided by current 

   liabilities. The sale of inventory on 

   account would increase cash, therefore 

   changing the quick ratio. The sale of 

   inventory for cash, however, would be 

   replacing one current asset with 

   another, and the current ratio would be 

   unaffected. 

   Answer (B) is incorrect because neither 

   ratio would be changed. 

   Answer (C) is incorrect because the 

   current, not the quick, ratio would 

   change. 

   Answer (D) is incorrect because both 

   would decrease. 

[1166] Source: CMA 0687 4-27 

   Answer (A) is incorrect because the 

   ratios would always be different unless 

   either debt or equity equaled zero. 

   Answer (B) is correct. Since debt plus 

   equity equals assets, a debt to equity 

   ratio would have a lower denominator 

   than a debt to assets ratio. Thus, the 

   debt to equity ratio would be higher 

   than the debt to assets ratio. 

   Answer (C) is incorrect because the 

   lower denominator in the debt to equity 

   ratio means that it would always be 

   higher than the debt to assets ratio. 

   Answer (D) is incorrect because the 

   two ratios are related in that they 

   always move in the same direction. 

[1167] Source: CMA 0687 4-28 

   Answer (A) is incorrect because 

   inventory turnover is not 12 and 12, 

   respectively. Inventory equals $5,000. 

   Dividing the $5,000 into Year 2 sales 

   of $120,000 and Year 3 sales of 

   $150,000 produces turnovers of 24 and 

   30, respectively. 

   Answer (B) is incorrect because 

   inventory turnover is not 30 and 24, 

   respectively. Inventory equals $5,000 

   each year. Dividing $5,000 into Year 2 

   sales of $120,000 and Year 3 sales of 

   $150,000 produces turnovers of 24 and 

   30, respectively. 

   Answer (C) is incorrect because 

   inventory turnover is not 12 and 18, 

   respectively. Inventory equals $5,000 

   each year. Dividing $5,000 into Year 2 

   sales of $120,000 and Year 3 sales of 

   $150,000 produces turnovers of 24 and 

   30, respectively. 

   Answer (D) is correct. Inventory was 

   the same each year ($5,000 = 100 x 

   $50). Dividing the $5,000 into Year 2 

   sales of $120,000 ($100 x 1,200) and 

   Year 3 sales of $150,000 ($125 x 

   1,200) produces turnovers of 24 and 30, 

   respectively. 

[1168] Source: CMA 0687 4-29 

   Answer (A) is incorrect because, using 

   sales dollars as the basis, turnover was 

   24 in Year 2. 

   Answer (B) is incorrect because 

   turnover for Year 2 and Year 3 was 12 

   ($60,000 CGS ÷ $5,000 average 

   inventory). 

   Answer (C) is correct. The cost of the 

   1,200 units sold in Year 2 at $50 each 

   would have been $60,000. Dividing the 

   $60,000 cost of sales by the $5,000 

   average inventory results in a turnover 

   of 12. The 1,200 units sold in Year 3 

   also would have cost $60,000 and the 

   turnover would again be 12. 

   Answer (D) is incorrect because 

   turnover for Year 2 and Year 3 was 12 

   ($60,000 CGS ÷ $5,000 average 

   inventory). 

[1169] Source: CIA 0593 IV-39 

   Answer (A) is incorrect because a 

   horizontal analysis indicates the 

   proportionate change over a period of 

   time and is useful in trend analysis of an 

   individual entity. 

   Answer (B) is correct. Vertical analysis 

   is the expression of each item on a 

   financial statement in a given period in 

   relation to a base figure. On the income 

   statement, each item is stated as a 

   percentage of sales. Thus, the 

   percentages for the company in question 

   can be compared with industry norms. 

   Answer (C) is incorrect because 

   activity ratio analysis includes the 

   preparation of turnover ratios such as 

   those for receivables, inventory, and 

   total assets. 

   Answer (D) is incorrect because a trend 

   analysis indicates changes in an 

   individual entity over a period of time. 

[1170] Source: CIA 1193 IV-36 

   Answer (A) is incorrect because 

   $90,000 ignores the consumed supplies, 

   the cash purchase of office equipment, 

   and the accrued salaries. 

   Answer (B) is correct. Working capital 

   is the excess of total current assets 

   (CA) over total current liabilities (CL). 

   Thus, working capital at the end of 

   January equals $80,500 computed as 

   follows:

                                                 CA*    CL*

                                                 ---    ---

   Beginning working capital         $70,000

   Performed services on account      30,000      I      N

   Purchased supplies on account         -0-      I      I

   Consumed supplies                  (4,000)     D      N

   Purchased office equipment         (2,000)     D      N

   Paid short-term bank loan             -0-      D      D

   Paid salaries                     (10,000)     D      N

   Accrued salaries                   (3,500)     N      I

                                     -------

   Working capital, end of January   $80,500

           * N = no effect; I = increase; D = decrease

   Answer (C) is incorrect because 

   $50,500 does not include the services 

   performed on account. 

   Answer (D) is incorrect because 

   $47,500 omits the services performed 

   on account and accrued salaries but 

   includes the repayment of short-term 

   loan. 

[1171] Source: CIA 0593 IV-28 

   Answer (A) is incorrect because the 

   purchases of the van and treasury stock 

   affect working capital. 

   Answer (B) is incorrect because the 

   purchases of the van and treasury stock 

   but not the issuance of short-term debt 

   affect working capital. 

   Answer (C) is incorrect because the 

   purchases of the van and treasury stock 

   but not the issuance of short-term debt 

   affect working capital. 

   Answer (D) is correct. Working capital 

   is computed by deducting total current 

   liabilities from total current assets. The 

   purchase of a delivery van for cash 

   reduces current assets and has no effect 

   on current liabilities. The borrowing of 

   cash by incurring short-term debt 

   increases current assets by the same 

   amount as it increases current 

   liabilities; hence, it will have no effect 

   on working capital. The purchase of 

   treasury stock decreases current assets 

   but has no effect on current liabilities. 

   Thus, the purchases of the van and 

   treasury stock affect working capital. 

[1172] Source: CMA 0685 4-11 

   Answer (A) is incorrect because a lack 

   of general agreement over which 

   profitability measure is best would not 

   preclude comparability. 

   Answer (B) is incorrect because 

   differences in the size of companies do 

   not directly affect the measure of a 

   company's profitability. 

   Answer (C) is correct. The use of 

   different accounting methods impairs 

   comparability. Consequently, financial 

   statements must be adjusted to permit 

   intercompany comparisons. 

   Answer (D) is incorrect because 

   differences in the dividend policies of 

   companies do not directly affect the 

   measure of a company's profitability. 

[1173] Source: CMA 1288 4-1 

   Answer (A) is incorrect because 

   $180,000 is current assets minus current 

   liabilities. 

   Answer (B) is correct. Both the current 

   ratio and quick ratio are given. The only 

   difference between these two ratios is 

   that inventory is included in the 

   calculation of the current ratio, but not 

   the quick ratio. The current ratio equals 

   current assets divided by current 

   liabilities. The current ratio is 1.4 times 

   the current liabilities. Thus, current 

   assets must be $630,000 (1.4 x 

   $450,000). The quick ratio is .86 [quick 

   assets (current assets - merchandise 

   inventory) ÷ current liabilities of 

   $450,000]. Quick assets are $387,000 

   (.86 x $450,000). Since the only 

   difference between current assets and 

   quick assets is merchandise inventory 

   (prepaid expenses are immaterial), 

   merchandise inventory must be 

   $243,000 ($630,000 current assets - 

   $387,000 of quick assets). 

   Answer (C) is incorrect because 

   $387,000 equals quick assets. 

   Answer (D) is incorrect because 

   $630,000 equals the current assets. 

[1174] Source: CMA 1288 4-2 

   Answer (A) is correct. The accounts 

   receivable turnover (3.65) equals sales 

   divided by the average balance in 

   accounts receivable. Thus, dividing the 

   $1,241,000 of sales by 3.65 gives an 

   average receivables balance of 

   $340,000. The average receivables 

   balance is the average of the beginning 

   and ending balances. Since the 

   beginning balance was $355,000, the 

   ending balance must be $325,000 [(2 x 

   $340,000) - $355,000]. 

   Answer (B) is incorrect because 

   $216,986 is not the accounts receivable 

   balance. The average receivables 

   balance is $340,000 ($1,241,000 ÷ 

   3.65). The beginning balance was 

   $355,000; the ending balance is 

   $325,000 [(2 x $340,000) - $355,000]. 

   Answer (C) is incorrect because 

   $78,973 is not the accounts receivable 

   balance. The average receivables 

   balance is $340,000 ($1,241,000 ÷ 

   3.65). The beginning balance was 

   $355,000; the ending balance is 

   $325,000 [(2 x $340,000) - $355,000]. 

   Answer (D) is incorrect because 

   $355,000 was the beginning balance in 

   accounts receivable. 

[1175] Source: CMA 1288 4-3 

   Answer (A) is incorrect because 100.0 

   days equals the average credit period 

   (365 days ÷ 3.65). 

   Answer (B) is incorrect because 105.3 

   days is the average of the average credit 

   period and the average holding period 

   [(100.0 + 110.6) ÷ 2]. 

   Answer (C) is incorrect because 110.6 

   days equals the average holding period 

   (365 ÷ 3.30). 

   Answer (D) is correct. The operating 

   cycle is the time required to convert 

   cash into inventory, sell that inventory 

   for receivables, and collect cash in 

   payment of the receivables. The 

   operating cycle is therefore a 

   cash-to-cash cycle: the time that a 

   company holds inventory before sale 

   plus the time that it holds receivables 

   before collection. Dividing the 

   receivables turnover of 3.65 into 365 

   days gives the average credit period 

   (100 days). Dividing the inventory 

   turnover of 3.30 into 365 days gives the 

   average holding period (110.6 days). 

   The sum of the inventory holding period 

   and the credit period is the operating 

   cycle (210.6 days). 

[1176] Source: Publisher 

   Answer (A) is incorrect because 1.68 

   includes long-term bonds payable 

   among the current liabilities. 

   Answer (B) is incorrect because 2.14 is 

   the quick ratio. 

   Answer (C) is incorrect because 5.00 

   excludes prepaid expenses from current 

   assets. 

   Answer (D) is correct. The current ratio 

   equals current assets divided by current 

   liabilities. Current assets consist of 

   accounts receivable, cash, inventory, 

   and prepaid expenses, a total of 

   $1,480,000 ($400,000 + $200,000 + 

   $800,000 + $80,000). Current 

   liabilities consist of accounts payable, 

   interest payable, and notes payable, a 

   total of $280,000 ($160,000 + $20,000 

   + $100,000). Hence, the current ratio is 

   5.29 ($1,480,000 ÷ $280,000). 

[1177] Source: Publisher 

   Answer (A) is incorrect because 0.68 

   includes long-term bonds payable 

   among the current liabilities. 

   Answer (B) is incorrect because 1.68 

   includes long-term bonds payable 

   among the current liabilities and 

   inventory and prepaid expenses among 

   the quick assets. 

   Answer (C) is correct. The quick ratio 

   equals quick assets divided by current 

   liabilities. For Tosh, quick assets 

   consist of cash ($200,000) and accounts 

   receivable ($400,000), a total of 

   $600,000. Current liabilities consist of 

   accounts payable ($160,000), interest 

   payable ($20,000), and notes payable 

   ($100,000), a total of $280,000. Hence, 

   the quick ratio is 2.14 ($600,000 ÷ 

   $280,000). 

   Answer (D) is incorrect because 2.31 

   excludes interest payable from the 

   current liabilities. 

[1178] Source: Publisher 

   Answer (A) is correct. Tosh's current 

   ratio is 5.29 ($1,480,000 current assets 

   ÷ $280,000 current liabilities), and its 

   quick ratio is 2.14 ($600,000 quick 

   assets ÷ $280,000 current liabilities). 

   Using cash to pay 25% of the accounts 

   payable decreases the numerator and 

   denominator by $40,000 (25% x 

   $160,000 accounts payable). The new 

   current ratio will be 6.00 ($1,440,000 ÷ 

   $240,000), and the new quick ratio will 

   be 2.33 ($560,000 ÷ $240,000). If a 

   ratio exceeds 1.0, equal decreases in 

   the numerator and denominator increase 

   the ratio. 

   Answer (B) is incorrect because, given 

   that both ratios initially exceeded 1.0, 

   decreasing cash and accounts payable 

   by equal amounts will increase both 

   ratios. 

   Answer (C) is incorrect because, given 

   that both ratios initially exceeded 1.0, 

   decreasing cash and accounts payable 

   by equal amounts will increase both 

   ratios. 

   Answer (D) is incorrect because, given 

   that both ratios initially exceeded 1.0, 

   decreasing cash and accounts payable 

   by equal amounts will increase both 

   ratios. 

[1179] Source: Publisher 

   Answer (A) is incorrect because 

   $600,000 includes long-term bonds 

   payable among the current liabilities. 

   Answer (B) is incorrect because 

   $1,120,000 excludes prepaid expenses 

   from current assets. 

   Answer (C) is correct. Working capital 

   equals current assets minus current 

   liabilities. For Tosh Enterprises, 

   current assets consist of accounts 

   receivable, cash, inventory, and prepaid 

   expenses, a total of $1,480,000 

   ($400,000 + $200,000 + $800,000 + 

   $80,000). Current liabilities consist of 

   accounts payable, interest payable, and 

   notes payable, a total of $280,000 

   ($160,000 + $20,000 + $100,000). 

   Accordingly, working capital is 

   $1,200,000 ($1,480,000 - $280,000). 

   Answer (D) is incorrect because 

   $1,220,000 excludes interest payable 

   from current liabilities. 

[1180] Source: CMA 1295 2-13 

   Answer (A) is incorrect because 

   average collection period in days is an 

   activity ratio. 

   Answer (B) is incorrect because 

   merchandise inventory turnover is an 

   activity ratio. 

   Answer (C) is incorrect because 

   accounts receivable turnover is an 

   activity ratio. 

   Answer (D) is correct. Liquidity ratios 

   measure a firm's ability to pay its 

   obligations in the short term and thus to 

   continue operations. Examples include 

   the current ratio and acid-test (quick) 

   ratio. Activity ratios measure the firm's 

   use of assets to generate revenue and 

   income. Examples include inventory 

   turnover, average collection period, and 

   receivables turnover. 

   Times-interest-earned is a leverage 

   ratio that measures the firm's use of debt 

   to finance its assets and operations. 

[1181] Source: CMA 1288 4-10 

   Answer (A) is correct. FDEPS is net 

   income available to common 

   shareholders divided by common shares 

   outstanding plus common stock 

   equivalents and any other dilutive 

   securities. In this case, the convertible 

   bonds are not CSE (their return is not 

   less than 2/3 of the current average Aa 

   corporate bond yield), but they must be 

   considered in the calculation of FDEPS. 

   Thus, the denominator of the EPS 

   calculation equals the 80,000 common 

   shares on December 1, Year 1 plus the 

   20,000 shares that could be issued if the 

   bonds were converted, or a total of 

   100,000 shares. The bonds are deemed 

   converted at the beginning of the year. 

   The numerator is the $107,000 of net 

   income plus an adjustment for interest 

   that would not have been paid if the 

   bonds had been converted. The 

   hypothetical interest saved is $16,000 

   (8% x $200,000 of bonds). However, 

   income would not be increased by 

   $16,000 because the interest was tax 

   deductible. Thus, the after-tax increase 

   in net income would have been $10,560 

   [$16,000 (1.0 - 34% tax rate)]. Adding 

   the $10,560 to the reported income of 

   $107,000 produces a numerator of 

   $117,560. Dividing the $117,560 by the 

   100,000 shares presumed outstanding 

   results in a FDEPS of $1.18 per share. 

   Answer (B) is incorrect because $1.07 

   per share is calculated using net income 

   of $107,000. 

   Answer (C) is incorrect because $1.20 

   per share is calculated using 10% as the 

   bond interest rate instead of 8%. 

   Answer (D) is incorrect because $1.23 

   is calculated using $107,000 net income 

   plus the unadjusted $16,000 interest that 

   would have been paid if bonds had not 

   been converted. 

[1182] Source: CMA 0690 4-19 

   Answer (A) is incorrect because the 

   amounts of cash and current liabilities 

   are not determinable from these facts. 

   Answer (B) is incorrect because the 

   amounts of cash and current liabilities 

   are not determinable from these facts. 

   Answer (C) is incorrect because 

   Matson is not as highly leveraged, and 

   no information is given about rate of 

   return on shareholders' equity. 

   Answer (D) is correct. Ramer's 

   accounts receivable turnover and 

   inventory turnover are much lower than 

   Matson's. Because Matson is collecting 

   its receivables more quickly and 

   holding inventory for a shorter time, it 

   has a much shorter operating cycle than 

   Ramer. Matson's operating cycle is 

   about 22.7 days (365 ÷ 16.1 combined 

   turnovers). Ramer's operating cycle is 

   about 32.6 days (365 ÷ 11.2). 

[1183] Source: CMA 0690 4-20 

   Answer (A) is incorrect because these 

   are liquidity ratios that do not concern 

   risk incurrence. 

   Answer (B) is incorrect because EPS 

   does not indicate management's intent 

   with respect to risk. 

   Answer (C) is incorrect because the 

   current ratio and EPS are not indicators 

   of the level of risk accepted. 

   Answer (D) is correct. Matson is the 

   more conservative company because it 

   is less highly leveraged (lower 

   debt-to-equity ratio and a higher interest 

   coverage). Moreover, it also pays out a 

   smaller portion of its earnings in the 

   form of dividends (lower dividend 

   payout ratio). These ratios reflect 

   management intent. 

[1184] Source: CMA 0690 4-21 

   Answer (A) is incorrect because neither 

   ratio is based on net income. 

   Answer (B) is incorrect because these 

   turnover ratios are based on asset 

   accounts and figures at the top of the 

   income statement, not net income. 

   Answer (C) is correct. Income taxes are 

   an expense of the business and affect 

   rates of return and earnings per share. 

   Any ratio that uses net income as a part 

   of the calculation is affected, e.g., return 

   on investment, EPS, and dividend 

   payout. 

   Answer (D) is incorrect because the 

   debt-to-equity ratio is not affected by 

   taxes. 

[1185] Source: CMA 0691 2-6 

   Answer (A) is correct. The average 

   number of days' sales in receivables 

   equals the accounts receivable turnover 

   divided by 365 days. The accounts 

   receivable turnover is determined by 

   dividing the average accounts 

   receivable balance into sales. The 

   average balance was $207 [($204 + 

   $210) ÷ 2]. Dividing $207 into sales of 

   $4,175 produces an average turnover 

   rate of 20.1691 times. Thus, the average 

   days' sales in receivables was 18.097 

   days (365 ÷ 20.1691). 

   Answer (B) is incorrect because the 

   average days' sales in receivables was 

   18.097. 

   Answer (C) is incorrect because the 

   average days' sales in receivables was 

   18.097. 

   Answer (D) is incorrect because the 

   average days' sales in receivables was 

   18.097. 

[1186] Source: CMA 0687 4-24 

   Answer (A) is correct. Inventory is the 

   difference between quick assets and 

   current assets. Since current liabilities 

   are $120,000, and the current ratio is 

   2.0, current assets must be $240,000. 

   Quick assets (current assets - inventory) 

   are 1.5 times current liabilities, or 

   $180,000. Therefore, inventory must be 

   $60,000 ($240,000 - $180,000). Since 

   inventory turnover was eight, cost of 

   goods sold was eight times inventory, 

   or $480,000 (8 x $60,000). Cost of 

   goods sold is apparently 60% of sales 

   (gross profit is 40% of sales). Net sales 

   were thus $800,000 ($480,000 

   CGS/60%). 

   Answer (B) is incorrect because 

   $480,000 is the cost of goods sold (8 x 

   $60,000 inventory). 

   Answer (C) is incorrect because 

   $1,200,000 is the sum of current assets 

   ($240,000) and the product of current 

   liabilities and inventory turnover. 

   Answer (D) is incorrect because 

   $240,000 equals current assets. 

[1187] Source: CMA 0695 2-1 

   Answer (A) is incorrect because 1.68 

   treats bonds payable as a current 

   liability. 

   Answer (B) is incorrect because 2.14 is 

   the quick ratio. 

   Answer (C) is incorrect because 5.00 

   excludes prepaid expenses from current 

   assets. 

   Answer (D) is correct. The current ratio 

   equals current assets divided by current 

   liabilities. This company's current 

   assets consist of accounts receivable, 

   cash, inventory, and prepaid expenses, 

   which total $740,000 ($200,00 + 

   $100,000 + $400,000 + $40,000). The 

   current liabilities consist of accounts 

   payable, interest payable, and notes 

   payable, which total $140,000 ($80,000 

   + $10,000 + $50,000). Thus, the current 

   ratio is 5.29 ($740,000 ÷ $140,000). 

[1188] Source: CMA 0695 2-2 

   Answer (A) is incorrect because 0.68 

   equals the quick assets divided by the 

   sum of the current liabilities and the 

   bonds payable. 

   Answer (B) is incorrect because 1.68 

   equals current assets divided by the sum 

   of current liabilities and the bonds 

   payable. 

   Answer (C) is correct. The acid-test, or 

   quick, ratio equals quick assets divided 

   by current liabilities. Quick assets 

   consist of cash ($100,000) and accounts 

   receivable ($200,000), for a total of 

   $300,000. The current liabilities consist 

   of accounts payable, interest payable, 

   and notes payable, for a total of 

   $140,000 ($80,000 + $10,000 + 

   $50,000). Hence, the quick ratio is 2.14 

   ($300,000 ÷ $140,000). 

   Answer (D) is incorrect because 2.31 

   omits interest payable from the current 

   liabilities. 

[1189] Source: CMA 0695 2-3 

   Answer (A) is correct. Using cash to 

   pay accounts payable will affect both 

   ratios in a positive way. For instance, 

   before the payment, current assets 

   totaled $740,000 and current liabilities 

   were $140,000, yielding a current ratio 

   of 5.29. Paying $50,000 of the accounts 

   payable would reduce current assets to 

   $690,000 and current liabilities to 

   $90,000, for a new current ratio of 

   7.67. The quick assets would decline 

   from $300,000 to $250,000, and the 

   current liabilities from $140,000 to 

   $90,000, for a new quick ratio of 2.78, 

   an increase over the old ratio of 2.14. 

   Answer (B) is incorrect because both 

   ratios will increase as a result of using 

   cash to pay 50% of the accounts 

   payable. 

   Answer (C) is incorrect because both 

   ratios will increase as a result of using 

   cash to pay 50% of the accounts 

   payable. 

   Answer (D) is incorrect because both 

   ratios will increase as a result of using 

   cash to pay 50% of the accounts 

   payable. 

[1190] Source: CMA 0692 2-26 

   Answer (A) is incorrect because the 3.0 

   figure is based on use of the stated 

   value per share in the denominator. 

   Answer (B) is incorrect because 4.0 is 

   based on erroneously using the primary 

   earnings per share in the denominator. 

   Answer (C) is correct. The 

   price-earnings ratio is calculated by 

   dividing the current market price of the 

   stock by the earnings per share. Fully 

   diluted earnings per share is used if 

   disclosed. Thus, Hamilton's 

   price-earnings ratio is 5.0 ($45 market 

   price ÷ $9 FDEPS). 

   Answer (D) is incorrect because 6.0 is 

   derived by using Year 2 dividends per 

   share in the denominator. 

[1191] Source: CMA 0692 2-27 

   Answer (A) is correct. Changing from 

   FIFO to LIFO during a period of rising 

   prices would result in a lower 

   inventory valuation and a higher cost of 

   goods sold. Thus, the current ratio 

   would be reduced because current 

   assets would be lower under LIFO. 

   Answer (B) is incorrect because 

   inventory turnover would increase. Cost 

   of goods sold (the numerator) would 

   increase, and the average inventory (the 

   denominator) would decline. 

   Answer (C) is incorrect because cash 

   flow would be unchanged except for the 

   tax savings from switching to LIFO. The 

   tax savings would result in increased 

   cash flow. 

   Answer (D) is incorrect because the 

   debt-to-equity ratio would increase. 

   Assets and equity would be lower, but 

   debt would be unchanged. 

[1192] Source: CMA 1293 2-13 

   Answer (A) is incorrect because using 

   a sales base involves comparing a retail 

   amount with a cost amount (inventory). 

   Answer (B) is incorrect because using a 

   sales base involves comparing a retail 

   amount with a cost amount (inventory). 

   Answer (C) is incorrect because cost of 

   sales is affected by the method used to 

   value inventory, for example, the 

   inventory flow assumption (FIFO, 

   LIFO, etc.). 

   Answer (D) is correct. Inventory 

   turnover is measured by dividing the 

   cost of sales by average inventories. 

   Cost of sales is used rather than sales 

   because the cost of sales base 

   eliminates any changes caused solely by 

   sales price changes. Furthermore, using 

   sales in the numerator is inconsistent 

   with valuing inventories at cost in the 

   denominator. 

[1193] Source: CMA 1293 2-14 

   Answer (A) is correct. Net sales can be 

   calculated indirectly from the inventory 

   turnover ratio and the other ratios given. 

   If the current ratio is 2.0, and current 

   liabilities are $120,000, current assets 

   must be $240,000 (2.0 x $120,000). 

   Similarly, if the quick ratio is 1.5, the 

   total quick assets must be $180,000 (1.5 

   x $120,000). The only major difference 

   between quick assets and current assets 

   is that inventory is not included in the 

   definition of quick assets. 

   Consequently, ending inventory must be 

   $60,000 ($240,000 - $180,000). The 

   inventory turnover ratio (CGS ÷ 

   average inventory) is 8. Thus, cost of 

   goods sold must be 8 times average 

   inventory, or $480,000, given no 

   material difference between average 

   and ending inventory. If the gross profit 

   margin is 40%, the cost of goods sold 

   percentage is 60%, cost of goods sold 

   equals 60% of sales, and sales must be 

   $800,000 ($480,000 ÷ 60%). 

   Answer (B) is incorrect because 

   $480,000 is cost of goods sold. 

   Answer (C) is incorrect because 

   $1,200,000 is based on a 60% gross 

   profit margin. 

   Answer (D) is incorrect because 

   $240,000 equals current assets. 

[1194] Source: CMA 0693 2-1 

   Answer (A) is correct. The acid-test, or 

   quick, ratio is calculated by dividing 

   total quick assets by current liabilities. 

   Quick assets are those that can be 

   quickly converted into cash. Besides 

   cash, they include trading securities and 

   accounts receivable. Lisa's quick assets 

   total $95,000 ($30,000 + $20,000 + 

   $45,000). Dividing $95,000 by the 

   $85,000 of current liabilities results in 

   a ratio of 1.1. 

   Answer (B) is incorrect because 1.8 

   erroneously includes inventories in the 

   numerator. 

   Answer (C) is incorrect because 2.0 is 

   obtained by dividing total current assets 

   by total current liabilities. 

   Answer (D) is incorrect because the 

   quick ratio must be less than the current 

   ratio. 

[1195] Source: CMA 0693 2-2 

   Answer (A) is incorrect because 4.9 

   can be obtained only by using year-end 

   receivables in the denominator and cost 

   of goods sold in the numerator. 

   Answer (B) is incorrect because 5.9 

   equals cost of goods sold divided by 

   average receivables. 

   Answer (C) is incorrect because 6.7 is 

   based on the ending receivables. 

   Answer (D) is correct. The accounts 

   receivable turnover is computed by 

   dividing the net credit sales by average 

   accounts receivable. The average is 

   $37,500 [($45,000 + $30,000) ÷ 2]. 

   Hence, the turnover is 8.0 ($300,000 ÷ 

   $37,500). 

[1196] Source: CMA 0693 2-3 

   Answer (A) is incorrect because 36 

   days results from using a turnover of 

   10.0, a rate based on beginning 

   receivables. 

   Answer (B) is correct. The average 

   collection period is calculated by 

   dividing 360 days by the accounts 

   receivables turnover of 8.0 {$300,000 

   ÷ [($45,000 + 30,000) ÷ 2]}. Thus, the 

   average collection period is 45 days 

   (360 ÷ 8.0). 

   Answer (C) is incorrect because a 

   period of 54 days requires a turnover of 

   6.7, a rate based on ending receivables. 

   Answer (D) is incorrect because a 

   period of 61 days requires a turnover of 

   5.9, a rate based using cost of sales in 

   the numerator. 

[1197] Source: CMA 0693 2-4 

   Answer (A) is incorrect because 3.7 is 

   based on the ending inventory. 

   Answer (B) is correct. The inventory 

   turnover is computed by dividing cost 

   of goods sold by average inventory. 

   Consequently, the turnover is 4 times 

   {$220,000 ÷ [($60,000 + $50,000) ÷ 

   2]}. 

   Answer (C) is incorrect because 4.4 is 

   based on the beginning inventory. 

   Answer (D) is incorrect because 5.0 

   equals sales divided by ending 

   inventory. 

[1198] Source: CMA 0693 2-5 

   Answer (A) is incorrect because $10 is 

   the par value per share, which is not the 

   same as book value. 

   Answer (B) is incorrect because $11.25 

   equals the sum of common stock and 

   additional paid-in capital, divided by 

   the common shares authorized. 

   Answer (C) is incorrect because $14.50 

   is based on the number of shares 

   authorized (20,000). 

   Answer (D) is correct. The book value 

   of common stock is computed by 

   dividing the total equity attributable to 

   common stock by the number of 

   common shares outstanding. Lisa, Inc. 

   has 15,000 common shares outstanding. 

   All of the shareholders' equity is 

   attributable to common stock except for 

   that attributable to preferred stock. 

   Thus, $290,000 ($390,000 total - 

   $100,000 preferred stock) is 

   attributable to the common stock. 

   Dividing $290,000 of equity by 15,000 

   shares results in a book value of $19.33 

   per share. 

[1199] Source: CMA 0693 2-6 

   Answer (A) is incorrect because 7.8% 

   results from $100,000 attributable to 

   including preferred stock in the 

   denominator. 

   Answer (B) is correct. The preferred 

   stock dividend requirement is 5%, or 

   $5,000 (5% x $100,000). Deducting the 

   $5,000 of preferred dividends from the 

   $35,000 of net income leaves $30,000 

   for the common shareholders. The firm 

   began the year with common equity of 

   $275,000 and ended with $290,000. 

   Thus, the average common equity during 

   the year was $282,500. The return on 

   common equity was 10.6% ($30,000 ÷ 

   $282,500). 

   Answer (C) is incorrect because 10.9% 

   is based on the beginning shareholders' 

   equity of $275,000. 

   Answer (D) is incorrect because 12.4% 

   is based on total net income of $35,000. 

[1200] Source: CMA 1293 2-15 

   Answer (A) is correct. Ratios that 

   measure movement of assets are known 

   as turnover ratios. Working capital 

   turnover measures the firm's use of 

   working capital in relation to sales. 

   Sales are divided by average working 

   capital. A high turnover is preferred. 

   Answer (B) is incorrect because 

   comparing one group of assets (working 

   capital) to total assets does not measure 

   activity. 

   Answer (C) is incorrect because return 

   on equity is a measure of income or 

   profitability, not asset activity. 

   Answer (D) is incorrect because the 

   current ratio measures solvency, or the 

   adequacy of working capital, not its 

   movement. 

[1201] Source: CMA 1293 2-16 

   Answer (A) is incorrect because the 

   number of days' sales in inventory 

   measures the number of days that 

   inventory is held before being sold; it 

   reflects the efficiency of inventory 

   management. 

   Answer (B) is incorrect because the 

   ratio of sales to working capital 

   measures the ability to generate 

   earnings from only a portion of a firm's 

   resources. 

   Answer (C) is incorrect because the 

   number of days' sales in receivables 

   indicates only the efficiency of 

   receivables management. 

   Answer (D) is correct. Asset turnover 

   measures the level of capital investment 

   relative to sales volume. It is a measure 

   of how well a company uses its assets. 

   A high turnover is preferable because it 

   signifies that a given level of resources 

   is being used to generate greater sales. 

[1202] Source: CMA 1293 2-17 

   Answer (A) is incorrect because the 

   distribution of a stock dividend affects 

   stockholders' equity accounts only, not 

   current assets and liabilities. 

   Answer (B) is incorrect because 

   writing off an uncollectible receivable 

   decreases the accounts receivable 

   account and the related allowance for 

   bad debts by equal amounts; therefore, 

   net receivables does not change. 

   Answer (C) is correct. The current ratio 

   is computed by dividing current assets 

   by current liabilities. It is the most 

   commonly used measure of near-term 

   solvency. The current ratio increases if 

   current assets increase in relation to 

   current liabilities, or if current 

   liabilities decrease in relation to 

   current assets. Selling merchandise on 

   account at a profit increases the current 

   ratio because accounts receivable 

   increase by more than inventory 

   decreases; thus, the total of current 

   assets increases. 

   Answer (D) is incorrect because 

   purchasing inventory on credit 

   increases both current assets and 

   current liabilities by an equal amount. 

   The effect is to decrease a current ratio 

   that is greater than 1.0. 

[1203] Source: CMA 1293 2-18 

   Answer (A) is correct. The dividend 

   yield includes market price as part of 

   the calculation. The dividend yield is 

   computed by dividing the annual 

   dividend by the current market price of 

   the stock. An increase in market price 

   reduces the dividend yield. 

   Answer (B) is incorrect because the 

   debt-to-equity ratio is based on the 

   book value of equity, not fair value. 

   Answer (C) is incorrect because EPS is 

   calculated by dividing net income by 

   the number of shares outstanding. Fair 

   value is not a factor. 

   Answer (D) is incorrect because the 

   dividend payout ratio equals the 

   dividend per share dividend by EPS. 

[1204] Source: CIA 0590 IV-59 

   Answer (A) is correct. Because total 

   assets will decline without any impact 

   on sales, the total assets turnover ratio 

   (sales ÷ total assets) will increase. In 

   addition, a reduced debt level should 

   cause a reduction in annual interest 

   payments, so the times-interest-earned 

   ratio [(net income + interest + taxes) ÷ 

   interest] should increase. 

   Answer (B) is incorrect because the 

   times-interest-earned ratio will 

   increase and the total assets turnover 

   ratio will increase. 

   Answer (C) is incorrect because the 

   times-interest-earned ratio will 

   increase and the total assets turnover 

   ratio will increase. 

   Answer (D) is incorrect because the 

   times-interest-earned ratio will 

   increase and the total assets turnover 

   ratio will increase. 

[1205] Source: CIA 1192 IV-60 

   Answer (A) is incorrect because the 

   total assets turnover ratio is unaffected. 

   Answer (B) is incorrect because the 

   current ratio is unaffected. 

   Answer (C) is correct. The 

   times-interest-earned ratio equals 

   income before interest and taxes 

   divided by interest expense. If bonds 

   replace some equity in the capital 

   structure, interest expense will increase 

   by the same amount in both the 

   numerator and denominator, which has 

   the effect of reducing a ratio in excess 

   of 1.0. Moreover, income tax expense 

   may decrease because interest is 

   deductible. 

   Answer (D) is incorrect because the 

   fixed charge coverage ratio will 

   decrease. 

[1206] Source: CMA 0685 4-22 

   Answer (A) is incorrect because the 

   operating cycle equals the sum of the 

   number of days' sales in inventory and 

   the number of days' sales in 

   receivables. Therefore, the number of 

   days in the operating cycle is 78 (54 + 

   24). 

   Answer (B) is incorrect because the 

   operating cycle equals the sum of the 

   number of days' sales in inventory and 

   the number of days' sales in 

   receivables. Therefore, the number of 

   days in the operating cycle is 78 (54 + 

   24). 

   Answer (C) is correct. The operating 

   cycle is the time needed to turn cash 

   into inventory, inventory into 

   receivables, and receivables back into 

   cash. It is equal to the sum of the 

   number of days' sales in inventory and 

   the number of days' sales in 

   receivables. The number of Carson's 

   days' sales in inventory is given as 54 

   days. The number of days' sales in 

   receivables is given as 24. Therefore, 

   the number of days in the operating 

   cycle is 78 (54 + 24). 

   Answer (D) is incorrect because the 

   operating cycle equals the sum of the 

   number of days' sales in inventory and 

   the number of days' sales in 

   receivables. Therefore, the number of 

   days in the operating cycle is 78 (54 + 

   24). 

[1207] Source: CMA 0685 4-23 

   Answer (A) is incorrect because the 

   declaration of a dividend increases 

   current liabilities and reduces working 

   capital. The subsequent payment has no 

   effect on working capital. 

   Answer (B) is incorrect because the 

   declaration of a dividend increases 

   current liabilities and reduces working 

   capital. The subsequent payment has no 

   effect on working capital. 

   Answer (C) is incorrect because the 

   declaration of a dividend increases 

   current liabilities and reduces working 

   capital. The subsequent payment has no 

   effect on working capital. 

   Answer (D) is correct. Working capital 

   is defined as current assets minus 

   current liabilities. The declaration of a 

   dividend increases current liabilities 

   and thus reduces working capital. The 

   subsequent payment has no effect on 

   working capital since current assets and 

   current liabilities decrease by the same 

   amount. 

[1208] Source: CMA 0685 4-24 

   Answer (A) is incorrect because the 

   dividend declaration increases 

   liabilities and decreases the current 

   ratio. The subsequent payment 

   decreases both current assets and 

   current liabilities by the same amount, 

   thereby increasing a current ratio in 

   excess of one. 

   Answer (B) is correct. The current ratio 

   is computed by dividing current assets 

   by current liabilities. The declaration of 

   a dividend increases liabilities (to 

   $1,200,000) and thus decreases the 

   ratio. After the declaration, the ratio is 

   2.0 ($2,400,000/$1,200,000). It was 

   originally 2.4 ($2,400,000/$1,000,000). 

   The subsequent payment decreases both 

   current assets and current liabilities by 

   $200,000. The ratio is then 2.2 

   ($2,200,000/$1,000,000). Therefore, 

   the payment of the current liability 

   increases the current ratio. 

   Answer (C) is incorrect because the 

   dividend declaration increases 

   liabilities and decreases the current 

   ratio. The subsequent payment 

   decreases both current assets and 

   current liabilities by the same amount, 

   thereby increasing a current ratio in 

   excess of one. 

   Answer (D) is incorrect because the 

   dividend declaration increases 

   liabilities and decreases the current 

   ratio. The subsequent payment 

   decreases both current assets and 

   current liabilities by the same amount, 

   thereby increasing a current ratio in 

   excess of one. 

[1209] Source: CMA 0685 4-25 

   Answer (A) is incorrect because the 

   dividend declaration increases current 

   liabilities and decreases the quick ratio. 

   The subsequent payment of a cash 

   dividend decreases quick assets and 

   current liabilities by the same amount. 

   Accordingly, the ratio (1.0) remains 

   unchanged by the payment. 

   Answer (B) is incorrect because the 

   dividend declaration increases current 

   liabilities and decreases the quick ratio. 

   The subsequent payment of a cash 

   dividend decreases quick assets and 

   current liabilities by the same amount. 

   Accordingly, the ratio (1.0) remains 

   unchanged by the payment. 

   Answer (C) is incorrect because the 

   dividend declaration increases current 

   liabilities and decreases the quick ratio. 

   The subsequent payment of a cash 

   dividend decreases quick assets and 

   current liabilities by the same amount. 

   Accordingly, the ratio (1.0) remains 

   unchanged by the payment. 

   Answer (D) is correct. The quick ratio 

   is computed by dividing quick assets 

   (cash, marketable securities, and 

   receivables) by current liabilities. The 

   dividend declaration will increase 

   current liabilities to $1,200,000 and 

   decrease the quick ratio to 1.0 

   ($1,200,000 quick assets/$1,200,000 

   current liabilities). The payment of a 

   cash dividend will decrease quick 

   assets (cash) and the current liabilities 

   by the same amount. Accordingly, the 

   ratio (1.0) remains unchanged by the 

   payment. 

[1210] Source: CMA 0685 4-26 

   Answer (A) is incorrect because a 

   dividend declaration reduces retained 

   earnings and total stockholders' equity. 

   The subsequent payment will have no 

   effect on stockholders' equity because 

   only cash and dividends payable are 

   reduced. 

   Answer (B) is incorrect because a 

   dividend declaration reduces retained 

   earnings and total stockholders' equity. 

   The subsequent payment will have no 

   effect on stockholders' equity because 

   only cash and dividends payable are 

   reduced. 

   Answer (C) is incorrect because a 

   dividend declaration reduces retained 

   earnings and total stockholders' equity. 

   The subsequent payment will have no 

   effect on stockholders' equity because 

   only cash and dividends payable are 

   reduced. 

   Answer (D) is correct. A dividend 

   declaration reduces retained earnings 

   and thus total stockholders' equity. The 

   subsequent payment will have no effect 

   on stockholders' equity since only cash 

   and dividends payable are reduced. 

[1211] Source: CMA 0685 4-27 

   Answer (A) is incorrect because a 

   stock dividend requires transfer of an 

   amount from retained earnings to 

   paid-in capital. Consequently, no 

   liability accounts are affected by either 

   the declaration or the distribution of a 

   stock dividend. 

   Answer (B) is incorrect because a stock 

   dividend requires transfer of an amount 

   from retained earnings to paid-in 

   capital. Consequently, no liability 

   accounts are affected by either the 

   declaration or the distribution of a stock 

   dividend. 

   Answer (C) is incorrect because a stock 

   dividend requires transfer of an amount 

   from retained earnings to paid-in 

   capital. Consequently, no liability 

   accounts are affected by either the 

   declaration or the distribution of a stock 

   dividend. 

   Answer (D) is correct. A stock 

   dividend requires transfer of an amount 

   from retained earnings to paid-in 

   capital. Consequently, no liability 

   accounts are affected by either the 

   declaration or the distribution of a stock 

   dividend. 

[1212] Source: CMA 0687 4-25 

   Answer (A) is incorrect because $1.76 

   results from using Year 2 net income 

   available to common shareholders 

   increased by 10% for Year 3 instead of 

   net income available to common 

   shareholders for Year 3. 

   Answer (B) is correct. The EPS for 

   Year 2 of $4.80 indicates a net income 

   available to common shareholders of 

   $4,800,000. Dividends on preferred 

   stock would have been $200,000 (10% 

   x $2,000,000). Thus, the net income 

   must have been $5,000,000. A 10% 

   increase for Year 3 would result in net 

   income of $5,500,000. Only $100,000 

   (10% x $1,000,000) would be required 

   for preferred dividends in Year 3, 

   leaving $5,400,000 for common 

   shareholders. After the 3-for-1 split, 

   EPS would be $1.80 ($5,400,000 ÷ 

   3,000,000 shares). 

   Answer (C) is incorrect because $5.28 

   results from using Year 2 net income 

   available to common shareholders 

   increased by 10% for Year 3 instead of 

   net income available to common 

   shareholders for Year 3. It also results 

   from not increasing the number of 

   common shares outstanding to allow for 

   the stock split. 

   Answer (D) is incorrect because $5.40 

   results from not increasing the number 

   of common shares outstanding to allow 

   for the stock split. 

[1213] Source: CMA 0688 4-8 

   Answer (A) is incorrect because return 

   on equity equals net income of $72,000 

   divided by average stockholders' equity 

   of $326,000, a rate of return of 22.1%. 

   Answer (B) is correct. Return on equity 

   equals net income of $72,000 divided 

   by the average stockholders' equity 

   (yield or return ratios are based on 

   average financial position in these 

   questions). The average equity of 

   $326,000 is found by averaging the 

   $320,000 sum of the common stock and 

   retained earnings at May 31, Year 1 

   with the $332,000 ending balance. 

   Dividing the $72,000 net income by 

   $326,000 produces a rate of return of 

   22.1%. 

   Answer (C) is incorrect because return 

   on equity equals net income of $72,000 

   divided by average stockholders' equity 

   of $326,000, a rate of return of 22.1%. 

   Answer (D) is incorrect because return 

   on equity equals net income of $72,000 

   divided by average stockholders' equity 

   of $326,000, a rate of return of 22.1%. 

[1214] Source: CMA 0688 4-9 

   Answer (A) is incorrect because the 

   degree of financial leverage may be 

   restated as EBIT divided by EBIT 

   minus interest, given no preferred stock. 

   Budgeted EBIT is $123,000 ($350,000 

   sales - $160,000 cost of goods sold - 

   $67,000 administrative expense). 

   Interest is $3,000. Thus, the DFL is 

   1.025 [$123,000 ÷ ($123,000 - 

   $3,000)]. 

   Answer (B) is incorrect because the 

   degree of financial leverage may be 

   restated as EBIT divided by EBIT 

   minus interest, given no preferred stock. 

   Budgeted EBIT is $123,000 ($350,000 

   sales - $160,000 cost of goods sold - 

   $67,000 administrative expense). 

   Interest is $3,000. Thus, the DFL is 

   1.025 [$123,000 ÷ ($123,000 - 

   $3,000)]. 

   Answer (C) is correct. The degree of 

   financial leverage equals the percentage 

   change in earnings per share available 

   to holders of common stock associated 

   with a given percentage change in 

   earnings before interest and taxes 

   (EBIT). This formula (assuming no 

   preferred stock), may be restated as 

   EBIT divided by EBIT minus interest. 

   Budgeted EBIT is $123,000 ($350,000 

   sales - $160,000 CGS - $67,000 

   administrative expense). Interest is 

   $3,000. Hence, the degree of financial 

   leverage is 1.025 [$123,000 ÷ 

   ($123,000 - $3,000)]. 

   Answer (D) is incorrect because the 

   degree of financial leverage may be 

   restated as EBIT divided by EBIT 

   minus interest, given no preferred stock. 

   Budgeted EBIT is $123,000 ($350,000 

   sales - $160,000 cost of goods sold - 

   $67,000 administrative expense). 

   Interest is $3,000. Thus, the DFL is 

   1.025 [$123,000 ÷ ($123,000 - 

   $3,000)]. 

[1215] Source: CMA 0688 4-10 

   Answer (A) is correct. When no 

   preferred stock is outstanding, the book 

   value per share equals total 

   shareholders' equity divided by the 

   number of shares outstanding at the 

   balance sheet date. Thus, dividing 

   $332,000 ($300,000 common stock + 

   $32,000 retained earnings) by 10,000 

   shares results in a book value of $33.20 

   per share. 

   Answer (B) is incorrect because 

   dividing $332,000 ($300,000 common 

   stock + $32,000 retained earnings) by 

   10,000 shares results in a book value of 

   $33.20 per share. 

   Answer (C) is incorrect because 

   dividing $332,000 ($300,000 common 

   stock + $32,000 retained earnings) by 

   10,000 shares results in a book value of 

   $33.20 per share. 

   Answer (D) is incorrect because 

   dividing $332,000 ($300,000 common 

   stock + $32,000 retained earnings) by 

   10,000 shares results in a book value of 

   $33.20 per share. 

[1216] Source: CMA 1288 4-4 

   Answer (A) is incorrect because the 

   distribution of a stock dividend affects 

   only stockholders' equity accounts 

   (debit common stock dividend 

   distributable and credit common stock). 

   Answer (B) is incorrect because 

   writing off an uncollectible receivable 

   does not affect total current assets. The 

   allowance account absorbs the bad 

   debt. Thus, the balance of net 

   receivables is unchanged. 

   Answer (C) is correct. The current ratio 

   is current assets divided by current 

   liabilities. Thus, an increase in current 

   assets or a decrease in current 

   liabilities, by itself, increases the 

   current ratio. The sale of inventory at a 

   profit increases current assets without 

   changing liabilities. Inventory 

   decreases, and receivables increase by 

   a greater amount. Thus, total current 

   assets and the current ratio increase. 

   Answer (D) is incorrect because the 

   purchase of inventory increases current 

   assets and current liabilities by the 

   same amount. The transaction reduces a 

   current ratio in excess of 1.0 since the 

   numerator and denominator of the ratio 

   increase by the same amount. 

[1217] Source: CMA 1288 4-5 

   Answer (A) is correct. The only 

   common ratios that use market price as 

   a part of the calculation are the 

   price-earnings ratio and the dividend 

   yield. The dividend yield is computed 

   by dividing the annual dividend by the 

   current market price. Thus, an increase 

   in market price will decrease the 

   dividend yield. 

   Answer (B) is incorrect because it is 

   based on book value and is not 

   influenced by market price. 

   Answer (C) is incorrect because EPS 

   equals income divided by the number of 

   shares outstanding. 

   Answer (D) is incorrect because the 

   dividend payout ratio equals the annual 

   dividend divided by income. 

[1218] Source: CMA 1288 4-6 

   Answer (A) is incorrect because 10.8 

   times is calculated using the $5.00 par 

   value instead of fully diluted earnings 

   per share of $12. 

   Answer (B) is incorrect because 3.0 

   times is calculated using the $18.00 

   primary earnings per share instead of 

   fully diluted earnings per share. 

   Answer (C) is incorrect because 9.0 

   times is calculated using the $6.00 of 

   dividends instead of fully diluted 

   earnings per share. 

   Answer (D) is correct. Stock analysts 

   usually determine the price-earnings 

   ratio by dividing the current market 

   price by fully diluted EPS, which may 

   give a higher value than using primary 

   EPS (FDEPS is always equal to or less 

   than PEPS). Thus, the price-earnings 

   ratio is 4.5 times ($54 ÷ $12). 

[1219] Source: CMA 1288 4-8 

   Answer (A) is correct. PEPS is net 

   income available to common 

   shareholders divided by the weighted 

   average shares outstanding during the 

   year. The denominator is increased by 

   any common stock equivalents (CSE) 

   outstanding. Stock rights are CSE if 

   their exercise price is less than market 

   price (that is, if their inclusion dilutes 

   or decreases EPS) and they can be 

   exercised within 5 years. The 

   denominator will include the 40,000 

   shares already outstanding plus the 

   4,000-share stock dividend (stock 

   dividends and stock splits are deemed 

   to have occurred at the beginning of the 

   earliest period presented). Thus, 44,000 

   shares are considered to have been 

   outstanding throughout the year. 

   Although the 44,000 rights are CSE, 

   they are not added to the denominator in 

   full. The treasury stock method should 

   be used to determine the amount added. 

   The proceeds from their hypothetical 

   exercise (44,000 x $6 = $264,000) are 

   assumed to be used to buy treasury 

   stock at the average price for the year. 

   Thus, the company could buy 13,200 

   shares ($264,000 ÷ $20). But the 

   assumed repurchase is limited to 20% 

   of the shares actually outstanding at 

   year-end (20% x 44,000 = 8,800). The 

   remaining proceeds [$264,000 - 

   ($8,800 x $20) = $88,000] are deemed 

   to be used to reduce debt (and interest). 

   Any remainder is used to buy 

   government securities (and increase net 

   income). Only 35,200 (44,000 new 

   shares - 8,800 treasury shares) 

   additional shares are presumed 

   outstanding after June 1. Because these 

   shares are assumed to have been 

   outstanding only since the date of the 

   rights, they must be weighted for the 

   period they were outstanding (6 

   months). Hence, the EPS denominator is 

   the weighted average for the year of 

   61,600 shares {44,000 + [35,200 x (6 ÷ 

   12)]}. The numerator must be increased 

   by the interest saved or income earned 

   from the excess proceeds ($88,000) of 

   the hypothetical exercise of the options. 

   Given that Rinker had no debt, these 

   proceeds are assumed to be invested at 

   9% (9% x $88,000 = $7,920). The 

   after-tax income [(1.0 - 30%) x $7,920 

   =</li> 

   Answer (B) is incorrect because PEPS 

   is calculated by dividing net income 

   available to common shareholders by 

   the weighted average shares 

   outstanding. Net income equals 

   $229,680 plus $5,544 of hypothetical 

   after-tax income on bonds. The 

   weighted average shares outstanding 

   equals 61,600 {40,000 shares + 4,000 

   stock dividend + [35,200 x (6 ÷ 12)] 

   additional shares}. 

   Answer (C) is incorrect because PEPS 

   is calculated by dividing net income 

   available to common shareholders by 

   the weighted average shares 

   outstanding. Net income equals 

   $229,680 plus $5,544 of hypothetical 

   after-tax income on bonds. The 

   weighted average shares outstanding 

   equals 61,600 {40,000 shares + 4,000 

   stock dividend + [35,200 x (6 ÷ 12)] 

   additional shares}. 

   Answer (D) is incorrect because PEPS 

   is calculated by dividing net income 

   available to common shareholders by 

   the weighted average shares 

   outstanding. Net income equals 

   $229,680 plus $5,544 of hypothetical 

   after-tax income on bonds. The 

   weighted average shares outstanding 

   equals 61,600 {40,000 shares + 4,000 

   stock dividend + [35,200 x (6 ÷ 12)] 

   additional shares}. 

[1220] Source: CMA 1288 4-9 

   Answer (A) is incorrect because 

   FDEPS equals net income available to 

   common shareholders divided by the 

   number of common shares outstanding 

   after adjustment for all dilutive 

   securities. Net income is $229,680. The 

   denominator equals 44,000 actual 

   shares outstanding plus 17,600 

   additional shares [(44,000 new shares - 

   8,800 treasury shares) x (6/12)]. The 

   weighted average denominator of 

   61,600 shares is divided into $229,680 

   to give FDEPS of $3.73. 

   Answer (B) is incorrect because 

   FDEPS equals net income available to 

   common shareholders divided by the 

   number of common shares outstanding 

   after adjustment for all dilutive 

   securities. Net income is $229,680. The 

   denominator equals 44,000 actual 

   shares outstanding plus 17,600 

   additional shares [(44,000 new shares - 

   8,800 treasury shares) x (6/12)]. The 

   weighted average denominator of 

   61,600 shares is divided into $229,680 

   to give FDEPS of $3.73. 

   Answer (C) is incorrect because 

   FDEPS equals net income available to 

   common shareholders divided by the 

   number of common shares outstanding 

   after adjustment for all dilutive 

   securities. Net income is $229,680. The 

   denominator equals 44,000 actual 

   shares outstanding plus 17,600 

   additional shares [(44,000 new shares - 

   8,800 treasury shares) x (6/12)]. The 

   weighted average denominator of 

   61,600 shares is divided into $229,680 

   to give FDEPS of $3.73. 

   Answer (D) is correct. FDEPS is net 

   income available to common 

   shareholders divided by the number of 

   common shares outstanding after 

   adjustment for all dilutive securities 

   (whether or not CSE) that could 

   possibly be issued. FDEPS is always 

   equal to or less than PEPS. In this 

   problem, the difference between PEPS 

   and FDEPS is the price used in the 

   assumed treasury stock purchase. Under 

   APB 15, the purchase of treasury stock 

   from the hypothetical proceeds of the 

   exercise of the 44,000 rights is 

   presumed to be at the year-end market 

   price, if higher than the average market 

   price for the year. Thus, the $264,000 

   ($6 x 44,000 shares) available for 

   treasury stock purchases will buy only 

   8,800 shares at the year-end price of 

   $30 per share. Consequently, because 

   8,800 is 20% of the actual shares 

   outstanding, no hypothetical proceeds 

   must be used to reduce debt or purchase 

   securities, and no numerator adjustment 

   of net income is needed. The 

   denominator will consist of the 44,000 

   actual shares assumed to be outstanding 

   all year, plus 17,600 additional shares 

   [(44,000 new shares - 8,800 treasury 

   shares) x (6/12)]. The weighted average 

   denominator of 61,600 shares is 

   divided into the $229,680 of net income 

   to give FDEPS of $3.73. 

[1221] Source: CIA 0593 IV-40 

   Answer (A) is incorrect because both 

   ratios decreased. 

   Answer (B) is incorrect because both 

   ratios decreased. 

   Answer (C) is incorrect because both 

   ratios decreased. 

   Answer (D) is correct. The current ratio 

   is determined by dividing current assets 

   by current liabilities. The acid-test ratio 

   is determined by dividing quick assets 

   by current liabilities. At December 31, 

   Year 1, the current ratio is 6 to 1 

   [($40,000 + $120,000 + $200,000) ÷ 

   $60,000]. At December 31, Year 2, the 

   current ratio is 4.3 to 1 [($30,000 + 

   $100,000 + $300,000) ÷ $100,000]. 

   Hence, there was a decrease in the 

   current ratio. At December 31, Year 1, 

   the acid-test ratio is 2.667 to 1 

   [($40,000 + $120,000) ÷ $60,000]. At 

   December 31, Year 2, the acid-test 

   ratio is 1.3 to 1 [($30,000 + $100,000) 

   ÷ $100,000]. Thus, the acid-test ratio 

   also declined. 

[1222] Source: CIA 0594 IV-33 

   Answer (A) is correct. Total assets 

   equal total liabilities and equity. Hence, 

   if total assets equal $100, total 

   liabilities and equity must equal $100, 

   and current liabilities must equal $30 

   ($100 - $40 - $30). Because the quick 

   ratio equals the quick assets (cash + 

   accounts receivable) divided by current 

   liabilities, the quick assets must equal 

   $36 ($30 x 1.2 quick ratio), and the 

   accounts receivable balance is $26 

   ($36 - $10 cash). 

   Answer (B) is incorrect because $36 

   equals the quick assets. 

   Answer (C) is incorrect because $66 

   equals the sum of the quick assets and 

   current liabilities. 

   Answer (D) is incorrect because $100 

   equals total assets. 

[1223] Source: CIA 0594 IV-34 

   Answer (A) is incorrect because $16 is 

   the result of neglecting to subtract the 

   equity balance when calculating the 

   current liability balance. 

   Answer (B) is correct. Total assets 

   (given as $100) equals the sum of cash 

   (given as $10), accounts receivable 

   ($26 as calculated using the quick 

   ratio), inventory, and fixed assets. 

   Inventory can be determined because it 

   is included in current, but not quick, 

   assets, and the current and quick ratios 

   are known. Current assets equal $42 

   (1.4 current ratio x $30 current 

   liabilities), and the quick assets equal 

   $36 (1.2 quick ratio x $30 current 

   liabilities). Thus, inventory, which is 

   the only difference in this question 

   between current and quick assets, 

   equals $6 ($42 - $36). Fixed assets 

   must then equal $58 ($100 total assets - 

   $10 cash - $26 accounts receivable - $6 

   inventory). 

   Answer (C) is incorrect because $64 

   assumes that inventory is $0. 

   Answer (D) is incorrect because $84 

   ignores accounts receivable. 

[1224] Source: CIA 0592 IV-40 

   Answer (A) is correct. The current ratio 

   equals current assets divided by current 

   liabilities. At the end of Year 6, it was 

   4.5 ($54,000 ÷ $12,000). 

   Answer (B) is incorrect because 2.4 

   was derived by dividing current 

   liabilities ($12,000) by the amount of 

   cash ($5,000), which produces no 

   meaningful ratio. 

   Answer (C) is incorrect because 2.0 

   was derived by dividing the total of 

   cash, short-term marketable 

   investments, and net receivables (the 

   quick assets) by total current liabilities. 

   This computation determines the 

   acid-test or quick ratio [($5,000 + 

   $3,000 + $16,000) ÷ $12,000]. 

   Answer (D) is incorrect because 1.5 

   [$12,000 ÷ ($5,000 + $3,000)] was 

   derived by dividing total current 

   liabilities by the sum of cash and 

   short-term marketable investments, 

   which produces no meaningful ratio. 

[1225] Source: CIA 0592 IV-41 

   Answer (A) is incorrect because 2.4 

   was derived by dividing total current 

   liabilities ($12,000) by the amount of 

   cash ($5,000), which produces no 

   meaningful ratio. 

   Answer (B) is incorrect because 2.18 

   was derived by dividing quick assets 

   ($5,000 + $3,000 + $16,000) by 

   accounts payable ($11,000). The 

   denominator should include all current 

   liabilities. 

   Answer (C) is correct. Liquidity ratios 

   measure the ability of a company to 

   meet its short-term obligations. A 

   commonly used liquidity ratio is the 

   acid test or quick ratio, which equals 

   the sum of the quick assets (net accounts 

   receivable, short-term marketable 

   securities, and cash) divided by current 

   liabilities. This ratio at the end of Year 

   Six is 2.0 [($5,000 + $3,000 + 

   $16,000) ÷ $12,000]. 

   Answer (D) is incorrect because 1.5 

   was derived by dividing total current 

   liabilities ($12,000) by the sum of cash 

   ($5,000) and short-term marketable 

   investments ($3,000), which produces 

   no meaningful ratio. 

[1226] Source: CIA 0592 IV-43 

   Answer (A) is correct. The accounts 

   receivable turnover equals net credit 

   sales divided by average trade 

   receivables (net). In Year 6, the 

   accounts receivable turned over 19 

   times {$285,000 ÷ [($16,000 ending 

   A/R + $14,000 beginning A/R) ÷ 2]}. 

   Answer (B) is incorrect because 17.8 

   equals net credit sales divided by net 

   accounts receivable at the end of Year 

   6. 

   Answer (C) is incorrect because 16 

   times was derived by dividing average 

   sales of Years 5 and 6 [($285,000 + 

   $200,000) ÷ 2] by average receivables 

   ($15,000), which produces no 

   meaningful ratio. 

   Answer (D) is incorrect because 10 

   times was derived by dividing cost of 

   goods sold ($150,000) for Year 6 by 

   average accounts receivable ($15,000), 

   which produces no meaningful ratio. 

[1227] Source: CIA 0592 IV-44 

   Answer (A) is correct. The formula for 

   the times-interest-earned ratio is 

   income before taxes and interest 

   charges divided by interest charges. 

   Interest was earned 23.33 times 

   ($70,000 ÷ $3,000). 

   Answer (B) is incorrect because 14.67 

   times equals the times-interest-earned 

   ratio at the end of Year 5. 

   Answer (C) is incorrect because 14.33 

   times was derived by dividing the sum 

   of the net income ($40,000) and the 

   interest charges ($3,000) by the amount 

   of interest charges ($3,000), which 

   produces no meaningful ratio. 

   Answer (D) is incorrect because 13.33 

   times was derived by dividing net 

   income ($40,000) by the interest 

   charges ($3,000), which produces no 

   meaningful ratio. 

[1228] Source: CIA 0594 IV-35 

   Answer (A) is incorrect because 5 days 

   assumes half of the customers pay on 

   day 10 but ignores the remaining 

   customers. 

   Answer (B) is incorrect because 10 

   days assumes all customers take the 

   discount. 

   Answer (C) is incorrect because 15 

   days assumes half of the customers pay 

   on day 30 but ignores the remaining half 

   of the customers who pay on day 10. 

   Answer (D) is correct. The average 

   collection period is the average time it 

   takes to receive payment from 

   customers. because one-half of the 

   customers will pay on day 10 and half 

   will pay on day 30, the average 

   collection period is 20 days [.5(10 

   days) + .5(30 days)]. 

[1229] Source: CIA 0594 IV-36 

   Answer (A) is incorrect because 

   $1,808.22 equals the credit sales per 

   day. 

   Answer (B) is incorrect because 

   $27,123.30 is based on a 15-day 

   average collection period. 

   Answer (C) is incorrect because 

   $36,164.38 assumes a 20-day average 

   collection period. 

   Answer (D) is correct. The expected 

   average accounts receivable balance 

   equals the average collection period 

   times the credit sales per day. Thus, the 

   average accounts receivable balance is 

   $45,205.48 {[(10,000 units sold on 

   credit x $66 price) ÷ 365 days] x 25 

   days}. The foregoing calculation 

   assumes that receivables are recorded 

   at their gross amounts. 

[1230] Source: CMA 1294 2-22 

   Answer (A) is incorrect because 18.82 

   days is based on receivables of 

   $320,000. 

   Answer (B) is incorrect because 19.43 

   days is based on a 360-day year. 

   Answer (C) is correct. The average 

   collection period equals 365 days 

   divided by the receivables turnover (net 

   credit sales ÷ average accounts 

   receivable). Turnover is 18.52 times 

   {$6,205,000 sales ÷ [($350,000 + 

   $320,000) ÷ 2]}. Hence, the average 

   collection period is 19.71 days (365 ÷ 

   18.52). 

   Answer (D) is incorrect because 20.59 

   days is based on receivables of 

   $350,000. 

[1231] Source: CMA 1294 2-23 

   Answer (A) is incorrect because 51.18 

   days is based on sales, not cost of sales. 

   Sales are recorded at retail prices. 

   Answer (B) is incorrect because 65.00 

   days is based on the beginning 

   inventory. 

   Answer (C) is incorrect because 71.51 

   days is based on a 360-day year, not a 

   365-day year. 

   Answer (D) is correct. The average 

   days to sell inventory equals 365 days 

   divided by the inventory turnover (cost 

   of goods sold ÷ average inventory). 

   Thus, turnover is 5.0345 times 

   {$4,380,000 CGS ÷ [($960,000 + 

   $780,000) ÷ 2]}. Average days to sell 

   inventory is 72.5 days (365 ÷ 5.0345). 

[1232] Source: CMA 1294 2-24 

   Answer (A) is incorrect because the 

   inventory alone is held for 72.50 days. 

   Answer (B) is incorrect because 93.09 

   days is based on the ending receivables 

   balance. 

   Answer (C) is correct. The operating 

   cycle is the length of time it takes a 

   company to complete normal operating 

   activities. Thus, the operating cycle is a 

   cash-to-cash cycle equivalent to the 

   average time that inventory is held plus 

   the average time that receivables are 

   held. Volpone holds its inventory 72.50 

   days [365 days ÷ ($4,380,000 CGS ÷ 

   $870,000 average inventory)] and its 

   receivables 19.71 days [365 days ÷ 

   ($6,205,000 sales ÷ $335,000 average 

   receivables)]. Its operating cycle is 

   92.21 days (72.50 + 19.71). 

   Answer (D) is incorrect because 99.71 

   days is based on the ending inventory. 

[1233] Source: CMA 1296 2-15 

   Answer (A) is incorrect because 3.7 is 

   based on year-end inventory. 

   Answer (B) is correct. The inventory 

   turnover ratio equals cost of sales 

   divided by the average inventory. 

   Consequently, the inventory turnover is 

   4 times per year {$440,000 ÷ 

   [($120,000 + $100,000) ÷ 2]}. 

   Answer (C) is incorrect because 4.4 is 

   based on beginning inventory. 

   Answer (D) is incorrect because 6.0 is 

   based on sales and beginning inventory. 

[1234] Source: CMA 1296 2-16 

   Answer (A) is incorrect because 4.9 is 

   based on cost of sales and year-end 

   receivables. 

   Answer (B) is incorrect because 5.9 is 

   based on cost of sales. 

   Answer (C) is incorrect because 6.7 is 

   based on year-end receivables. 

   Answer (D) is correct. The receivables 

   turnover ratio equals net credit sales 

   divided by the average receivables 

   balance. In this question, net sales must 

   be used because the amount of net credit 

   sales is not given. Thus, the receivables 

   turnover is 8 times per year {$600,000 

   ÷ [($90,000 + $60,000) ÷ 2]}. 

[1235] Source: CMA 1296 2-17 

   Answer (A) is incorrect because 36 

   days assumes a turnover of 10 times per 

   year. 

   Answer (B) is correct. The average 

   collection period equals the number of 

   days in a year divided by the 

   receivables turnover ratio. The 

   receivables turnover was 8 times per 

   year. Thus, the average collection 

   period is 45 days (360 ÷ 8). 

   Answer (C) is incorrect because 54 

   days assumes a turnover of 6.7 times 

   per year. 

   Answer (D) is incorrect because 61 

   days assumes a turnover of 5.9 times 

   per year. 

[1236] Source: CMA 1296 2-18 

   Answer (A) is incorrect because 0.6 

   omits receivables. 

   Answer (B) is correct. The quick ratio 

   equals quick assets divided by current 

   liabilities. King's quick assets consist 

   of cash, receivables, and marketable 

   securities. Accordingly, the quick ratio 

   is 1.11 [($60 cash + $40 marketable 

   securities + $90 accounts receivable) ÷ 

   $170 current liabilities]. 

   Answer (C) is incorrect because 1.8 

   includes inventories. 

   Answer (D) is incorrect because 2.0 is 

   the current ratio. 

[1237] Source: CMA 1296 2-19 

   Answer (A) is incorrect because 7.8% 

   includes preferred equity in the 

   denominator. 

   Answer (B) is correct. The preferred 

   stock dividend requirement is $10,000 

   (5% x $200,000 par value), so the net 

   income available to common 

   shareholders is $60,000 ($70,000 NI - 

   $10,000). The return on common equity 

   equals income available to common 

   shareholders divided by the average 

   common shareholders' equity. Given 

   that preferred shareholders' equity was 

   $200,000 at all relevant times, 

   beginning and ending common 

   shareholders' equity was $550,000 

   ($750,000 total - $200,000) and 

   $580,000 ($780,000 total - $200,000), 

   an average of $565,000 [($580,000 + 

   $550,000) ÷ 2]. The return on common 

   equity was therefore 10.6% ($60,000 ÷ 

   $565,000). 

   Answer (C) is incorrect because 10.9% 

   is based on beginning-of-the-year 

   equity. 

   Answer (D) is incorrect because 12.4% 

   does not subtract the preferred dividend 

   requirement from net income. 

[1238] Source: CMA 1296 2-20 

   Answer (A) is incorrect because $10 is 

   the par value per share of the common 

   stock; book value includes additional 

   paid-in capital and retained earnings. 

   Answer (B) is incorrect because $14.50 

   is based on 40,000 authorized shares. 

   Answer (C) is incorrect because $18.33 

   was the book value at the end of 2000. 

   Answer (D) is correct. Book value 

   equals equity attributable to a class of 

   stock divided by the number of shares 

   outstanding. At year-end, 30,000 shares 

   of common stock are outstanding. 

   Equity attributable to the common 

   shareholders includes all equity except 

   preferred stock. Thus, the book value of 

   a share of common stock is $19.33 

   [($780,000 total equity - $200,000 

   preferred stock) ÷ 30,000 shares of 

   common stock]. 

[1239] Source: CMA 0697 2-13 

   Answer (A) is incorrect because 0.60 

   to 1 omits receivables. 

   Answer (B) is incorrect because 0.90 to 

   1 omits trading securities. 

   Answer (C) is correct. The acid-test, or 

   quick, ratio equals quick assets (cash, 

   trading securities, and accounts 

   receivable) divided by current 

   liabilities. Quick assets total $143 ($45 

   + $30 + $68), so the acid-test ratio is 

   1.14 ($143 ÷ $125 current liabilities). 

   Answer (D) is incorrect because 1.86 

   to 1 includes inventory among quick 

   assets. 

[1240] Source: CMA 0697 2-14 

   Answer (A) is incorrect because 6.3% 

   is based on average total assets. 

   Answer (B) is incorrect because 7.5% 

   equals net income divided by average 

   total assets. 

   Answer (C) is incorrect because 7.8% 

   equals net income divided by beginning 

   total assets. 

   Answer (D) is correct. The return on 

   common equity equals income available 

   to common shareholders divided by 

   average common equity. Net income 

   available to common shareholders is 

   $45 [$54 - (6% x $150 par value of 

   preferred stock)]. Average common 

   equity is $429.5 {[$574 - $150 

   preferred stock) + ($585 - $150 

   preferred stock)] ÷ 2}. Thus, the return 

   is 10.5% ($45 ÷ $429.5). 

[1241] Source: CMA 0697 2-15 

   Answer (A) is incorrect because 3.67 

   times is based on ending inventory. 

   Answer (B) is correct. Inventory 

   turnover equals cost of goods sold 

   divided by average inventory. Hence, 

   the inventory turnover is 3.88 times per 

   year {$330 CGS ÷ [($90 + $80) ÷ 2]}. 

   Answer (C) is incorrect because 5.33 

   times equals sales divided by ending 

   inventory. 

   Answer (D) is incorrect because 5.65 

   times is based on sales, not cost of 

   goods sold. 

[1242] Source: CMA 0697 2-16 

   Answer (A) is incorrect because 0.08 

   times is based on net income. 

   Answer (B) is incorrect because 0.46 

   times uses cost of goods sold in the 

   numerator. 

   Answer (C) is correct. Asset turnover 

   equals net sales divided by average 

   total assets. Consequently, the asset 

   turnover is .67 times per year {$480 net 

   sales ÷ [($748 + $691) ÷ 2]}. 

   Answer (D) is incorrect because 0.83 

   times is based on average total 

   shareholders' equity. 

[1243] Source: CMA 0697 2-17 

   Answer (A) is incorrect because 7.2% 

   uses ending total assets instead of 

   average total assets. 

   Answer (B) is correct. The rate of 

   return on assets equals net income 

   divided by average total assets. 

   Accordingly, the rate of return is 7.5% 

   {$54 ÷ [($748 + $691) ÷ 2]}. 

   Answer (C) is incorrect because 7.8% 

   equals net income divided by beginning 

   total assets. 

   Answer (D) is incorrect because 11.2% 

   is the return on sales. 

[1244] Source: CMA 0697 2-18 

   Answer (A) is incorrect because 6.75 

   times uses after-tax income in the 

   numerator. 

   Answer (B) is incorrect because 11.25 

   times equals income before taxes 

   divided by interest. 

   Answer (C) is correct. The 

   times-interest-earned ratio equals 

   income available to pay interest (net 

   income + income taxes + interest) 

   divided by interest. The ratio is 

   therefore 12.25 [($54 + $36 + $8) ÷ 

   $8]. 

   Answer (D) is incorrect because 18.75 

   times results from adding selling, 

   general, and administrative expenses to 

   the numerator. 

[1245] Source: CMA Samp Q2-8 

   Answer (A) is incorrect because the 

   primary purpose of an engagement letter 

   is to provide a written record of the 

   agreement with the client as to the 

   services to be provided by the auditor. 

   It sets forth the rights and obligations 

   under the contract between the client 

   and the auditor. An engagement letter 

   should also state the nature of the audit. 

   Although not required by GAAS, 

   engagement letters are highly 

   recommended. 

   Answer (B) is correct. Management's 

   written representations confirm oral 

   representations given to the auditor, 

   indicate and document their continuing 

   appropriateness, and reduce the 

   possibility of misunderstanding about 

   the subject matter of the representations. 

   That subject matter includes 

   management's acknowledgment of 

   responsibility for the financial 

   statements. AU 333 requires that the 

   auditor obtain certain written 

   representations from management. 

   Answer (C) is incorrect because a 

   management letter is sent by the auditor 

   to the client at the end of the audit. It 

   states recommendations not included in 

   required communications, such as 

   improvements in operating efficiency 

   and effectiveness. A management letter 

   is not required. 

   Answer (D) is incorrect because, under 

   AU 325, the auditor must communicate 

   any reportable conditions noted during 

   the audit. Moreover, AU 380 requires 

   communication about many other 

   matters, for example, disagreements 

   with management, significant accounting 

   policies, and sensitive accounting 

   estimates. 

[1246] Source: Publisher 

   Answer (A) is correct. An increase in 

   the corporate income tax rate might 

   encourage a company to borrow 

   because interest on debt is tax 

   deductible, whereas dividends are not. 

   Accordingly, an increase in the tax rate 

   means that the after-tax cost of debt 

   capital will decrease. Given equal 

   interest rates, a firm with a high tax rate 

   will have a lower after-tax cost of debt 

   capital than a firm with a low tax rate. 

   Answer (B) is incorrect because 

   increased uncertainty encourages equity 

   financing. Dividends do not have to be 

   paid in bad years, but interest on debt is 

   a fixed charge. 

   Answer (C) is incorrect because an 

   increase in interest rates discourages 

   debt financing. 

   Answer (D) is incorrect because an 

   increase in the price-earnings ratio 

   means that the return to shareholders 

   (equity investors) is declining; 

   therefore, equity capital is a more 

   attractive financing alternative. 

[1247] Source: Publisher 

   Answer (A) is incorrect because 

   $500,000 is based on 60 days 

   outstanding. 

   Answer (B) is correct. Dividing $3 

   million of sales by 360 days results in 

   an average of $8,333.33 per day. 

   Multiplying the average daily sales by 

   the 40 days outstanding results in 

   $333,333. 

   Answer (C) is incorrect because 

   $250,000 is based on 30 days 

   outstanding. 

   Answer (D) is incorrect because 

   $75,000 is based on dividing sales by 

   40 days, which results in a meaningless 

   solution. 

[1248] Source: Publisher 

   Answer (A) is incorrect because 

   $1,000,000 is the amount of quick 

   assets. 

   Answer (B) is incorrect because 

   $500,000 is the amount of current 

   liabilities. 

   Answer (C) is incorrect because 

   $1,500,000 results from adding 

   inventory to current assets. 

   Answer (D) is correct. The only major 

   difference between the current ratio and 

   the quick ratio is the inclusion of 

   inventory in the numerator. If sales are 

   $2 million and inventory turns over 8 

   times per year, then average inventory 

   is $250,000 ($2,000,000 ÷ 8). Since the 

   only difference between the two ratios 

   is inventory, then inventory must equal 

   .5 (2.5 - 2.0) times current liabilities; 

   therefore, current liabilities are 

   $500,000. Thus, current assets divided 

   by $500,000 equals 2.5. Therefore, 

   current assets must equal $1,250,000 

   (2.5 x $500,000). 

[1249] Source: Publisher 

   Answer (A) is correct. The first step is 

   to determine the amount of equity. If the 

   debt/equity ratio is .6, then the 

   calculation is .6E + E = $20 million. 

   Thus, E (equity) equals $12.5 million. 

   Debt is therefore $7.5 million. At 9%, 

   interest on $7.5 million of debt is 

   $675,000. Earnings before taxes are 

   $2,325,000. At a 40% tax rate, taxes 

   are $930,000, which leaves a net 

   income of $1,395,000. Return on equity 

   is calculated by dividing the 

   $1,395,000 by the $12,500,000 of 

   equity capital, giving an ROE of 

   11.16%. 

   Answer (B) is incorrect because 14.4% 

   results from a failure to deduct interest 

   expense. 

   Answer (C) is incorrect because 18.6% 

   results from a failure to deduct income 

   taxes. 

   Answer (D) is incorrect because 24.0% 

   results from using the wrong amount of 

   equity. 

[1250] Source: Publisher 

   Answer (A) is incorrect because 7.68% 

   is based on 64% of the ROA. 

   Answer (B) is incorrect because 9% is 

   the growth rate, not a return. 

   Answer (C) is incorrect because 12% 

   is the return on assets, not return on 

   equity. 

   Answer (D) is correct. Assume that the 

   firm has $100 in assets, with debt of 

   $36 and equity of $64. Income (return) 

   is $12. The $12 return on assets equates 

   to an 18.75% return on equity ($12 ÷ 

   $64). 

[1251] Source: Publisher 

   Answer (A) is incorrect because 3.31% 

   is based on the wrong income. 

   Answer (B) is correct. The first step is 

   to determine sales, because the profit 

   margin is equal to profit ÷ sales. For 

   Intelinet, the asset turnover is 3.5, 

   which is calculated by dividing sales by 

   the $100,000 of assets. Therefore, sales 

   at Intelinet must be $350,000. Sales at 

   Comp are half of that, or $175,000. If D 

   represents Comp's debt, then the return 

   on assets at Intelinet is:

                      .17 = $10,000 ÷ (100,000 - 2D)

     .17 x (100,000 - 2D) = $10,000

                        D = $7,000 ÷ .34

                        D = $20,588

   Therefore, at Comp, return on equity is:

                .17  =  NI ÷ (100,000 - D)

                .17  =  NI ÷ (100,000 - 20,588)

     17,000 - 3,500  =  NI

                 NI  =  13,500

   Therefore, the profit margin percentage 

   is $13,500 ÷ $175,000, or 7.71%. 

   Answer (C) is incorrect because 

   10.00% is the return on assets for 

   Intelinet Corp. 

   Answer (D) is incorrect because 

   13.50% is the return on assets for 

   Comp. 

[1252] Source: Publisher 

   Answer (A) is incorrect because $100 

   is the par value of a preferred share. 

   Answer (B) is incorrect because $16 

   fails to consider the liquidation value of 

   the preferred stock in excess of its par 

   value. 

   Answer (C) is correct. The liquidation 

   value of the preferred stock is 

   $44,000,000 (1.1 x $40,000,000). 

   Hence, the book value per common 

   share equals the net assets (equity) 

   attributable to common shareholders 

   divided by the common shares 

   outstanding, or $14.40 [$80,000,000 

   equity - 44,000,000 ÷ ($10,000,000 ÷ 

   $4 par)]. 

   Answer (D) is incorrect because $4 is 

   the par value of a common share. 

[1253] Source: CMA 0678 3-14 

   Answer (A) is correct. The reliability 

   level, e.g., 95%, is also known as the 

   confidence level. 

   Answer (B) is incorrect because the 

   range of accuracy the auditor desires is 

   the precision. 

   Answer (C) is incorrect because the 

   auditor's choice of reliability 

   (confidence) level should be 

   independent of the standard error of the 

   estimate, size of the population, and the 

   estimated population error rate. 

   Usually, auditors choose a 90% or 95% 

   confidence level; i.e., 90% or 95% of 

   the time the population parameter will 

   be the sample statistic plus or minus the 

   precision limits. 

   Answer (D) is incorrect because the 

   auditor's choice of reliability 

   (confidence) level should be 

   independent of the standard error of the 

   estimate, size of the population, and the 

   estimated population error rate. 

   Usually, auditors choose a 90% or 95% 

   confidence level; i.e., 90% or 95% of 

   the time the population parameter will 

   be the sample statistic plus or minus the 

   precision limits. 

[1254] Source: CMA 0678 3-15 

   Answer (A) is incorrect because 

   changing from a 90% to 95% 

   confidence level results in c² changing 

   from 1.642 (which is 2.69) to 1.962 

   (which is 3.84). Thus, the numerator 

   and n increase by less than 50%. 

   Answer (B) is incorrect because a 

   decrease in the expected error rate from 

   10% to 5% results in pq being .05 (.95 

   x .05) rather than .09 (.90 x .10). This 

   reduces the numerator and n. 

   Answer (C) is correct. In attribute 

   sampling, sample size is determined by 

   the formula

               c²pq

         n  =  ----

               pre²

      if c  =  confidence coefficient, e.g., 1.96 for 95%

         p  =  expected error rate

         q  =  1 - p

       pre  =  precision

   Decreasing the precision from 4% to 

   2% results in a denominator value of 

   .0004 rather than .0016, thus increasing 

   n by 400%. 

   Answer (D) is incorrect because the 

   dollar value of purchase orders cannot 

   be considered in a test of controls over 

   purchase orders. 

[1255] Source: CMA 0678 3-16 

   Answer (A) is incorrect because cluster 

   sampling reduces the size of the sample 

   that is required if the variation within 

   the clusters is greater than the variation 

   between the clusters. 

   Answer (B) is incorrect because the 

   standard error of the sample is the 

   standard deviation of the distribution of 

   sample means. Compared with random 

   selection, cluster sampling does not 

   necessarily reduce the variability of 

   possible sample results. 

   Answer (C) is correct. Cluster 

   sampling, as the title implies, is a 

   means of collecting blocks or groups of 

   samples of one, e.g., pulling 100 

   consecutive invoices at one point rather 

   than 100 individual invoices. The time 

   required to locate individual items is 

   drastically reduced when using cluster 

   sampling. 

   Answer (D) is incorrect because the 

   type of sampling method used is taken 

   into account when determining the 

   sample size. Before the sample size is 

   determined, the precision and reliability 

   are determined. 

[1256] Source: CMA 1278 3-17 

   Answer (A) is incorrect because 

   reliability (confidence level) is the 

   number of times out of 100 that the 

   sample will reflect the population. 

   Reliability or confidence levels are 

   usually set at 90% or 95%. 

   Answer (B) is incorrect because 

   reasonableness is a matter of judgment. 

   An auditor asks whether an amount is 

   reasonable given other information such 

   as last year's amount, related amounts, 

   etc. 

   Answer (C) is incorrect because 

   consistency refers to the use of the same 

   accounting principles, practices, 

   procedures, etc., from period to period. 

   Answer (D) is correct. Precision is the 

   interval about a sample mean or the 

   amount represented by management 

   within which a value is acceptable to 

   the auditor. Materiality concerns the 

   relative significance of data relating to 

   the financial statements. Data are said 

   to be material if they are significant 

   enough to affect evaluations or 

   decisions. Thus, the plus or minus limits 

   in audit sampling can be related to 

   materiality. 

[1257] Source: CMA 0680 3-20 

   Answer (A) is incorrect because 

   stratified selection is a method of 

   random sampling. Random sampling is 

   sampling wherein every item in the 

   population or subpopulation has a 

   known and equal chance of selection. 

   Answer (B) is incorrect because 

   stratified selection is appropriate when 

   there are groups of nonhomogeneous 

   items in the universe, e.g., groups of 

   large accounts receivable and groups of 

   small accounts receivable. If all of the 

   items are similar, there is no basis for 

   grouping by item. 

   Answer (C) is correct. Stratified 

   selection consists of breaking the 

   population down into subpopulations 

   and applying different selection 

   methods to the subpopulations. 

   Answer (D) is incorrect because 

   stratified selection is appropriate 

   whenever there are subgroups in the 

   population. 

[1258] Source: CMA 0680 3-21 

   Answer (A) is incorrect because the 

   required sample size increases as the 

   population size, confidence level, and 

   population dispersion increase, but the 

   precision interval decreases. 

   Answer (B) is incorrect because 

   sample size does not decrease when 

   confidence level increases with 

   precision and population held constant. 

   Answer (C) is incorrect because 

   confidence level does not increase 

   when sample size decreases and 

   population size and precision are held 

   constant. 

   Answer (D) is correct. For example, the 

   relationship may be illustrated using the 

   sample-size formula for variables 

   sampling.

                    2 2

                   C å

             n  = -----

                     2

                    P

         If: n  = sample size

             C  = confidence coefficient, e.g., 1.96 for 95% confidence

             å  = standard deviation of the population

             P  = plus or minus precision interval

   This equation is for an infinite 

   population. When the population size 

   decreases, the required sample size 

   decreases ever so slightly until the 

   sample size becomes 20% or more of 

   the total population. Then the required 

   sample size decreases more 

   significantly. This effect is 

   approximated by using the finite 

   population correction factor.

                              1/2

                      (1 - n/N)

                      if  n  = sample size

                          N  = number of items in the population

   Thus, the required sample size 

   increases as the population size, 

   confidence level, and population 

   dispersion increase and as the precision 

   interval decreases (i.e., smaller 

   precision intervals result in more 

   precision). Holding everything else 

   constant, an increase in the population 

   size would decrease precision. 

[1259] Source: CMA 1284 3-17 

   Answer (A) is incorrect because an 

   engagement to report on management's 

   written assertion about the effectiveness 

   of an entity's internal controls over 

   financial reporting may include the 

   expression of an opinion (AT400). 

   Answer (B) is incorrect because GAAS 

   do not distinguish between public and 

   nonpublic entities. 

   Answer (C) is incorrect because the 

   auditor should communicate internal 

   control related matters noted in an audit 

   (AU 325). Reportable conditions as 

   well as material weaknesses must be 

   communicated. 

   Answer (D) is correct. The FCPA 

   requires companies subject to the 

   Securities Exchange Act of 1934 to 

   maintain an adequate system of internal 

   accounting control. According to AT 

   400 the auditor should not issue a report 

   providing assurance on compliance 

   with the internal control provision of 

   the act. Whether a firm is in compliance 

   is a legal determination not within the 

   professional capabilities of external 

   auditors. 

[1260] Source: CMA 1284 3-21 

   Answer (A) is correct. According to 

   AU 110, management has the 

   responsibility for adopting sound 

   accounting policies and for establishing 

   and maintaining an internal control 

   structure that will record, process, 

   summarize, and report financial data 

   consistent with the assertions in the 

   financial statements. The fairness of the 

   representations made therein is the 

   responsibility of management alone 

   because the transactions and the related 

   assets and liabilities reflected are 

   within management's direct knowledge 

   and control. 

   Answer (B) is incorrect because 

   management is ultimately responsible 

   for the assertions in the financial 

   statements. 

   Answer (C) is incorrect because 

   management is ultimately responsible 

   for the assertions in the financial 

   statements. 

   Answer (D) is incorrect because 

   management is ultimately responsible 

   for the assertions in the financial 

   statements. 

[1261] Source: CMA 0685 3-20 

   Answer (A) is correct. The fourth 

   standard of reporting requires the 

   auditor to express an opinion regarding 

   the financial statements taken as a 

   whole or to assert that an opinion 

   cannot be expressed. The opinion 

   concerns the fairness with which the 

   statements have been presented in 

   conformity with GAAP. 

   Answer (B) is incorrect because the 

   external auditor does not interpret the 

   financial statement data for investment 

   purposes. 

   Answer (C) is incorrect because the 

   external audit normally cannot be so 

   thorough as to permit a guarantee of 

   correctness. 

   Answer (D) is incorrect because the 

   independent audit attests to the fair 

   presentation of the data in the financial 

   statements, not an evaluation of 

   management decisions. 

[1262] Source: CMA 0685 3-25 

   Answer (A) is incorrect because ethics 

   rules are enforceable through state CPA 

   societies, etc. 

   Answer (B) is incorrect because an 

   exception is made for peer reviews. 

   Answer (C) is correct. Conduct Rule 

   301 does not prohibit a CPA from 

   disclosing confidential information (1) 

   to comply with a valid and enforceable 

   subpoena or summons issued by a court 

   or with applicable laws and 

   government regulations, (2) to properly 

   discharge the CPA's responsibilities in 

   accordance with his/her profession's 

   standards, (3) to permit a review of the 

   CPA's professional practice under 

   AICPA or state CPA society or Board 

   of Accountancy authorization, or (4) to 

   initiate a complaint with or to respond 

   to an inquiry made by the ethics 

   division or trial board of the AICPA or 

   a duly constituted investigative or 

   disciplinary body of a state CPA 

   society or Board of Accountancy. 

   Answer (D) is incorrect because the 

   CPA would not be independent if the 

   client could dictate the content of the 

   opinion. However, the auditor should 

   not ordinarily disclose, without the 

   client's specific consent, information 

   not required to be disclosed in financial 

   statements to comply with GAAP (AU 

   431). 

[1263] Source: CMA 0685 3-21 

   Answer (A) is incorrect because this 

   individual has operating 

   responsibilities. The audit committee is 

   to be composed of outside directors 

   only. 

   Answer (B) is correct. The NYSE 

   requires that all listed companies have 

   an audit committee of the board of 

   directors. Among the duties of the audit 

   committee are to appoint the external 

   auditor; determine the type, scope, and 

   timing of the audit; review findings; 

   mediate disputes; and work with the 

   internal auditors. 

   Answer (C) is incorrect because this 

   individual has operating 

   responsibilities. The audit committee is 

   to be composed of outside directors 

   only. 

   Answer (D) is incorrect because this 

   individual has operating 

   responsibilities. The audit committee is 

   to be composed of outside directors 

   only. 

[1264] Source: CMA 0685 3-24 

   Answer (A) is incorrect because the 

   term executive appeal is not meaningful 

   in this context. 

   Answer (B) is incorrect because a late 

   appointment of the auditor should not 

   reduce the scope of the audit. 

   Answer (C) is correct. Management can 

   direct subordinates to record or conceal 

   transactions and thereby cause a 

   material misstatement of the financial 

   statements. Management can thus 

   perpetrate fraud by overriding controls 

   that would otherwise have detected the 

   fraud. The auditor must therefore be 

   aware of any circumstances that might 

   predispose management to misstate 

   financial statements. Management's 

   integrity is vital to the effective 

   operation of internal controls. 

   Answer (D) is incorrect because the 

   management letter includes 

   recommendations for improvements but 

   would not affect detection risk. 

[1265] Source: CMA 1285 3-18 

   Answer (A) is incorrect because, if 

   certain criteria are met, the auditor must 

   consider how the internal audit function 

   may affect the audit effort devoted to 

   substantive testing. 

   Answer (B) is incorrect because 

   internal auditors may directly assist the 

   independent external auditor in 

   performing substantive tests and tests of 

   controls if their work is properly 

   supervised, reviewed, evaluated, and 

   tested. 

   Answer (C) is incorrect because 

   internal auditors may directly assist the 

   independent external auditor in 

   performing substantive tests and tests of 

   controls if their work is properly 

   supervised, reviewed, evaluated, and 

   tested. 

   Answer (D) is correct. AU 322 states 

   that the independent auditor should 

   obtain an understanding of the internal 

   audit function. If the independent 

   auditor concludes that the work of the 

   internal auditors is relevant to the audit, 

   (s)he should then determine whether it 

   is efficient to consider how that work 

   might affect the nature, timing, and 

   extent of audit procedures. If the 

   internal audit function is found to be 

   sufficiently competent and objective, 

   the external auditor may be able to 

   reduce the scope of both tests of 

   controls and substantive tests. 

   However, the external auditor must 

   make all decisions in matters requiring 

   judgment. 

[1266] Source: CMA 1285 3-17 

   Answer (A) is incorrect because 

   assessment of control risk for accounts 

   receivable is a matter of judgment to be 

   decided by the external auditor. 

   Answer (B) is incorrect because 

   determination of the number of positive 

   confirmation requests to be mailed to 

   substantiate the existence of accounts 

   receivable is a matter of judgment to be 

   decided by the external auditor. 

   Answer (C) is correct. The independent 

   auditor may use internal auditors to 

   provide direct assistance in performing 

   both substantive tests and tests of 

   controls provided that (s)he assesses 

   their competence and objectivity; 

   supervises, reviews, evaluates, and 

   tests their work; and makes all 

   judgments regarding matters that affect 

   the report on the financial statements. 

   Preparing aging schedules is a clerical 

   activity related to a substantive test that 

   an internal auditor may perform under 

   the supervision of the independent 

   auditor. 

   Answer (D) is incorrect because 

   establishment of the dollar amount of 

   accounts receivable that is considered 

   material is a matter of judgment to be 

   decided by the external auditor. 

[1267] Source: CMA 1285 3-19 

   Answer (A) is incorrect because both 

   types of risk can be reduced by the 

   auditor. 

   Answer (B) is incorrect because both 

   types of risk can be reduced by the 

   auditor. 

   Answer (C) is incorrect because both 

   types of risk can be reduced by the 

   auditor. 

   Answer (D) is correct. When a test is 

   restricted to a sample, sampling risk 

   arises from the possibility that the 

   auditor's conclusions may be different 

   from those reached if the test were 

   applied in the same way to all items in 

   the account balance or class of 

   transactions. A sample may thus contain 

   more or fewer monetary errors or 

   control deviations than exist in the 

   population as a whole (AU 350). 

   Nonsampling risk includes all other 

   aspects of audit risk, such as selecting 

   inappropriate procedures or failing to 

   recognize errors in a document that is 

   examined, which would make the 

   procedure ineffective even if applied to 

   all items in the population. Sampling 

   risk can be reduced, for example, by 

   increasing the sample size. 

   Nonsampling risk can be reduced by 

   adequate planning and supervision. 

[1268] Source: CMA 1285 3-21 

   Answer (A) is incorrect because 

   systematic sampling selects a starting 

   point and then taking every nth item in 

   the population. Except for selection of 

   the starting point, this process is not 

   random. 

   Answer (B) is correct. Probability 

   sampling is possible if each item in the 

   population has a known and nonzero 

   chance of being drawn. A simple 

   random sample is a special case of 

   probability sampling in which every 

   combination of sample items equal to n 

   has the same probability of being 

   chosen. Simple random sampling may 

   occur with or without replacement. 

   Answer (C) is incorrect because 

   stratifying a population means dividing 

   it into subpopulations, thereby 

   permitting application of different 

   sampling techniques to each stratum. 

   Larger or more important items have a 

   greater chance of selection. 

   Answer (D) is incorrect because a 

   block (cluster) sample selects every 

   item in a certain block and no items in 

   other blocks. If blocks of homogeneous 

   samples are selected, the sample will 

   be biased. 

[1269] Source: CMA 1285 3-22 

   Answer (A) is incorrect because a 

   systematic sample selects every nth 

   item in the population, not contiguous 

   items. 

   Answer (B) is incorrect because, in a 

   simple random sample, every sample of 

   size n has an equal chance of being 

   selected. 

   Answer (C) is incorrect because a 

   haphazard sample is a judgment 

   (nonstatistical) sample. 

   Answer (D) is correct. Block sampling 

   (also termed cluster sampling) selects 

   groups of items rather than individual 

   items. For this plan to be effective, 

   dispersion within clusters should be 

   greater than dispersion between 

   clusters. An example of block sampling 

   is the inclusion in the sample of all cash 

   disbursements for the months of May 

   and September. If blocks of 

   homogeneous samples are selected, the 

   sample will be biased. 

[1270] Source: CMA 1285 3-23 

   Answer (A) is correct. Systematic 

   sampling is accomplished by selecting a 

   random start and taking every nth item 

   in the population. The value of n is 

   computed by dividing the number in the 

   population by the size of the sample. 

   The random start should be in the first 

   interval. A systematic sample can be 

   effectively used whenever the items in 

   the population are already prenumbered 

   in order (such as sales invoices to be 

   audited). 

   Answer (B) is incorrect because, in a 

   simple random sample, every sample of 

   size n has an equal chance of being 

   selected. 

   Answer (C) is incorrect because, in a 

   stratified sample, items in different 

   strata (items of different sizes) have 

   different chances of being selected. 

   Answer (D) is incorrect because a 

   haphazard sample is a judgment 

   (nonstatistical) sample. 

[1271] Source: CMA 0686 3-16 

   Answer (A) is incorrect because the 

   concept of reasonable assurance is not 

   concerned with sampling but rather with 

   the cost-benefit criteria for internal 

   control. 

   Answer (B) is incorrect because the 

   concept of reasonable assurance is not 

   concerned with sampling but rather with 

   the cost-benefit criteria for internal 

   control. 

   Answer (C) is incorrect because the 

   concept of reasonable assurance is not 

   concerned with sampling but rather with 

   the cost-benefit criteria for internal 

   control. 

   Answer (D) is correct. The concept of 

   reasonable assurance recognizes that 

   the cost of an internal control structure 

   should not exceed the benefits expected 

   to be derived. Because precise 

   measurement of costs and benefits is not 

   feasible, evaluation of the cost-benefit 

   relationship requires both qualitative 

   and quantitative estimates and 

   judgments by management (AU 319). 

[1272] Source: CMA 0686 3-17 

   Answer (A) is incorrect because 

   attribute sampling measures error rates 

   in a population rather than values. 

   Answer (B) is correct. Although some 

   substantive tests may be made before or 

   concurrent with tests of controls, the 

   essential purpose of the latter is to 

   provide evidence that may allow the 

   auditor to assess control risk at less 

   than the maximum. Such an assessment 

   may permit the auditor to reduce the 

   effort subsequently devoted to 

   substantive testing. Hence, sample size 

   is least likely to be influenced by 

   results of substantive tests not yet 

   performed. 

   Answer (C) is incorrect because 

   precision is an interval about the 

   sample statistic within which the true 

   value of the population is expected to 

   fall. 

   Answer (D) is incorrect because 

   inaccurate assessments of inherent risk 

   and control risk lead to a miscalculation 

   of the acceptable level of detection risk 

   and therefore of the degree of assurance 

   to be provided by substantive testing. 

[1273] Source: CMA 1286 3-23 

   Answer (A) is incorrect because the 

   auditor may use random sampling or 

   other statistical sampling procedures 

   but select specific items on a 

   nonrandom basis. 

   Answer (B) is correct. AU 350, Audit 

   Sampling, discusses both statistical and 

   nonstatistical sampling. Statistical 

   sampling allows the auditor to control 

   and measure (quantify) risk associated 

   with observing only a portion of a 

   population. However, the choice of 

   nonstatistical or statistical sampling 

   does not directly affect the auditor's 

   decisions about the auditing procedures 

   to be applied, the competence of the 

   evidential matter obtained with respect 

   to the individual items in the sample, or 

   the actions that might be taken in light of 

   the nature and causes of particular 

   errors. Either approach, when properly 

   applied, can provide sufficient 

   competent evidential matter. 

   Answer (C) is incorrect because 

   nonsampling risk is the same regardless 

   of the method of sampling used. 

   Answer (D) is incorrect because 

   sampling risk exists with statistical 

   sampling, but the degree of that risk can 

   be measured. Nonsampling risk cannot 

   be eliminated regardless of the methods 

   used. 

[1274] Source: CMA 1286 3-26 

   Answer (A) is incorrect because audit 

   risk is the risk that the auditor may 

   unknowingly fail to appropriately 

   modify his/her opinion on financial 

   statements that are materially misstated. 

   Audit risk includes inherent risk, 

   control risk, and detection risk. 

   Answer (B) is incorrect because 

   detection risk is the risk that an auditor 

   will not detect a material misstatement 

   that exists in an assertion. 

   Answer (C) is correct. Inherent risk is 

   the susceptibility of an assertion to 

   material misstatement in the absence of 

   related internal control structure 

   policies and procedures (AU 319). This 

   risk is greater for some balances or 

   classes than others. For example, 

   complex calculations are more likely to 

   be misstated than simple ones, and cash 

   is more likely to be stolen than an 

   inventory of coal. Inherent risk exists 

   independently of the audit (AU 312). 

   Answer (D) is incorrect because 

   control risk is the risk that a material 

   misstatement that could occur in an 

   assertion will not be prevented or 

   detected on a timely basis by an entity's 

   internal control structure policies or 

   procedures. 

[1275] Source: CMA 1286 3-27 

   Answer (A) is incorrect because a cash 

   cutoff is not at issue. 

   Answer (B) is incorrect because 

   purchases do not necessarily 

   correspond to sales. 

   Answer (C) is incorrect because the 

   accounts receivable do not include cash 

   sales or accounts already settled. 

   Answer (D) is correct. When the 

   auditor analyzes transactions that 

   occurred within a few days before and 

   after the end of the month, (s)he can 

   determine if they have been recorded in 

   the proper accounting periods. The 

   cutoff test compares sales records with 

   sales invoices, purchase orders, and 

   shipping documents. Thus, a 

   comparison of November sales with 

   November shipping documents should 

   help assure that goods recorded as sold 

   were actually shipped. 

[1276] Source: CMA 1286 3-30 

   Answer (A) is incorrect because the 

   management representation letter is not 

   a response to the engagement letter, 

   which is a statement of the parties' 

   contractual understanding. 

   Answer (B) is incorrect because the 

   management does not write a letter 

   evaluating the auditor's performance. 

   Answer (C) is correct. The auditor uses 

   the letter of representation to remind 

   management that the primary 

   responsibility for the overall fairness of 

   financial statements rests with 

   management, not the auditor. AU 333 

   states that such representations are part 

   of the evidential matter, but they are not 

   a substitute for the application of those 

   auditing procedures necessary to afford 

   a reasonable basis for the opinion. 

   Answer (D) is incorrect because the 

   management representation letter is not 

   a response to the engagement letter, 

   which is a statement of the parties' 

   contractual understanding. 

[1277] Source: CMA 1287 3-12 

   Answer (A) is incorrect because it 

   describes stratified random sampling. 

   Answer (B) is correct. Attribute 

   sampling asks the question, "How 

   many?" It is used primarily to test 

   controls. The objective is to determine 

   an estimated occurrence rate of errors 

   and to determine whether estimated 

   rates are within an acceptable range. 

   Answer (C) is incorrect because it 

   describes simple random sampling. 

   Answer (D) is incorrect because it is a 

   nonsense answer. 

[1278] Source: CMA 1287 3-13 

   Answer (A) is correct. Precision (the 

   confidence interval) is a range about the 

   sample statistic that is expected to 

   contain the true value of the population 

   at the specified level of reliability (the 

   confidence level) set by the auditor. 

   The size of the precision interval is 

   determined by the acceptable tolerable 

   misstatement or rate of deviations and 

   is based on materiality considerations. 

   The upper precision limit is a measure 

   of the maximum acceptable amount of a 

   variable or rate of occurrence of an 

   attribute. 

   Answer (B) is incorrect because a 

   sample statistic is the percentage of 

   items in a sample that possess a 

   particular attribute. 

   Answer (C) is incorrect because a 

   population parameter is the percentage 

   of items in a population that possess a 

   particular attribute. 

   Answer (D) is incorrect because the 

   tolerable rate is the maximum rate of 

   exception that the auditor would be 

   willing to accept in the population 

   without altering the planned reliance on 

   the attribute. 

[1279] Source: CMA 1287 3-14 

   Answer (A) is incorrect because it 

   describes the upper precision limit. 

   Answer (B) is incorrect because it 

   describes a sample statistic. 

   Answer (C) is incorrect because it 

   describes a population parameter. 

   Answer (D) is correct. The tolerable 

   (to the auditor) rate is the maximum rate 

   at which the auditor would still believe 

   the item measured to be reliable. For 

   example, if the rate of deviations in the 

   population is believed to be 3% 

   (expected rate) and a maximum rate of 

   5% (tolerable rate) is acceptable, the 

   auditor might set the precision equal to 

   plus or minus 2%. 

[1280] Source: CMA 1287 3-15 

   Answer (A) is incorrect because an 

   alpha error may also arise from 

   sampling risk. 

   Answer (B) is incorrect because AU 

   312 and AU 319 apply the term 

   detection risk to this kind of risk. It is a 

   beta risk. 

   Answer (C) is correct. Rejection of a 

   correct hypothesis is an alpha or type I 

   error. Acceptance of an incorrect 

   hypothesis is a beta or type II error. 

   Rejecting a book balance as materially 

   misstated when it is correct is an alpha 

   error. Because the auditor will seek 

   additional audit evidence regarding a 

   rejected hypothesis, an alpha error is 

   not as serious as a beta error. If an 

   account balance is incorrectly accepted 

   as fair based upon a sample (a beta 

   error), additional audit work will 

   probably be minimal and the chances of 

   exposing the mistake will be 

   correspondingly reduced. 

   Answer (D) is incorrect because 

   selecting too small a sample, that is, 

   misapplying a sampling technique, is a 

   form of nonsampling risk. It may result 

   in either an alpha or a beta error. 

[1281] Source: CMA 0688 3-17 

   Answer (A) is incorrect because time 

   tickets are generated within the client 

   company. 

   Answer (B) is incorrect because 

   material requisition slips are generated 

   within the client company. 

   Answer (C) is incorrect because copies 

   of sales invoices are generated within 

   the client company. 

   Answer (D) is correct. Documentary 

   evidence is considered more reliable 

   when it has been prepared by someone 

   outside the control of the client, for 

   example, a bank statement prepared by 

   a bank. The auditor should obtain the 

   bank statement directly from the bank. 

   Documents to which the client has had 

   access are less reliable (competent) 

   than externally generated documents 

   obtained directly from their sources. 

[1282] Source: CMA 0688 3-18 

   Answer (A) is incorrect because a paid 

   invoice does not prove the existence of 

   the car. The company may have paid for 

   a company officer's car. 

   Answer (B) is correct. The auditor's 

   evaluation involves determination of 

   whether specific audit objectives 

   relative to specific financial statement 

   assertions have been achieved. The 

   auditor must ascertain whether (s)he has 

   obtained sufficient competent evidence. 

   Evidence generated independently 

   (from sources other than the client and 

   from places other than the client's 

   premises) is more reliable (competent) 

   than internally generated evidence. 

   Thus, inquiries about consigned goods 

   at outside locations are more likely to 

   lead to a valid conclusion concerning 

   ownership of inventories than inquiries 

   of the client. An acknowledgment of the 

   client's ownership by a consignee 

   independent of the client is more 

   persuasive than the client's 

   representations. 

   Answer (C) is incorrect because a 

   review of materials requisitions would 

   not indicate when the unused materials 

   were received. 

   Answer (D) is incorrect because 

   inventory valuation is determined 

   independently of the inventory count. 

   Observation of the count determines 

   only that the inventory exists, not its 

   value. 

[1283] Source: CMA 0688 3-19 

   Answer (A) is incorrect because it tests 

   the amount of an account balance to 

   determine whether it is misstated. 

   Answer (B) is correct. A substantive 

   test is a test of details or an analytical 

   procedure performed to detect material 

   misstatements in the account balance, 

   transaction class, and disclosure 

   components of the financial statements. 

   A test of controls is a test directed 

   toward the design or operation of an 

   internal control policy or procedure to 

   assess its effectiveness in preventing or 

   detecting material misstatements in a 

   financial statement assertion. An 

   external auditor considers the internal 

   controls to determine necessary auditing 

   procedures. The nature, timing, and 

   extent of substantive tests may therefore 

   depend on the effectiveness of the 

   internal controls. The inspection of 

   accounts to determine whether they are 

   current is a matter of classification, not 

   valuation. 

   Answer (C) is incorrect because it tests 

   the amount of an account balance to 

   determine whether it is misstated. 

   Answer (D) is incorrect because it tests 

   the amount of an account balance to 

   determine whether it is misstated. 

[1284] Source: CMA 0688 3-20 

   Answer (A) is incorrect because PPS 

   sampling tests account balances for 

   dollar amounts of errors, not numbers of 

   errors. Traditional attribute sampling 

   tests for error rates. 

   Answer (B) is correct. PPS sampling 

   (dollar-unit sampling) is a modified 

   version of attribute sampling that relates 

   error rates to dollar amounts. It uses the 

   dollar as the sampling unit. PPS 

   sampling is appropriate for testing 

   account balances, such as those for 

   inventory and receivables, in which 

   some items may be far larger than 

   others in the population. In effect, it 

   stratifies the population because the 

   larger account balances have a greater 

   chance of being selected. PPS is most 

   useful if few errors are expected and 

   overstatement is the most likely kind of 

   error. One disadvantage of PPS 

   sampling is that it is designed to detect 

   overstatements. It is not effective for 

   estimating understatement errors. 

   Answer (C) is incorrect because PPS 

   sampling is not primarily designed to 

   handle understatements effectively. 

   Answer (D) is incorrect because PPS 

   sampling is not primarily designed to 

   handle understatements effectively. 

[1285] Source: CMA 0688 3-21 

   Answer (A) is correct. Variables 

   sampling is used to estimate a variable, 

   such as an account balance. Attribute 

   sampling is concerned with binary 

   (yes/no) propositions. For example, 

   attribute sampling is used to ascertain 

   whether some attribute of internal 

   control, such as the presence of two 

   signatures on a check, is in place and 

   operating effectively. 

   Answer (B) is incorrect because it 

   involves a binary proposition for which 

   estimation of an error rate by attribute 

   sampling is appropriate. 

   Answer (C) is incorrect because it 

   involves a binary proposition for which 

   estimation of an error rate by attribute 

   sampling is appropriate. 

   Answer (D) is incorrect because it 

   involves a binary proposition for which 

   estimation of an error rate by attribute 

   sampling is appropriate. 

[1286] Source: CMA 0688 3-22 

   Answer (A) is incorrect because an 

   unqualified opinion can be expressed 

   only when statements are fairly 

   presented in accordance with GAAP. 

   Answer (B) is incorrect because a 

   qualified (except for) opinion is 

   expressed when, except for the matter to 

   which the qualification relates, the 

   financial statements are presented 

   fairly, in all material respects, in 

   conformity with GAAP. Possible bases 

   for a qualified opinion are a scope 

   limitation not sufficient for a 

   disclaimer, a lack of sufficient 

   competent evidence, or a material 

   departure from GAAP that the author 

   concludes is not a basis for an adverse 

   opinion. 

   Answer (C) is incorrect because a 

   qualified (except for) opinion is 

   expressed when, except for the matter to 

   which the qualification relates, the 

   financial statements are presented 

   fairly, in all material respects, in 

   conformity with GAAP. Possible bases 

   for a qualified opinion are a scope 

   limitation not sufficient for a 

   disclaimer, a lack of sufficient 

   competent evidence, or a material 

   departure from GAAP that the auditor 

   concludes is not a basis for an adverse 

   opinion. 

   Answer (D) is correct. An auditor must 

   express an adverse opinion when the 

   financial statements taken as a whole 

   are not presented fairly in conformity 

   with GAAP. "An adverse opinion states 

   that the financial statements do not 

   present fairly the financial position or 

   the results of operations or cash flows 

   in conformity with GAAP" (AU 508). 

[1287] Source: CMA 0689 3-14 

   Answer (A) is incorrect because bills 

   of lading and other shipping documents 

   are evidence that goods sold were 

   shipped. 

   Answer (B) is incorrect because a 

   customer purchase order is evidence 

   that an order was received. 

   Answer (C) is incorrect because bills 

   of lading and other shipping documents 

   are evidence that goods sold were 

   shipped. 

   Answer (D) is correct. Documentation 

   should exist to provide evidence that 

   valid orders were received, goods sold 

   were shipped, and goods shipped were 

   billed. These documents include 

   examining customer purchase orders, 

   bills of lading and other shipping 

   documents, and copies of billings 

   (invoices) mailed to customers. The 

   approval of credit, however, would not 

   assure that a sale had been made. 

[1288] Source: CMA 0689 3-19 

   Answer (A) is incorrect because the use 

   of prenumbered and sequentially issued 

   documents is a good internal control 

   tool, but such documents may be within 

   the control of an employee who is 

   perpetrating fraud. 

   Answer (B) is incorrect because 

   internally generated documents are 

   easily available to those attempting to 

   commit fraud. 

   Answer (C) is incorrect because the use 

   of prenumbered and sequentially issued 

   documents is a good internal control 

   tool, but such documents may be within 

   the control of an employee who is 

   perpetrating fraud. 

   Answer (D) is correct. Documentary 

   evidence from internal sources is more 

   likely to be competent (valid and 

   relevant) if it is generated subject to 

   effective internal controls. 

   Authorization by appropriate parties is 

   essential to effective control. 

[1289] Source: CMA 0689 3-20 

   Answer (A) is correct. When a test is 

   restricted to a sample, sampling risk 

   arises from the possibility that the 

   auditor's conclusions may be different 

   from those reached if the test were 

   applied in the same way to all items in 

   the account balance or class of 

   transactions. A sample may thus contain 

   more or fewer monetary misstatements 

   or control deviations than exist in the 

   population as a whole (AU 350). 

   Answer (B) is incorrect because the 

   confidence level is the probability that 

   the sample is representative of the 

   population. Confidence level is 100% 

   minus the sampling risk. 

   Answer (C) is incorrect because 

   statistical sampling is the use of a 

   sample to estimate the parameters of a 

   population in such a way that sampling 

   risk can be measured. Random selection 

   characterizes statistical sampling. 

   Answer (D) is incorrect because the 

   tolerable rate is the maximum rate of 

   deviations from a prescribed internal 

   control structure policy or procedure 

   that the auditor would be willing to 

   accept without altering his/her 

   assessment of control risk for the 

   assertions related to the control (AU 

   350). 

[1290] Source: CMA 0690 3-24 

   Answer (A) is incorrect because 

   inherent risk is the susceptibility of an 

   assertion to material misstatement 

   assuming there are no related controls. 

   Answer (B) is incorrect because 

   control risk is the risk that a material 

   misstatement in an assertion will not be 

   prevented or detected on a timely basis 

   by the client's internal control. 

   Answer (C) is incorrect because 

   detection risk is the risk that the 

   auditor's procedures for verifying 

   account balances will not detect a 

   material misstatement that in fact exists. 

   Answer (D) is correct. According to 

   AU 312, "Audit risk is the risk that the 

   auditor may unknowingly fail to modify 

   the opinion on financial statements that 

   are materially misstated." It includes 

   inherent risk, which is "the 

   susceptibility of an assertion to material 

   misstatement, assuming there are no 

   related internal control policies and 

   procedures." It also includes control 

   risk, "the risk that a material 

   misstatement that could occur in an 

   assertion will not be prevented or 

   detected on a timely basis by the entity's 

   internal control policies and 

   procedures." The third component of 

   audit risk is detection risk, "the risk that 

   the auditor will not detect a material 

   misstatement that exists in an assertion." 

[1291] Source: CMA 0689 3-21 

   Answer (A) is incorrect because 

   variables sampling is used when 

   sampling for amounts, not an attribute 

   such as fraud. 

   Answer (B) is incorrect because 

   attribute sampling is used to determine 

   the overall error rate in a population. It 

   would not be used in the case of 

   expected fraud because the auditor is 

   not concerned with the rate of fraud; 

   even a single episode of fraud is 

   unacceptable. 

   Answer (C) is correct. Discovery 

   sampling is used when looking for 

   critical errors or irregularities. As in 

   acceptance sampling, the objective is to 

   be able to state that the error rate is 

   below a certain level with a stated 

   degree of confidence. If the auditor 

   finds one critical error, however, (s)he 

   stops sampling and takes appropriate 

   action because the presumption 

   regarding critical errors is that none 

   should exist. In other words, one 

   discovery is enough to end the use of 

   the technique. 

   Answer (D) is incorrect because it is a 

   combination of attribute and variables 

   sampling. 

[1292] Source: CMA 0690 3-29 

   Answer (A) is incorrect because an 

   overstatement of ending inventory will 

   overstate gross profit and the gross 

   profit rate. 

   Answer (B) is incorrect because an 

   overstatement of sales will overstate 

   gross profit and the gross profit rate. 

   Answer (C) is correct. Cost of goods 

   sold equals beginning inventory plus 

   purchases minus ending inventory. 

   Hence, an understatement of ending 

   inventory will result in an 

   overstatement of cost of goods sold. 

   Because gross profit equals sales minus 

   cost of goods sold, gross profit will 

   also be understated. 

   Answer (D) is incorrect because it will 

   affect the gross profit rate. They are 

   selling costs that are deducted from 

   gross profit. 

[1293] Source: CMA 0690 3-30 

   Answer (A) is incorrect because it 

   results in a lower cost of goods sold 

   percentage. 

   Answer (B) is incorrect because it 

   results in a lower cost of goods sold 

   percentage. 

   Answer (C) is incorrect because it 

   results in a lower cost of goods sold 

   percentage. 

   Answer (D) is correct. If cost of goods 

   sold as a percentage of sales is above 

   the industry average, the reason may be 

   that the firm charges a lower price. For 

   example, the typical firm in the industry 

   may have chosen to incur high selling 

   costs and charge a correspondingly 

   higher price. Because selling costs 

   (such as advertising) are not included in 

   cost of goods sold, the effect of this 

   strategy is to increase sales and 

   decrease the cost of goods sold 

   percentage. Conversely, a firm that 

   reduces its selling costs and its price 

   will increase its cost of goods sold 

   percentage. 

[1294] Source: CMA 1290 2-1 

   Answer (A) is incorrect because 

   tolerable error and sampling error are 

   terms that no longer appear in the 

   applicable professional standards. They 

   have been replaced by tolerable 

   misstatement and sampling risk, 

   respectively. Also, control risk and 

   detection risk are omitted. 

   Answer (B) is incorrect because 

   control risk and detection risk are 

   omitted. 

   Answer (C) is incorrect because the 

   elements of audit risk are inherent risk, 

   control risk, and detection risk. 

   Answer (D) is correct. Audit risk is 

   composed of inherent risk, control risk, 

   and detection risk (AU 312 and AU 

   350). Inherent risk is the susceptibility 

   of an assertion to material misstatement 

   in the absence of related internal 

   control policies and procedures. 

   Control risk is the risk that a material 

   misstatement in an assertion may occur 

   and not be detected on a timely basis by 

   the internal controls. Detection risk is 

   the risk that an auditor may not detect a 

   material misstatement in an assertion. 

[1295] Source: CMA 1290 2-2 

   Answer (A) is incorrect because they 

   both relate to sampling risk for 

   substantive testing. 

   Answer (B) is incorrect because they 

   both relate to sampling risk for 

   substantive testing. 

   Answer (C) is correct. An auditor's 

   primary concern when testing controls 

   is that (s)he will assess control risk too 

   low. This risk relates to the 

   effectiveness of the audit because it may 

   incorrectly lead to a reduction in the 

   audit effort devoted to substantive tests. 

   Answer (D) is incorrect because 

   assessing control risk too high affects 

   the efficiency, not the effectiveness, of 

   the audit. The result is likely to be an 

   increase in the effort devoted to 

   substantive tests. 

[1296] Source: CMA 0692 2-28 

   Answer (A) is incorrect because a bill 

   of lading relates to inventory, not notes 

   receivable. 

   Answer (B) is correct. Although 

   subsequent collection is the best form of 

   evidence as to the validity of a note 

   receivable, a confirmation from a 

   customer (or borrower) is the next best 

   evidence. It provides independent, 

   external verification of the balance. 

   Answer (C) is incorrect because a 

   purchase order indicates that a customer 

   placed an order, not that the balance is 

   unpaid. 

   Answer (D) is incorrect because a sales 

   invoice is an internally generated 

   document. A confirmation is external to 

   the auditee. 

[1297] Source: CMA 1290 2-3 

   Answer (A) is incorrect because it 

   relates to sampling risk in performing 

   tests of controls. 

   Answer (B) is incorrect because it 

   relates to sampling risk in performing 

   tests of controls. 

   Answer (C) is incorrect because 

   rejection of an account balance will 

   result in an inefficient audit, but that is 

   not as severe as an ineffective audit. 

   Answer (D) is correct. An auditor's 

   primary concern when performing a 

   substantive test is that an account 

   balance will be accepted when it is 

   materially misstated. Such an error 

   could be costly because the financial 

   statement might not be fairly presented. 

   Alternatively, if an account balance is 

   incorrectly rejected, the result will be 

   to expand testing. This result might be 

   costly and inefficient but should not 

   impair the effectiveness of the audit. 

[1298] Source: CMA 0692 2-29 

   Answer (A) is incorrect because 

   analytical procedures have nothing to 

   do with engagement letters. 

   Answer (B) is incorrect because 

   analytical procedures have nothing to 

   do with schedules prepared by the 

   client. 

   Answer (C) is incorrect because 

   analytical procedures do not identify 

   specific errors. 

   Answer (D) is correct. Analytical 

   procedures "identify such things as the 

   existence of unusual transactions and 

   events and amounts, ratios, and trends 

   that might indicate matters that have 

   financial statement and audit planning 

   ramifications" (AU 329). 

[1299] Source: CMA 0692 2-30 

   Answer (A) is incorrect because a 

   departure from GAAP may justify a 

   qualified opinion, depending on the 

   circumstances. 

   Answer (B) is incorrect because a 

   departure from GAAP may justify an 

   adverse opinion, depending on the 

   circumstances. 

   Answer (C) is incorrect because a 

   disclaimer states that the auditor does 

   not express an opinion. A disclaimer is 

   not appropriate given a material 

   departure from GAAP. 

   Answer (D) is correct. A qualified 

   opinion states that the financial 

   statements are fairly presented except 

   for the effects of a certain matter. A 

   qualified opinion is expressed when the 

   statements contain a material, 

   unjustified departure from GAAP, but 

   only if an adverse opinion is not 

   appropriate. An adverse opinion is 

   expressed when the financial 

   statements, taken as a whole, are not 

   presented fairly in accordance with 

   GAAP. 

[1300] Source: CIA 0594 III-1 

   Answer (A) is correct. The external 

   auditor assesses the objectivity and 

   competence of the internal audit staff if 

   their activities are relevant to the audit 

   and it is efficient to consider how that 

   work may affect the nature, timing, and 

   extent of audit procedures. If the 

   internal auditors are found to be 

   sufficiently competent and objective, 

   the auditor then considers how their 

   work will affect the audit. Thus, 

   external auditors are not required to 

   assess the competence and objectivity 

   of internal auditors. 

   Answer (B) is incorrect because SIAS 

   5 contemplates a sufficient number of 

   meetings; reasonable mutual access to 

   audit programs, working papers, audit 

   reports, and management letters; and 

   common understanding of audit 

   techniques, methods, and terminology. 

   Answer (C) is incorrect because SIAS 

   5 contemplates a sufficient number of 

   meetings; reasonable mutual access to 

   audit programs, working papers, audit 

   reports, and management letters; and 

   common understanding of audit 

   techniques, methods, and terminology. 

   Answer (D) is incorrect because SIAS 

   5 contemplates a sufficient number of 

   meetings; reasonable mutual access to 

   audit programs, working papers, audit 

   reports, and management letters; and 

   common understanding of audit 

   techniques, methods, and terminology. 

[1301] Source: CIA 0592 II-8 

   Answer (A) is incorrect because the 

   working papers are the property of the 

   parent company's audit firm and their 

   confidentiality should be respected. 

   Answer (B) is correct. Coordination of 

   internal and external audit efforts 

   involves access to each other's audit 

   programs and working papers (Standard 

   550). However, "such access carries 

   with it the responsibility for internal 

   auditing to respect the confidentiality of 

   those programs and working papers" 

   (SIAS 5). Hence, the internal auditors 

   should seek the approval of the parent 

   company's external auditors before 

   granting access to their working papers 

   to the external auditors of the 

   subsidiaries. 

   Answer (C) is incorrect because the 

   external auditors should give prior 

   authorization for the release of their 

   working papers. 

   Answer (D) is incorrect because the 

   internal auditors have the responsibility 

   to ensure proper coordination with 

   external auditors. 

[1302] Source: CIA 0592 II-9 

   Answer (A) is correct. Internal and 

   external audit efforts should be 

   coordinated to ensure adequate audit 

   coverage and to minimize duplication of 

   effort. Coordination involves access to 

   each other's audit programs and 

   working papers (Standard 550). SIAS 5 

   states that "access to the internal 

   auditors' programs and working papers 

   should be given to the independent 

   outside auditors in order for the 

   independent outside auditors to be 

   satisfied as to the propriety, for external 

   audit purposes, of relying on the 

   internal auditors' work." 

   Answer (B) is incorrect because the 

   working papers are the property of the 

   company. The responsibility of the 

   internal audit director is to maintain 

   security of the working papers and 

   coordinate efforts with external 

   auditors. Thus, the decision belongs not 

   to third parties but to the director. 

   Answer (C) is incorrect because the 

   director may approve release to the 

   external auditors. 

   Answer (D) is incorrect because the 

   internal audit director should ensure 

   proper coordination with external 

   auditors by, among other things, 

   granting the external auditors access to 

   the internal auditors' working papers. 

[1303] Source: CIA 0594 III-90 

   Answer (A) is incorrect because 

   increasing liability makes external 

   auditors less likely to determine that the 

   work of the internal auditors has an 

   effect on the external audit procedures. 

   Answer (B) is correct. An external 

   auditor may decide that the internal 

   auditors' work will have an effect on 

   audit procedures if (1) that work is 

   relevant, (2) it is efficient to consider 

   how the work may affect the audit, and 

   (3) the external auditor determines that 

   the internal auditors are sufficiently 

   competent and objective. Hence, 

   internal auditors may be viewed as 

   partners in the audit because of their 

   increasing professionalism. Moreover, 

   the evolving economics of external 

   auditing create an imperative to control 

   audit fees by eliminating duplication of 

   effort and monitoring more closely the 

   hours worked by external auditors. 

   Answer (C) is incorrect because the 

   increased reliance on computerized 

   accounting systems and the 

   globalization of audit entities would 

   have no significant effect on the relative 

   roles of external and internal auditors. 

   Answer (D) is incorrect because the 

   increased reliance on computerized 

   accounting systems and the 

   globalization of audit entities would 

   have no significant effect on the relative 

   roles of external and internal auditors. 

[1304] Source: CIA 0592 II-3 

   Answer (A) is incorrect because 

   duplication of audit coverage may result 

   if the external audit is performed after 

   the internal audit. 

   Answer (B) is incorrect because 

   internal auditing encompasses both 

   financial and operational objectives and 

   activities. Thus, internal auditing 

   coverage could also be provided by 

   external audit work that included 

   primarily financial objectives and 

   activities. 

   Answer (C) is correct. SIAS 5 states, 

   "In coordinating the work of internal 

   auditors with the work of independent 

   outside auditors, the director of internal 

   auditing should ensure that work to be 

   performed by internal auditors in 

   fulfillment of Standard 300 does not 

   duplicate the work of the independent 

   audit coverage. To the extent that 

   professional and organizational 

   reporting responsibilities allow, 

   internal auditors should conduct 

   examinations in a manner that allows 

   for maximum audit coordination and 

   efficiency." 

   Answer (D) is incorrect because 

   external auditing work is conducted in 

   accordance with generally accepted 

   auditing standards. 

[1305] Source: CIA 0591 I-21 

   Answer (A) is incorrect because the 

   independent outside auditor is not 

   permitted to delegate certain work to 

   the internal auditors, for example, the 

   verification of material account 

   balances related to a pension plan. 

   Answer (B) is correct. SIAS 5 states, 

   "In coordinating the work of internal 

   auditors with the work of independent 

   outside auditors, the director of internal 

   auditing should ensure that work to be 

   performed by internal auditors in 

   fulfillment of Standard 300 does not 

   duplicate the work of the independent 

   outside auditors that can be relied on 

   for purposes of internal audit coverage. 

   To the extent that professional and 

   organizational reporting responsibilities 

   allow, internal auditors should conduct 

   examinations in a manner that allows 

   for maximum audit coordination and 

   efficiency." 

   Answer (C) is incorrect because testing 

   internal controls to determine the 

   reliability of account balances is an 

   example of duplicate work. 

   Answer (D) is incorrect because, 

   although SIAS 5 states that common 

   understanding of audit techniques, 

   methods, and terminology is involved in 

   audit coordination, and the use of 

   common techniques may be efficient, 

   the objective of audit coordination 

   efforts is to achieve maximum 

   efficiency and effectiveness, not to 

   determine whether one set of techniques 

   should be used to the exclusion of 

   another. 

[1306] Source: CMA 0694 2-7 

   Answer (A) is incorrect because 

   observing inventory primarily tests the 

   existence assertion. Other procedures 

   are required to test the valuation 

   assertion. 

   Answer (B) is incorrect because a 

   review of raw materials requisitions 

   would not be a means of determining 

   the proper cutoff of accounts payable at 

   year end. 

   Answer (C) is incorrect because the 

   purchase invoice is not sufficient 

   evidence that a car exists; the auditor 

   should also examine the car and 

   determine that the serial number of the 

   car is the same as on the invoice. 

   Answer (D) is correct. What constitutes 

   sufficient evidence to provide a 

   reasonable basis for the auditor's 

   opinion is a matter of professional 

   judgment. Attention to the unique 

   circumstances of a specific audit are 

   necessary because obtaining convincing 

   rather than merely persuasive evidence 

   is often not feasible. Evidence is more 

   likely to be reliable if it is gathered 

   from independent sources external to 

   the auditee. Evidence is also more 

   likely to be reliable if it is obtained 

   directly through the auditor's own 

   physical examination, observation, or 

   inspection. Obtaining information 

   regarding client ownership of consigned 

   goods from outside parties should be 

   evidence of sufficient weight to reach a 

   valid conclusion regarding ownership 

   (an assertion about rights). 

[1307] Source: CMA 0694 2-8 

   Answer (A) is correct. Audit risk 

   includes sampling and nonsampling 

   risk. Sampling risk arises from the 

   possibility that the auditor's conclusions 

   based on a sample may differ from the 

   conclusions reached if the test were 

   applied in the same way to the entire 

   population. Sampling risk varies 

   inversely with sample size. 

   Answer (B) is incorrect because 

   control risk is the risk that a material 

   misstatement will not be prevented or 

   detected on a timely basis by the entity's 

   internal control policies or procedures. 

   Answer (C) is incorrect because the 

   risk of overreliance is an archaic term 

   in the AICPA's auditing 

   pronouncements. It has been replaced 

   by the risk of assessing control risk too 

   low. 

   Answer (D) is incorrect because 

   tolerable error is the maximum rate of 

   deviations from a prescribed internal 

   control policy or procedure that the 

   auditor is willing to accept without 

   changing an assessment of control risk 

   for the assertions related to the policy 

   or procedure (AU 350). 

[1308] Source: CMA 0694 2-9 

   Answer (A) is incorrect because 

   variables sampling is used when 

   sampling for amounts, not an attribute 

   such as fraud. 

   Answer (B) is incorrect because 

   attribute sampling is used to determine 

   the overall error rate in a population. It 

   would not be used in the case of 

   expected fraud because the auditor is 

   not concerned with the rate of fraud; 

   even a single episode of fraud is 

   unacceptable. 

   Answer (C) is correct. Discovery 

   sampling is used when looking for 

   critical errors or fraud. As in 

   acceptance sampling, the objective is to 

   be able to state that the error rate is 

   below a certain level with a stated 

   degree of confidence. If the auditor 

   finds one critical error, however, (s)he 

   stops sampling and takes appropriate 

   action because the presumption 

   regarding critical errors is that none 

   should exist. In other words, one 

   discovery is enough to end the use of 

   the technique. 

   Answer (D) is incorrect because it is a 

   combination of attribute and variables 

   sampling. 

[1309] Source: CMA 1294 2-25 

   Answer (A) is incorrect because an 

   auditor may express an unqualified 

   opinion with an explanatory paragraph 

   when (s)he has substantial doubt about 

   an entity's going-concern status. 

   Answer (B) is incorrect because an 

   auditor may express an unqualified 

   opinion with an explanatory paragraph 

   when the opinion is based in part on the 

   report of another auditor. 

   Answer (C) is correct. Inclusion of an 

   explanatory paragraph does not 

   preclude expression of an unqualified 

   opinion. However, restrictions on the 

   scope of the audit, whether imposed by 

   the client or circumstances, such as the 

   timing of the work, the inability to 

   obtain sufficient competent evidence, or 

   an inadequacy of the accounting 

   records, may require a qualified 

   opinion or a disclaimer of an opinion 

   (AU 508). 

   Answer (D) is incorrect because an 

   auditor may express an unqualified 

   opinion with an explanatory paragraph 

   when accounting principles have not 

   been consistently observed in the 

   current period in relation to the 

   preceding period, but the auditor 

   concurs with the change. 

[1310] Source: CMA 1294 2-26 

   Answer (A) is incorrect because an 

   auditor must be independent to express 

   an unqualified opinion. 

   Answer (B) is incorrect because an 

   auditor must be independent to express 

   an unqualified opinion. 

   Answer (C) is incorrect because a 

   qualified opinion states that the 

   financial statements are fairly presented 

   except for the effects of a certain matter. 

   It cannot be expressed when the auditor 

   lacks independence. 

   Answer (D) is correct. A disclaimer of 

   opinion states that the auditor does not 

   express an opinion. It is appropriate 

   when the auditor has not performed an 

   audit sufficient in scope to permit 

   formation of an opinion or when the 

   auditor is not independent of the client. 

   A disclaimer is not appropriate when 

   the financial statements contain material 

   departures from GAAP (AU 508). 

[1311] Source: CMA 1294 2-27 

   Answer (A) is incorrect because 

   existence or occurrence is classified as 

   a financial statement assertion. 

   Answer (B) is correct. According to 

   AU 326, assertions are explicit or 

   implicit management representations 

   contained in the financial statements. 

   Audit objectives are determined with 

   regard to these assertions. Materiality 

   or risk is not one of the assertions. 

   "Audit risk is the risk that the auditor 

   may unknowingly fail to appropriately 

   modify the opinion on financial 

   statements that are materially misstated. 

   The concept of materiality recognizes 

   that some matters, either individually or 

   in the aggregate, are important for fair 

   presentation of financial statements in 

   conformity with GAAP, while others 

   are not" (AU 312). Thus, materiality is 

   the threshold for recognition of items 

   included in assertions, and audit risk is 

   the degree of probability that assertions 

   are materially misstated. 

   Answer (C) is incorrect because rights 

   and obligations is classified as a 

   financial statement assertion. 

   Answer (D) is incorrect because 

   valuation or allocation is classified as a 

   financial statement assertion. 

[1312] Source: CMA 1294 2-28 

   Answer (A) is incorrect because books 

   of original entry are underlying data. 

   Answer (B) is incorrect because 

   informal and memorandum records are 

   underlying data. 

   Answer (C) is incorrect because 

   general and subsidiary ledgers are 

   underlying data. 

   Answer (D) is correct. Audit evidence 

   may be viewed as consisting of the 

   underlying accounting data and 

   corroborating information. Underlying 

   accounting data consist of the books of 

   original entry, ledgers, accounting 

   manuals, and informal records, which 

   by themselves do not provide sufficient 

   evidence. Corroboration comes from 

   documents such as checks, invoices, 

   contracts, and minutes; from 

   confirmations and other written 

   representations; from the auditor's own 

   inquiry, observation, inspection, and 

   physical examination; and from other 

   information developed by, or available 

   to, the auditor that permits reaching 

   conclusions through valid reasoning 

   (AU 326). 

[1313] Source: CMA 1294 2-29 

   Answer (A) is correct. A successor 

   auditor should obtain the permission of 

   the prospective client to make inquiries 

   of the predecessor auditor regarding 

   matters pertinent to acceptance of the 

   engagement, e.g., facts bearing on 

   management's integrity, disagreements 

   with management about accounting 

   principles or auditing procedures, and 

   reasons for the change in auditors (AU 

   315). However, the auditor would 

   probably not obtain a thorough 

   understanding of the client's business 

   until the audit was scheduled. 

   Answer (B) is incorrect because the 

   AICPA's Code of Professional Conduct 

   requires an external auditor to be 

   independent in the performance of 

   attestation services, to undertake only 

   those professional services that (s)he 

   can reasonably expect to complete with 

   professional competence, and to use 

   due professional care in the planning 

   and performance of the audit and the 

   preparation of the report. 

   Answer (C) is incorrect because the 

   AICPA's Code of Professional Conduct 

   requires an external auditor to be 

   independent in the performance of 

   attestation services, to undertake only 

   those professional services that (s)he 

   can reasonably expect to complete with 

   professional competence, and to use 

   due professional care in the planning 

   and performance of the audit and the 

   preparation of the report. 

   Answer (D) is incorrect because the 

   AICPA's Code of Professional Conduct 

   requires an external auditor to be 

   independent in the performance of 

   attestation services, to undertake only 

   those professional services that (s)he 

   can reasonably expect to complete with 

   professional competence, and to use 

   due professional care in the planning 

   and performance of the audit and the 

   preparation of the report. 

[1314] Source: CMA 1295 2-19 

   Answer (A) is incorrect because the 

   inventory should not be written off in 

   the 2001 statements. It existed at the 

   balance sheet date. 

   Answer (B) is correct. AU 560 states 

   that there are two types of subsequent 

   events: (1) those that require reflection 

   in the financial statements and (2) those 

   that require disclosure only. Events that 

   provide additional evidence about 

   conditions existing at the balance sheet 

   date result in adjustments of the 

   financial statements. 

   Answer (C) is incorrect because the 

   effect of the bankruptcy should be 

   recorded, and the fire should be 

   disclosed. 

   Answer (D) is incorrect because the 

   causes of the customer's bankruptcy 

   need not be described. 

[1315] Source: CMA 1295 2-20 

   Answer (A) is incorrect because the 

   fire had not yet occurred by the balance 

   sheet date; thus, there were no insurance 

   proceeds to be considered. 

   Answer (B) is correct. AU 560 states 

   that there are two types of subsequent 

   events: (1) those that require reflection 

   in the financial statements and (2) those 

   that require disclosure only. Events that 

   provide additional evidence about 

   conditions existing at the balance sheet 

   date result in adjustments of the 

   financial statements. For example, the 

   receivable from the bankrupt debtor 

   should be written off in the 2001 

   statements even though the debtor did 

   not file for bankruptcy until after 

   year-end. 

   Answer (C) is incorrect because the 

   receivables balance should be written 

   down. The bankruptcy merely 

   confirmed something that existed at the 

   balance sheet date. 

   Answer (D) is incorrect because no 

   information is given about the beginning 

   accounts receivable balance. 

[1316] Source: CMA 0688 3-23 

   Answer (A) is correct. The principal 

   auditor must decide whether to accept 

   responsibility for the work of the other 

   auditors. If the principal auditor does 

   not accept responsibility, the 

   introductory and opinion paragraphs of 

   the report should state the division of 

   responsibility. However, the nature of 

   the opinion expressed is not affected. If 

   the statements are fairly presented in 

   accordance with GAAP, an unqualified 

   opinion is indicated (AU 543). 

   Answer (B) is incorrect because 

   referring to the work of another auditor 

   does not preclude an unqualified 

   opinion. 

   Answer (C) is incorrect because 

   referring to the work of another auditor 

   does not preclude an unqualified 

   opinion. 

   Answer (D) is incorrect because 

   referring to the work of another auditor 

   does not preclude an unqualified 

   opinion. 

[1317] Source: CMA 1294 2-30 

   Answer (A) is correct. According to 

   AU 312, "Inherent risk is the 

   susceptibility of an assertion to a 

   material misstatement, assuming that 

   there are no related internal control 

   policies or procedures. The risk of such 

   misstatement is greater for some 

   assertions and related balances or 

   classes than for others." Unlike 

   detection risk, inherent risk and control 

   "are independent of the audit." 

   Furthermore, inherent risk and control 

   risk are inversely related to detection 

   risk. Thus, the lower the inherent risk, 

   the higher the acceptable detection risk. 

   Answer (B) is incorrect because the 

   risk that the auditor may unknowingly 

   fail to appropriately modify his or her 

   opinion on financial statements that are 

   materially misstated is audit risk. 

   Answer (C) is incorrect because the 

   risk that a material misstatement that 

   could occur in an assertion will not be 

   prevented or detected on a timely basis 

   by the entity's internal control structure 

   policies or procedures is control risk. 

   Answer (D) is incorrect because the 

   risk that the auditor will not detect a 

   material misstatement that exists in an 

   assertion is detection risk. 

[1318] Source: CMA 0679 3-23 

   Answer (A) is incorrect because 

   auditors do not guarantee the absence of 

   misstatements. 

   Answer (B) is incorrect because 

   management is responsible for the 

   financial statements. 

   Answer (C) is correct. External 

   auditors express an opinion on the 

   fairness of the financial statements. The 

   independent auditor's opinion provides 

   assurance to third parties, e.g., creditors 

   and investors, that the statements are 

   fairly presented. 

   Answer (D) is incorrect because 

   external auditors are not in a position to 

   guarantee discovery of fraud since their 

   opinion is based only upon examination 

   and tests of sample transactions, not 

   100% verification. 

[1319] Source: CMA 1278 3-21 

   Answer (A) is incorrect because, 

   according to the first general standard, 

   the audit is to be performed by a person 

   or persons having adequate technical 

   training. 

   Answer (B) is incorrect because, 

   according to the second general 

   standard, in all matters relating to the 

   assignment, an independence of mental 

   attitude is essential. 

   Answer (C) is correct. The three 

   standards of field work are 1) adequate 

   planning and supervision, 2) proper 

   study and evaluation of existing internal 

   control, and 3) sufficient competent 

   evidential matter. 

   Answer (D) is incorrect because, 

   according to the third general standard, 

   due professional care is to be exercised 

   in the planning and performance of the 

   audit. 

[1320] Source: CMA 0679 3-27 

   Answer (A) is incorrect because a 

   continuing relationship between the 

   client and the external auditor is not 

   considered to impair independence; i.e., 

   auditor rotation is not required. 

   Answer (B) is incorrect because 

   personal friendship between audit 

   personnel and client personnel does not 

   impair independence. 

   Answer (C) is incorrect because there 

   is no current prohibition against 

   offering both audit and consulting 

   services to clients. 

   Answer (D) is correct. The AICPA 

   Code of Professional Ethics requires 

   CPAs to be independent of their audit 

   clients. They cannot have financial or 

   management relationships with the 

   client. Thus, any amount of stock 

   ownership impairs independence or 

   creates a presumption of impairment. 

[1321] Source: CMA 0684 3-34 

   Answer (A) is incorrect because 

   confidentiality is intended to encourage 

   communication so as to avoid 

   limitations on the scope of the audit. 

   Answer (B) is incorrect because an 

   auditor can be forced to testify against a 

   client in a federal court (except in 

   certain tax proceedings) and in most 

   state courts. 

   Answer (C) is incorrect because an 

   auditor can be forced to testify against a 

   client in a federal court (except in 

   certain tax proceedings) and in most 

   state courts. 

   Answer (D) is correct. Ethics Rule 301 

   of the AICPA Code of Professional 

   Ethics prohibits disclosure of 

   confidential information obtained in the 

   course of a professional engagement 

   except with the consent of the client. 

   Certain exceptions are allowed: 

   responses to subpoena or summons, 

   quality review activities, participation 

   in disciplinary matters, and the actions 

   necessary for the proper discharge of 

   professional responsibilities. 

[1322] Source: CMA 0680 3-24 

   Answer (A) is incorrect because 

   external auditors may also rely on the 

   work of the internal auditor in 

   determining the nature, timing, and 

   extent of audit procedures. 

   Answer (B) is correct. AU 322 permits 

   CPAs to use the client's internal 

   auditors to perform both tests of 

   compliance and substantive tests under 

   appropriate supervision. 

   Answer (C) is incorrect because 

   external auditors may also rely on the 

   work of the internal auditor in 

   determining the nature, timing, and 

   extent of audit procedures. 

   Answer (D) is incorrect because 

   substitution of internal audit results for 

   substantive audit procedures is not 

   contemplated by GAAS. Even if a small 

   subsidiary were not visited by the 

   external auditors, the subsidiary's 

   accounts should be analytically 

   reviewed for reasonableness, 

   fluctuations, etc. 

[1323] Source: CMA 1278 3-15 

   Answer (A) is correct. A satisfactory 

   internal audit function is a significant 

   component of internal control. Before 

   significantly reducing the scope of audit 

   procedures due to a satisfactory internal 

   audit function, the external auditor 

   should review the competency and 

   objectivity of the internal auditor and 

   evaluate his/her work. If the work of the 

   internal auditor is significant, the 

   auditor should review and test the 

   internal auditor's working papers. 

   Answer (B) is incorrect because the 

   work of the internal auditor cannot be 

   substituted for the work of the external 

   auditor since external auditors must 

   make all judgments concerning items 

   affecting the audit report, including the 

   expression of an opinion. 

   Answer (C) is incorrect because the 

   work of the internal auditor cannot be 

   substituted for the work of the external 

   auditor since external auditors must 

   make all judgments concerning items 

   affecting the audit report, including the 

   expression of an opinion. 

   Answer (D) is incorrect because the 

   work of the internal auditor cannot be 

   substituted for the work of the external 

   auditor since external auditors must 

   make all judgments concerning items 

   affecting the audit report, including the 

   expression of an opinion. 

[1324] Source: CMA 0695 4-28 

   Answer (A) is incorrect because 

   planning is not a component of internal 

   control. Organizational structure and 

   management philosophy are factors in 

   the control environment component. 

   Answer (B) is correct. Internal control 

   includes five components: the control 

   environment, risk assessment, control 

   activities, information and 

   communication, and monitoring. The 

   control environment sets the tone of an 

   organization, influences control 

   consciousness, and provides a 

   foundation for the other components. 

   Risk assessment is the identification 

   and analysis of relevant risks to 

   achievement of objectives. Control 

   activities help ensure that management 

   directives are executed. Information and 

   communication are the identification, 

   capture, and exchange of information in 

   a form and time frame that allow people 

   to meet their responsibilities. 

   Monitoring assesses the performance of 

   internal control over time (AU 319). 

   Answer (C) is incorrect because risk 

   assessment is the only component listed. 

   Answer (D) is incorrect because the 

   legal environment of the firm, 

   management philosophy, and 

   organizational structure are factors in 

   the control environment component. 

[1325] Source: CMA 0678 3-13 

   Answer (A) is incorrect because the 

   internal auditor may assist the 

   independent auditor under the 

   independent auditor's supervision. 

   Answer (B) is correct. AU 322 

   indicates that the independent auditor 

   should consider procedures performed 

   by the internal auditor in determining 

   the nature, timing, and extent of audit 

   procedures. 

   Answer (C) is incorrect because a 

   certain amount of duplication of audit 

   tests and procedures is inevitable, and 

   perhaps even desirable. 

   Answer (D) is incorrect because the 

   independent auditor should inspect the 

   working papers and reports of the 

   internal auditor to be able to determine 

   the extent to which internal audit 

   procedures will affect the nature, 

   timing, and extent of external audit 

   procedures. 

[1326] Source: CMA 0680 3-22 

   Answer (A) is incorrect because a 

   proof of cash reconciles only one bank 

   account, and the fairness of the year-end 

   cash balance is determined by 

   schedules of bank transfers, 

   accessibility of cash in foreign 

   countries, cash on hand, etc. 

   Answer (B) is incorrect because the 

   worksheet only reconciles cash flows 

   and balances and provides no insight as 

   to the separation of functional 

   responsibilities. 

   Answer (C) is incorrect because a 

   proof of cash merely detects and 

   reconciles client and bank errors. One 

   can be prepared when there are bank 

   (or client) errors. 

   Answer (D) is correct. The proof of 

   cash is a four-column worksheet that 

   consists of a bank reconciliation in the 

   first and fourth columns and a 

   reconciliation of receipts and 

   disbursements in the middle two 

   columns. Thus the reconciliations are 

   both vertical and horizontal. They are 

   horizontal in that the beginning figures 

   plus receipts and minus disbursements 

   equal ending figures. Accordingly, 

   unauthorized disbursements and 

   unrecorded deposits are detected by 

   using a proof of cash (they would not 

   normally be detected by using a bank 

   reconciliation). 

[1327] Source: CMA 0680 3-23 

   Answer (A) is incorrect because GAAP 

   require the independent auditor to 

   perform the confirmation procedures. 

   Answer (B) is correct. The 

   confirmation of accounts payable asks 

   creditors to confirm the amount owed to 

   them. If there are unrecorded liabilities, 

   the identities of the creditors are 

   unknown and they cannot be sent 

   confirmation. 

   Answer (C) is incorrect because the 

   independent auditor can receive direct 

   assistance from the internal auditor, as 

   long as the independent auditor 

   maintains control over confirmation 

   requests and responses. 

   Answer (D) is incorrect because 

   confirmations are useless when the 

   auditor does not know the identity of the 

   creditors. 

[1328] Source: CMA 1278 3-18 

   Answer (A) is incorrect because an 

   independent auditor must maintain 

   control over the confirmation 

   procedures. 

   Answer (B) is incorrect because an 

   independent auditor must maintain 

   control over the confirmation 

   procedures. 

   Answer (C) is correct. AU 330 states 

   that an independent auditor should 

   maintain control over the confirmation 

   requests and responses while 

   performing the confirmation 

   procedures. However, the need to 

   maintain control does not preclude 

   direct assistance from the internal 

   auditors. 

   Answer (D) is incorrect because 

   account receivable confirmations are 

   required unless the amount is 

   immaterial, confirmations would be 

   ineffective, or risk of misstatement 

   based on other procedures is judged 

   sufficiently low. 

[1329] Source: CMA 0678 3-17 

   Answer (A) is incorrect because neither 

   has the year-end urgency that cutoff 

   bank statements do. 

   Answer (B) is incorrect because 

   counting of petty cash is not as urgent at 

   year-end since the amounts involved are 

   usually small. 

   Answer (C) is incorrect because neither 

   has the year-end urgency that cutoff 

   bank statements do. 

   Answer (D) is correct. A cutoff bank 

   statement is a bank statement requested 

   in the middle of a month to be picked up 

   directly by the auditor. The purpose of 

   obtaining a cutoff bank statement is to 

   determine that there were no 

   unrecorded checks. The unrecorded 

   checks would not be listed as 

   outstanding at year-end but would be 

   returned with the cutoff bank statement. 

   Thus, the cutoff bank statement helps 

   determine the cash balance at year-end 

   and must be part of the year-end work. 

[1330] Source: CMA 0678 3-18 

   Answer (A) is incorrect because a 

   positive confirmation requests a 

   response regarding the accuracy of the 

   account as of the confirmation date 

   regardless of the nature of the balance. 

   Answer (B) is incorrect because it 

   describes a negative confirmation. 

   Answer (C) is correct. Positive 

   confirmations are in contrast with 

   negative confirmations, which request 

   debtors to notify the independent 

   auditor only if the debtor disagrees with 

   the client's receivable balance. Positive 

   confirmations request debtors to 

   confirm whether the receivable balance 

   is correct or incorrect. 

   Answer (D) is incorrect because a 

   positive confirmation requests a 

   response regarding the accuracy of the 

   account as of the confirmation date 

   regardless of the nature of the balance. 

[1331] Source: Publisher 

   Answer (A) is correct. An accountant 

   may provide two levels of service 

   below that of a full audit: a review and 

   a compilation. The highest level of 

   assurance, other than an audit, is a 

   review. A review consists principally 

   of inquiries of company personnel and 

   analytical procedures applied to the 

   financial data. A review does not 

   include an evaluation of internal 

   control, tests of transactions and 

   account balances, or other auditing 

   procedures. 

   Answer (B) is incorrect because a 

   confirmation is a nonsense term in this 

   context; there is no specific level of 

   service by this name offered by 

   accountants. 

   Answer (C) is incorrect because a 

   compilation is the lowest level of 

   service with which an accountant may 

   be associated. It results in the 

   expression of no assurance. 

   Answer (D) is incorrect because an 

   accountant may not submit unaudited 

   statements unless, as a minimum, (s)he 

   complies with the requirements of a 

   compilation. 

[1332] Source: Publisher 

   Answer (A) is incorrect because testing 

   transactions is not performed for either 

   type of engagement. 

   Answer (B) is incorrect because 

   evaluating internal control is not a 

   required step for either a review or a 

   compilation. 

   Answer (C) is incorrect because 

   checking clerical accuracy is a 

   requirement for all types of 

   engagements. 

   Answer (D) is correct. When 

   accountants undertake review 

   engagements, they express limited 

   assurance based upon inquiry and 

   analytical procedures. These inquiries 

   include obtaining a representation letter 

   from management personnel. A 

   compilation is a lower-level 

   engagement in which the accountant 

   compiles financial statements from 

   client data without performing any 

   auditing or other procedures. 

[1333] Source: CMA 1278 3-19 

   Answer (A) is correct. Substantive tests 

   are examinations of transactions and 

   account balances to determine that (1) 

   all transactions occurring during the 

   period are properly reflected in the 

   financial statements, and (2) the 

   statements reflect only the transactions 

   that occurred during the period. 

   Substantive tests are in contrast with 

   compliance tests undertaken to 

   determine that internal controls are 

   operating as prescribed and are 

   effective. Comparing last year's interest 

   expense with this year's interest 

   expense is a form of analytical 

   procedure that will point out any 

   unreasonable relationships or amounts. 

   Answer (B) is incorrect because 

   comparing signatures on checks with the 

   signatures of authorized check signers is 

   a compliance test. It determines whether 

   control procedures are being followed. 

   Answer (C) is incorrect because 

   reviewing initials on receiving 

   documents is a compliance test. It 

   determines whether control procedures 

   are being followed. 

   Answer (D) is incorrect because 

   reviewing procedures followed in 

   receiving, depositing, and disbursing of 

   cash is a compliance test. It determines 

   whether control procedures are being 

   followed. 

[1334] Source: CMA 0680 3-25 

   Answer (A) is incorrect because 

   financial statements are fairly presented 

   when illegal kickbacks are properly 

   disclosed in the financial statements. 

   Answer (B) is incorrect because 

   principles with substantial authoritative 

   support are GAAP even though they are 

   not officially established [category (a) 

   in the hierarchy]. 

   Answer (C) is correct. The opinion may 

   be qualified as the result of an 

   accounting change when the new 

   principle is not generally accepted, the 

   method of accounting for the change is 

   not in conformity with GAAP, or 

   management has not provided 

   reasonable justification for the change. 

   Answer (D) is incorrect because the 

   auditor can be satisfied with the 

   allowance for doubtful accounts using 

   extended (other than normal) audit 

   procedures. 

[1335] Source: CMA 1281 3-24 

   Answer (A) is incorrect because a 

   disclaimer of opinion is issued only 

   when the auditor does not have an 

   adequate basis for expressing an 

   opinion on financial statements or if a 

   material uncertainty exists. 

   Answer (B) is incorrect because 

   adverse opinions are issued when 

   financial statements are materially 

   misstated. 

   Answer (C) is incorrect because a 

   scope qualification refers to a 

   restriction in necessary auditing 

   procedures. 

   Answer (D) is correct. An unqualified 

   opinion will probably be rendered 

   because $10,000 is not a material 

   amount in this case. Also, the amount is 

   known and will be disclosed as either a 

   loss or as a receivable from a bonding 

   company, etc. 

[1336] Source: CMA 0697 2-1 

   Answer (A) is correct. Restrictions on 

   the audit may be imposed by the client 

   or by circumstances, such as the timing 

   of the work, inadequacy of the 

   accounting records, or an inability to 

   obtain sufficient competent evidence. 

   They result in either a qualified opinion 

   or a disclaimer. When restrictions that 

   significantly limit the scope of the audit 

   are imposed by the client, the auditor 

   normally should disclaim an opinion 

   (AU 508). 

   Answer (B) is incorrect because, absent 

   a scope limitation or a departure from 

   GAAP, an uncertainty does not preclude 

   an unqualified opinion. Moreover, an 

   explanatory paragraph regarding an 

   uncertainty is permitted but not 

   required. 

   Answer (C) is incorrect because an 

   auditor who expresses an unqualified 

   opinion must include explanatory 

   language in the standard report when the 

   opinion is based in part on the report of 

   another auditor, when there is 

   substantial doubt about the entity's 

   ability to continue as a going concern, 

   when a material change in accounting 

   principles or in the method of their 

   application has occurred between 

   periods, and when certain other 

   circumstances exist. 

   Answer (D) is incorrect because an 

   auditor who expresses an unqualified 

   opinion must include explanatory 

   language in the standard report when the 

   opinion is based in part on the report of 

   another auditor, when there is 

   substantial doubt about the entity's 

   ability to continue as a going concern, 

   when a material change in accounting 

   principles or in the method of their 

   application has occurred between 

   periods, and when certain other 

   circumstances exist. 

[1337] Source: CMA 0697 2-5 

   Answer (A) is correct. An auditor must 

   identify circumstances in which 

   accounting principles have not been 

   consistently observed in the current 

   period in relation to the preceding 

   period. Accounting changes that, if 

   material, affect consistency and require 

   recognition in audit reports include a 

   change in accounting principle, a 

   change in the reporting entity not 

   resulting from a transaction or event, 

   correction of an error in principle, a 

   change in principle inseparable from a 

   change in estimate, and a change in the 

   policy for determining which items are 

   cash equivalents. A change in the 

   reporting entity is a special type of 

   change in accounting principle. 

   However, a change in the reporting 

   entity that results "from a transaction or 

   event, such as a pooling of interests, or 

   the creation, cessation, or complete or 

   partial purchase or disposition of a 

   subsidiary or other business unit" does 

   not require inclusion in the audit report 

   of an explanatory paragraph about 

   consistency (AU 420). 

   Answer (B) is incorrect because 

   correction of an error in principle is a 

   change affecting consistency. 

   Answer (C) is incorrect because 

   presenting consolidated statements in 

   place of the statements of individual 

   companies is a change in the reporting 

   entity not resulting from a transaction or 

   event. Such a change affects 

   consistency. 

   Answer (D) is incorrect because a 

   change in principle inseparable from a 

   change in estimate affects consistency. 

[1338] Source: CMA 0697 2-6 

   Answer (A) is incorrect because 

   control risk is the risk that a material 

   misstatement that could occur in an 

   assertion will not be prevented by the 

   entity's internal control or detected on a 

   timely basis. 

   Answer (B) is incorrect because 

   sampling risk is the risk that the sample 

   supports the conclusion that the 

   recorded account balance is materially 

   misstated when it is not (AU 350). 

   Answer (C) is incorrect because 

   inherent risk is the susceptibility of an 

   assertion to a material misstatement, 

   assuming that there are no related 

   controls. 

   Answer (D) is correct. According to 

   AU 312, one component of audit risk is 

   detection risk, which is the risk that the 

   auditor will not detect a material 

   misstatement that exists in an assertion. 

   Detection risk for a substantive test of 

   details has two elements: (1) the risk 

   that analytical procedures and other 

   relevant substantive tests will fail to 

   detect misstatements at least equal to 

   tolerable misstatement and (2) the 

   allowable risk of incorrect acceptance 

   for the substantive test of details. 

[1339] Source: Publisher 

   Answer (A) is incorrect because the 

   board would be consulted initially only 

   if the immediate superior is the chief 

   executive officer and that person is 

   involved in the ethical conflict. 

   Answer (B) is correct. The Standards 

   of Ethical Conduct for Practitioners of 

   Management Accounting and Financial 

   Management state that the financial 

   manager/management accountant should 

   first discuss an ethical problem with 

   his/her immediate superior. If the 

   superior is involved, the problem 

   should be taken initially to the next 

   higher managerial level. 

   Answer (C) is incorrect because unless 

   "legally prescribed, communication of 

   such problems to authorities or 

   individuals not employed or engaged by 

   the organization is not considered 

   appropriate." 

   Answer (D) is incorrect because 

   resignation is a last resort. 

[1340] Source: Publisher 

   Answer (A) is incorrect because 

   "practitioners of management 

   accounting and financial management 

   have an obligation to the public, their 

   profession, the organization they serve, 

   and themselves, to maintain the highest 

   standards of ethical conduct." 

   Answer (B) is incorrect because the 

   audit committee would be consulted 

   first only if it were the next higher 

   managerial level. 

   Answer (C) is correct. To resolve an 

   ethical problem, the financial 

   manager/management accountant's first 

   step is usually to consult his/her 

   immediate superior. If that individual is 

   involved, the matter should be taken to 

   the next higher level of management. 

   Answer (D) is incorrect because if the 

   superior is involved, the next higher 

   managerial level should be consulted 

   first. 

[1341] Source: Publisher 

   Answer (A) is incorrect because this 

   standard is violated by a financial 

   manager/management accountant who 

   fails to act upon discovering unethical 

   conduct. 

   Answer (B) is incorrect because this 

   standard is violated by a financial 

   manager/management accountant who 

   fails to act upon discovering unethical 

   conduct. 

   Answer (C) is incorrect because this 

   standard is violated by a financial 

   manager/management accountant who 

   fails to act upon discovering unethical 

   conduct. 

   Answer (D) is correct. A financial 

   manager/management accountant 

   displays his/her competence and 

   objectivity and maintains integrity by 

   taking the appropriate action within the 

   organization to resolve an ethical 

   problem. Failure to act would condone 

   wrongful acts, breach the duty to convey 

   unfavorable as well as favorable 

   information, undermine the 

   organization's legitimate aims, discredit 

   the profession, and violate the duty of 

   objectivity owed to users of the 

   subordinate's work product. 

[1342] Source: Publisher 

   Answer (A) is incorrect because this 

   course of action would be appropriate 

   only for the chief executive officer or 

   for his/her immediate subordinate when 

   the CEO is involved in the conflict. 

   Answer (B) is incorrect because the 

   proper action would be to present the 

   matter to the next higher managerial 

   level. 

   Answer (C) is incorrect because such 

   action is inappropriate unless legally 

   prescribed. 

   Answer (D) is correct. In these 

   circumstances, the problem should be 

   discussed with the immediate superior 

   unless (s)he is involved. In that case, 

   initial presentation should be to the next 

   higher managerial level. If the problem 

   is not satisfactorily resolved after 

   initial presentation, the question should 

   be submitted to the next higher level. 

[1343] Source: Publisher 

   Answer (A) is incorrect because the 

   code does not address these matters. 

   Answer (B) is incorrect because the 

   code does not address these matters. 

   Answer (C) is correct. Financial 

   managers/management accountants may 

   not dis close confidential information 

   acquired in the course of their work 

   unless authorized or legally obligated to 

   do so. They must inform subordinates 

   about the confidentiality of information 

   and monitor their activities to maintain 

   that confidentiality. Moreover, financial 

   managers/management accountants 

   should avoid even the appearance of 

   using confidential information to their 

   unethical or illegal advantage. 

   Answer (D) is incorrect because other 

   employment may be accepted unless it 

   constitutes a conflict of interest. 

[1344] Source: Publisher 

   Answer (A) is incorrect because, in this 

   situation, the chief executive officer is 

   the next higher managerial level. 

   Answer (B) is incorrect because the 

   immediate superior has promised or 

   taken action toward satisfactory 

   resolution. 

   Answer (C) is incorrect because the 

   immediate superior has promised or 

   taken action toward satisfactory 

   resolution. 

   Answer (D) is correct. According to the 

   IMA Code of Ethics, the financial 

   manager/management accountant should 

   "discuss such problems with the 

   immediate superior except when it 

   appears that the superior is involved, in 

   which case the problem should be 

   presented initially to the next higher 

   managerial level. If satisfactory 

   resolution cannot be achieved when the 

   problem is initially presented, submit 

   the issues to the next higher managerial 

   level. If the immediate superior is the 

   chief executive officer, or equivalent, 

   the acceptable reviewing authority may 

   be a group such as the audit committee, 

   executive committee, board of 

   directors, board of trustees, or owners." 

[1345] Source: Publisher 

   Answer (A) is incorrect because the 

   IMA Code of Ethics states that "except 

   where legally prescribed, 

   communication of such [ethical conflict] 

   problems to authorities or individuals 

   not employed or engaged by the 

   organization is not considered 

   appropriate." 

   Answer (B) is correct. According to the 

   IMA Code of Ethics, financial 

   managers/management accountants are 

   responsible for observing the standard 

   of confidentiality. Thus, the financial 

   manager/management accountant should 

   "refrain from disclosing confidential 

   information acquired in the course of 

   his/her work except when authorized, 

   unless legally obligated to do so." 

   Answer (C) is incorrect because the 

   financial manager/management 

   accountant should "inform subordinates 

   as appropriate regarding the 

   confidentiality of information acquired 

   in the course of their work and monitor 

   their activities to assure the 

   maintenance of that confidentiality." 

   Answer (D) is incorrect because the 

   financial manager/management 

   accountant is required to "refrain from 

   using or appearing to use confidential 

   information acquired in the course of 

   his/her work for unethical or illegal 

   advantage either personally or through 

   third parties." 

[1346] Source: Publisher 

   Answer (A) is incorrect because the 

   competence standard pertains to the 

   financial manager/management 

   accountant's responsibility to maintain 

   his/her professional skills and 

   knowledge. It also pertains to the 

   performance of activities in a 

   professional manner. 

   Answer (B) is incorrect because 

   legality is not addressed in the IMA 

   Code of Ethics. 

   Answer (C) is correct. Objectivity is 

   the fourth part of the IMA Code of 

   Ethics. It requires that information be 

   communicated "fairly and objectively," 

   and that all information that could 

   reasonably influence users be fully 

   disclosed. 

   Answer (D) is incorrect because the 

   confidentiality standard concerns the 

   financial manager/management 

   accountant's responsibility not to 

   disclose or use the firm's confidential 

   information. 

[1347] Source: Publisher 

   Answer (A) is correct. One of the 

   responsibilities of the financial 

   manager/management accountant under 

   the integrity standard is to "recognize 

   and communicate professional 

   limitations or other constraints that 

   would preclude responsible judgment 

   or successful performance of an 

   activity." 

   Answer (B) is incorrect because the 

   objectivity standard requires the 

   financial manager/management 

   accountant to "disclose fully all 

   relevant information that could 

   reasonably be expected to influence an 

   intended user's understanding of the 

   reports, comments, and 

   recommendations presented." 

   Answer (C) is incorrect because the 

   confidentiality standard requires the 

   financial manager/management 

   accountant to "refrain from disclosing 

   confidential information acquired in the 

   course of his/her work except when 

   authorized, unless legally obligated to 

   do so." 

   Answer (D) is incorrect because the 

   integrity standard requires the financial 

   manager/management accountant to 

   "refuse any gift, favor, or hospitality 

   that would influence or would appear to 

   influence his/her actions." 

[1348] Source: Publisher 

   Answer (A) is incorrect because the 

   integrity standard requires the financial 

   manager/management accountant to 

   "communicate unfavorable as well as 

   favorable information and professional 

   judgments or opinions." 

   Answer (B) is correct. One of the 

   responsibilities of the financial 

   manager/management accountant under 

   the competence standard is to "maintain 

   an appropriate level of professional 

   competence by ongoing development of 

   his/her knowledge and skills." 

   Answer (C) is incorrect because one of 

   the suggestions from the "Resolution of 

   Ethical Conflict" paragraph is to 

   "clarify relevant ethical issues by 

   confidential discussion with an 

   objective advisor (e.g., IMA Ethics 

   Counseling Service) to obtain a better 

   understanding of possible courses of 

   action." 

   Answer (D) is incorrect because the 

   confidentiality standard requires the 

   financial manager/management 

   accountant to "inform subordinates as 

   appropriate regarding the 

   confidentiality of information acquired 

   in the course of their work and monitor 

   their activities to assure the 

   maintenance of that confidentiality." 

[1349] Source: Sample QE-1 

   Answer (A) is incorrect because the 

   competence standard pertains to the 

   financial manager/management 

   accountant's responsibility to maintain 

   his/her professional skills and 

   knowledge. It also pertains to the 

   performance of activities in a 

   professional manner. 

   Answer (B) is incorrect because the 

   confidentiality standard concerns the 

   financial manager/management 

   accountant's responsibility not to 

   disclose or use the firm's confidential 

   information. 

   Answer (C) is correct. One of the 

   responsibilities of the financial 

   manager/management accountant under 

   the integrity standard is to "recognize 

   and communicate professional 

   limitations or other constraints that 

   would preclude responsible judgment 

   or successful performance of an 

   activity." 

   Answer (D) is incorrect because 

   objectivity is the fourth part of the IMA 

   Code of Ethics. It requires that 

   information be communicated "fairly 

   and objectively," and that all 

   information that could reasonably 

   influence users be fully disclosed. 
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