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QUESTION 1

Karen Parker wants to establish an environmental testing company that would specialize in evaluating the quality of
water found in rivers and streams. However, Parker has discovered that she needs either certification or approval from
five separate local and state government agencies before she can commence business. Also, the necessary equipment
to begin would cost several million dollars. However, Parker believes that if she is able to obtain capital resources, she
can gain market share from the two major competitors. The market structure Karen Parker is attempting to enter is best
described as: 

A. Pure competition. 

B. A natural monopoly. 

C. An oligopoly. 

D. Monopolistic competition. 

Correct Answer: C 

Explanation: 

Choice "c" is correct. Major competitors and substantial capital requirements (high barriers to entry) are 

oligopolistic market conditions. 

Choice "a" is incorrect. Pure competition has small barriers to entry and numerous suppliers. 

Choice "b" is incorrect. A natural monopoly suggests that economic conditions allow only one supplier for 

efficiency purposes. 

Choice "d" is incorrect. Monopolistic competition has easier barriers to entry and more firms competing to 

supply the market than oligopoly. 

 

QUESTION 2

The three elements needed to estimate the cost of equity capital for use in determining a firm\\'s weighted average cost
of capital are: 

A. Current dividends per share, expected growth rate in earnings per share, and current market price per share of
common stock. 

B. Current earnings per share, expected growth rate in dividends per share, and current market price per share of
common stock. 

C. Current earnings per share, expected growth rate in earnings per share, and current book value per share of
common stock. 

D. Current dividends per share, expected growth rate in dividends per share, and current market price per share of
common stock. 

Correct Answer: D 
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Explanation: 

Choice "d" is correct. The three elements needed to estimate the cost of equity capital are: 

1.

 Current dividends per share (D) 

2.

 Expected growth rate in dividends (g) and 

3.

 Current market price per share of common stock (P) 

The question asks the candidate to identify the three elements needed to estimate the cost of equity capital for use in
determining a firm\\'s weighted average cost of capital. The cost of equity capital is defined by the following
mathematical expression where the cost of capital or return (R) is: R = D/P + g Choice "d" is consistent with our text, the
and the Gordon Growth Model. Use of earnings per share, as suggested by choice "a" is sometimes referred to as the
constant growth model and assumes that all earnings per share are either ultimately distributed or reinvested for the
benefit of the shareholder. Earnings are anticipated to grow to infinity. 

 

QUESTION 3

Which of the following is incorrect with regard to government intervention in market operations? 

A. Government intervention may create a price different from the market price, thus causing either a surplus or a
shortage. 

B. A price ceiling is a price that is established above the equilibrium price, which causes a surplus to develop. 

C. Price floors are minimum prices established by law, such as minimum wages and agricultural price supports. 

D. Rationing limits the availability of certain goods to a specified level, which lowers demand and prices for a given
supply. 

Correct Answer: B 

Explanation: 

Choice "b" is an incorrect statement and the correct choice. A price ceiling is a price that is established 

below the equilibrium price, which causes a shortage to develop. The statement in choice "b" defines a 

price floor. 

Choices "a", "c", and "d" are correct statements. 

 

QUESTION 4

In planning and controlling capital expenditures, the most logical sequence is to begin with: 
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A. Analyzing capital addition proposals. 

B. Analyzing and evaluating all promising alternatives. 

C. Identifying capital addition projects and other capital needs. 

D. Developing capital budgets. 

Correct Answer: C 

Explanation: 

Choice "c" is correct. The most logical sequence in planning and controlling capital expenditures is to begin 

with identifying capital addition projects and other capital needs. 

Choice "a" is incorrect. Analyzing capital addition proposals omits other capital needs. 

Choice "b" is incorrect. Analyzing and evaluating all promising alternatives is beyond the scope of planning 

and controlling capital expenditures. 

Choice "d" is incorrect. Developing capital budgets is the same as planning and controlling capital 

expenditures. 

 

QUESTION 5

Which of the following is a requirement for a small business corporation to elect S corporation status? 

A. It has only one class of stock. 

B. It has at least one partnership as a shareholder. 

C. It has international ownership. 

D. It has more than 75 shareholders. 

Correct Answer: A 

Explanation: 

Choice "a" is correct. A corporation may elect to be taxed like a partnership under Subchapter S only if it 

has only one class of stock. 

Choice "b" is incorrect. A corporation can elect S corporation status only if its shareholders are individuals, 

estates, or certain types of trusts. 

Choice "c" is incorrect. Foreign shareholders generally are prohibited in an S corporation. 

Choice "d" is incorrect. An S corporation can have up to 100 shareholders, but it may have fewer. 
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