DEM Example Questions

Chapter 1:

1.   Earnings manipulation is:

a. The same as earnings management

b. Aggressive accounting and/or fraud

c. The result of conservative accounting

d. The application of accrual accounting

e. None of the above

2.  The Sarbanes-Oxley Act of 2002 has an impact on which of the following?

a. Auditing standard setting

b. Requires the CEO & CFO to certify that the financial reports are “fairly presented”

c. Corporate governance

d. Establishes the new regulatory board, the Public Company Accounting Oversight Board

e. All of the above

3.  Which of the following is often used for income smoothing?

a. Big bath write-offs

b. Cookie jar reserves

c. Earnings restatements

d. Large non-recurring items

e. All of the above

4.  Which of the following is a function of the Public Company Accounting Oversight Board?

a. Establishes accounting standards

b. Establishes auditing standards 

c. Regulates securities markets

d. Regulates attorneys and investment bankers

e. All of the above

5.  An environment of earnings management is likely associated with:

a. Executive compensation problems

b. Poor board committee structure

c. A strong CEO with substantial perks

d. Investment banking problems

e. All of the above

Chapter 2:
1.  Corporate scandals of the 21st century included which of the following?
a. Enron—restated earnings because of various problems related to special purpose entities

b. Global Crossing—writeoffs of goodwill & long-lived assets

c. Tyco—questionable practices with acquisitions

d. WorldCom—expenses improperly capitalized

e. All of the above

2.  The greatest scandal of the 19th century was Credit Mobilier, which was associated with:

a. Cash bribes associated with the construction of the Union Pacific Railroad in the 1860s

b. The corruption of Boss Tweed of Tammany Hall

c. A bear run conducted by Daniel Drew and Jay Gould

d. The Depression of 1893

e. None of the above

3.  The Sarbanes-Oxley Act:

a. Established the Public Company Accounting Oversight Board

b. Established the Securities & Exchange Commission

c. Established the Financial Accounting Standards Board

d. Established the Committee on Accounting Procedure

e. All of the above

Chapter 4:
1. Big Co. has the following information on fixed assets for 2003 (in millions):  net property plant & equipment, $564; accumulated depreciation, $260; ending gross investment, $824; and depreciation expense, $95. Big’s fixed assets have an average depreciable life of:

a. 2.7 years

b. 8.7 years

c. 31.6%

d. 36.5%

e. Some other amount

2.  Fly by Night Airways purchase or leases its entire aircraft fleet. Since Fly by Night already has too much debt, they would prefer off-balance-sheet financing, which can be achieved using:

a. Capital leases

b. Operating leases

c. Using convertible bonds to buy all aircraft rather than leasing

d. Stock options

e. None of the above

American Airlines (AMR) has the following information related to operating leases:

	
	Minimum Lease Payments (millions) – Operating Leases
	Total Assets (millions)
	Total Liabilities (millions)

	American (AMR)
	$17,661
	$32,841
	$27,690

	
	Capital Lease
	Present Value of Capital Leases
	Stockholders’ Equity

	AMR
	$2,557
	$1,740
	$5,373


3.   Operating leases at AMR:

a. Are of no concern, since they are not recorded on the balance sheet

b. The amount of operating leases is small

c. Operating leases represent 53.8% of total assets, therefore a major concern

d. Are recorded as part of total assets in the balance sheet

e. None of the above

4.  Based on the information above, when operating leases are adjusted based on the present value percentage of capital leases and added to total liabilities:

a. Total liabilities are increased about $1,740 

b. Total liabilities are increased by $2,557 

c. Total liabilities are increased over $12,000

d. Total liabilities are increased over $17,660

e. None of the above 

5.   Treasury stock is:

a. Authorized but unissued common stock

b. Common stock acquired by the company in the open market & recorded as negative equity

c. Decrease in net assets from peripheral transactions

d. Gains recorded directly to stockholders’ equity

e. None of the above

Chapter 5-6:

1.  Which of the following earnings measures is considered “below the line?”

a. Gross Margin

b. Comprehensive Income

c. Income Before Tax

d. Earnings Before Interest & Taxes

e. All of the above

2.  Which of the following is an example of aggressive revenue recognition?

a. Global Crossing exchanged fiber optics capacity under long-term contracts & recognized revenue immediately but capitalized optics cable received

b. Dell computer used available-for-sale marketable securities & recorded them at market value

c. Apple recognized revenue when product was shipped & title & risk of loss have been transferred 

d. At IBM, revenue for consulting is recognized upon performance & acceptance by the customer

e.   All of the above

3.    Which of the following is a non-recurring item?

a.    Cost of goods sold

b.    Revenue when recognized aggressively

c.    Extraordinary item

d.    Gains or losses on foreign currency translation

e.    All of the above

4.   ABC has the following information on income tax for 2002:  income tax expense, $409; pretax income, $1,231; taxes payable, $257; net income, $876. ABC has an effective tax rate of:

a.   20.9%

b.   33.2%

c.   46.7%

d.   71.2%

e.   Some other amount

5.  Which of the following represents a bill-and-hold sale?

a. Fictitious sales recorded only if needed to make earnings targets

b. Product sold with the stipulation that delivery will occur in a later period

c. Transaction with related parties for the sole purpose of meeting sales & earnings targets

d. Reporting sales from early the next fiscal year in the current period

e. None of the above

Chapter 7:
1.  On the statement of cash flows, depreciation and amortization are:


a.    Part of cash from investing activities


b.    Part of cash from operations


c.    Part of cash from financing activities

d.   Part of the statement of stockholders’ equity, but not part of the statement of         

      cash flows


e.    None of the above

2.    Which of the following items would be recorded as cash flows from investing activities on the statement of cash flows?

a. Capital expenditures

b. Net income

c. Purchase of common stock

d. Depreciations & amortization

e. All of the above

3.    Du Pont had cash flow from operations of $5,070, cash flows from investments of $(1,244), cash flows from financing of $(3,537), and net income of $2,314.  Du Pont’s free cash flow is:

a.    $289

b.    $1,533

c.    $2,756

d.    $3,826

e.    Some other amount

4.   Marriott had the following earnings numbers ($ millions):  income from continuing operations (after tax)=236, provision for income tax=134, interest expense=109, depreciation & amortization=222.  Marriott’s EBIT was:

a. $236 million

b. $345 million

c. $479 million

d. $701 million

e. Some other amount

5.  Apple reports depreciation & amortization of $118, interest expense of $11, gross margin of $1,721, cost of goods sold of $4,021 and income before tax of $87.  Apple has EBITDA of:

a. $98

b. $183

c. $216

d. $3,903

e. Some other amount

Chapter 9:

1.   Exxon acquired Mobil in 1999.  This was an example of a:

a. A primary equity market transaction

b. Horizontal merger

c. Vertical merger

d. Conglomerate merger

e. None of the above

2.     Big Inc. acquired Small Co. for $945.2 million.  Balance sheet information for Small includes, restated to fair value:






Fair Value
Current assets



$ 455.9  million

Fixed Assets

  
               116.1

Intangible Assets   


   127.3

Other Assets



     16.5

Liabilities

                          (471.5)


 

  Total



             $ 244.3 million

Book value for Small Co. was $205.3 million.  This acquisition is recorded as a purchase; goodwill would be recorded for:

a.  $0

b.  $205.3 million

c.  $700.9 million

d.  $945.2 million

e.  Some other amount

3.   Which of the following acquisition valuation strategies would provide the highest tax expense next year?

a.   Allocate primarily to depreciable/amortizable assets

b.   Allocated as much as possible to in-process research & development

c.   Maximize goodwill

d.   Minimize goodwill

            e.   None of the above

4.  ABC has segment information of:



Net sales
Operating Profits
     Identifiable Assets

Gorks

$15.5

    $1.7


$10.3

Borks

20.6

      2.1


  13.7

Borks have an operating profit margin (return on net sales) of:

a. 2.1%

b. 10.2%

c. 11.0%

d. 15.3%

e. None of the above

5.  Howdy International Corp. is an entity controlled by Howdy Co. & International Co., each owning exactly 50%. 

a. This is recorded as a special purpose entity

b. This is a joint venture, which is recorded by both using the equity method

c. Since each owns exactly 50%, both would consolidate 50% of the subsidiary in their financial statements

d. This would be recorded as available-for-sale marketable securities by both companies

e. None of the above

Chapter 10:

1.    The primary source of information on corporate governance structures is: 

a. MD&A

b. Notes in the 10-K

c. Proxy statement

d. Auditor’s opinion

e. None of the above

2.    Jones Corp. had outstanding stock options of 20 million at the end of the fiscal year (outstanding shares were 245 million).  Jones had net income of $236 million and pro forma net income (treating stock options as expenses) of $187 million.  This means:

a. The company has severe leverage problems because of the option obligations.

b. The compensation expense associated with stock options reduces earnings over 20% on a pro forma basis

c. Severe potential dilution of common stock well over 20%

d. The company is obviously near bankruptcy

e. All of the above

3.  Alternatives to stock options associated with share price increases include:

a. Joint ventures

b. Phantom stock & stock appreciation rights

c. Treasury stock

d. Special purpose entities

e.   All of the above

4.  ExxonMobil had a Prepaid Pension Liability (called “net amount recognized”) of  $3.1 billion, Funded Status of negative $11.5 billion, total assets of $195 billion, and net income of $25.3 billion, all for 2004.  This means that:

a. Exxon had other comprehensive income of $3.1 billion

b. Exxon’s pension plan was underfunded by $3.1 billion, based on GAAP
c. Exxon’s pension plan was overfunded by $3.1 billion, based on GAAP
d. Exxon’s pension plan was underfunded by $11.5 billion, based on GAAP
e. None of the above

5.  ExxonMobil had other postretirment liabilities (called “Net Amount Recognized”) of  $2.7 billion, Funded Status of negative $4.9 billion, & OPEB expense of $512 million.  This means that:
a.   Exxon recorded other comprehensive income of $512 million

b.   Exxon’s OPEB plan was underfunded by $4.9 billion, based on GAAP
c.   Based on “economic reality,” Exxon’s OPEB plan was underfunded by $2.7 billion
d.   Based on “economic reality,” Exxon’s OPEB plan was underfunded by $4.9 billion
e.   None of the above

Chapter 11:

1.   Which of the following corporate risks is associated with currency fluctuations?

a. Interest rate risk

b. Credit risk

c. Counterparty risk

d. Foreign exchange risk

e. All of the above

2.  A derivative that gives a party the right to buy or sell a specific quantity at a specific price until a specified maturity date is a(n):

a. Futures contract

b. Collar

c. Swap

d. Option

e. None of the above

3.   Which of the following is an example of a special purpose entity?

a. General Motors used an SPE to redevelop closed factories with environmental problems

b. Continental Airlines used SPEs to hold airplane leases

c. GE used SPEs to resell credit card & trade receivables

d. Chevron Texaco used SPE for throughput arrangements

e. All of the above

4.  An advantage of special purpose entities is:

a. To reduce credit risk for a specific financial task & reduce interest rates

b. Tax avoidance

c. To securitize receivables & generate cash

d. To create synthetic leases, which have the advantages of capital leases but are off-balance-sheet

e. All of the above

5.  Which of the following is a potential concern of special purpose entities about earnings management?

a. Lack of transparency

b. Real fit to business strategy

c. Impact on financial ratios, especially leverage

d. Potential underestimation of receivables

e. All of the above
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