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Chapter 8 –

Creating a Solid Financial Plan

Multiple Choice Questions

1. A pro forma financial statements means:

a) Looking at the current financial statements

b) Looking at the past financial statements

c) Preparing current financial statements

d) Preparing projected financial statements 

Answer d
(Introduction     Page 234)
2. The ______ shows what assets the business owns and what claims creditors and owners have against those assets.

a) balance sheet

b) income statement

c) sources and uses of funds statement

d) pro forma

Answer a
(Basic Financial Reports; The Balance Sheet     Pages 234 and 235)
3. The _______ is built on the basic accounting equation: Assets = Liabilities + Owner’s Equity.

a) income statement

b) sources and uses of funds statement

c) balance sheet

d) cash budget

Answer c
(Basic Financial Reports; The Balance Sheet     Page 234)

4. The balance sheet is usually prepared on the _____ day of the month.
a) First

b) Last

c) 15th
d) None of the above

Answer b
(Basic Financial Reports; The Balance Sheet     Page 234)

5. John is reviewing the company's costs and expenses against revenue for the last year. John is reviewing the firm's:

a) balance sheet.

b) income statement.

c) sources and uses of funds statement.

d) pro forma.

Answer b
(Basic Financial Reports; The Balance Sheet     Page 236)
6. The first section of a balance sheet lists:

a) current and intangible assets.

b) current liabilities.

c) claims creditors have against the firm’s assets payable within one year.

d) the owner’s equity in terms of initial capital invested and retained earnings.

Answer a
(Basic Financial Reports; The Balance Sheet     Pages 234 and 235)

7. _______ are those items of value the business owns; _______ are those things the business owes.

a) Assets; liabilities

b) Liabilities; assets

c) Ratios; equities

d) Equities; liabilities

Answer a
(Basic Financial Reports; The Balance Sheet     Pages 234 and 235)

8. Bill is studying those expenses that contribute directly to manufacturing and distribution of goods. He's reviewing:

a) cost of goods.

b) general expenses.

c) operating expenses.

d) current liabilities.

Answer c
(Basic Financial Reports; Income Statement     Page 237)
9. The profit and loss statement, is also referred as _________:

a) Balance sheet

b) Statement of cash flows

c) Revenue Statement

d) Income Statement

Answer d
(Basic Financial Reports; Income Statement     Page 236)
10. Dividing gross profit by net sales produces:

a) Operating expenses

b) Gross profit margin

c) Long-term profitability

d) Gross profit flow

Answer b
(Basic Financial Reports; Income Statement     Page 237)
11. The statement of cash flow:

a) compares costs and expenses against a firm’s sales.

b) is built on the basic accounting equation: Assets = Liabilities + Capital.

c) shows what assets the business owns and what claims creditors and owners have against those assets.

d) shows changes in working capital by listing sources and uses of funds.

Answer d
(Basic Financial Reports; Statement of Cash Flows     Page 238)
12. The ________ shows the change in the firm's working capital since the beginning of the year.

a) balance sheet

b) income statement

c) pro forma

d) statement of cash flows

Answer d
(Basic Financial Reports; Statement of Cash Flows     Page 238)
13. Depreciation is:

a) the difference between the total sources available to the owner and the total uses of those assets.

b) listed as a source of funds because it is a noncash expense, deducted as a cost of doing business.

c) the owner’s total investment at the company’s inception plus retained earnings.

d) creditors’ total claims against the firm’s assets.

Answer b
(Basic Financial Reports; Statement of Cash Flows     Page 238)
14. Projecting financial statements via the budgeting process helps the small business owner to:

a) track and monitor current expenses.

b) transform business goals into reality.

c) calculate his/her return on the amount invested in the company.

d) measure liquidity of the firm.

Answer b
(Creating Projected Financial Statements     Page 239)
15. One of the most important tasks facing an entrepreneur is:

a) establishing a large enough reserve of capital.

b) earning enough the first year to provide an adequate return on investment.

c) the deferment of taxes.

d) determining the funds needed for a company start-up.

Answer d
(Creating Projected Financial Statements, Pro Forma Statements     Page 239)
16. When creating the pro forma income statement, the owner needs to translate the target profit into a net sales figure. To do this, the owner needs:

a) to operate the business for one to two years to build a record.

b) published statistics for his/her specific type of business.

c) to divide actual net sales by the net profit projected.

d) a sales forecast, the amount of retained earnings, and current depreciation on assets.

Answer b
(Creating Projected Financial Statements, Projected Income Statements     Page 240)
17. The first step in creating the pro forma income statement is to:

a) determine a reasonable salary and return on investment in the company.

b) forecast potential sales and expenses.

c) find published figures on the specific type of business in order to forecast sales.

d) figure out operating costs and make a realistic sales estimate.

Answer a
(Creating Projected Financial Statements, Projected Income Statements     Page 240)
18. Michelle Becker's target income in her business for the upcoming year is $78,500. The company's gross profit margin averages 32.6% of sales, and its total operating expenses run 24.7% of sales.  To achieve her target income, sales of Michelle's company should be:

a) $148,773.

b) $993,671.

c) $317,814.

d) $1,271,348.

Answer b
(Creating Projected Financial Statements, Projected Income Statements     Page 240)
19. If Michelle Becker expects her company's cost of goods sold for the upcoming year to be $669,734, and its average inventory turnover to be 5.3 times, she should expect an average inventory level of:

a) $3,549,590.

b) $669,734.

c) $126,365.

d) cannot be determined with information provided.

Answer c
(Creating Projected Financial Statements, Pro Forma Balance Sheet     Page 244)
20. _____ are those things that a business owns which have value.

a) Assets

b) Liabilities

c) Owners' equities

d) Liquidities

Answer a
(Basic Financial Reports; The Balance Sheet     Page 234)
21. _______ are those things that a business owes; they represent creditors' claims against the business.

a) Assets

b) Liabilities

c) Owners' equities

d) Liquidities

Answer b
(Basic Financial Reports; The Balance Sheet     Page 235)
22. A technique that allows the small business owner to perform financial analysis by understanding the relationship between two accounting elements is called:

a) creating the pro forma.

b) budgeting.

c) break-even analysis.

d) ratio analysis.

Answer d
(Ratio Analysis     Page 246)
23. What are the options for repairing a poor gross profit margin?

a) Raise prices

b) Cut manufacturing or purchasing costs

c) Refuse orders with low profit margins

d) All of the above

Answer d
(The Income Statement     Page 237)

24. _______ ratios tell whether or not the small company will be able to meet its maturing obligations as they come due.

a) Leverage

b) Profitability

c) Liquidity

d) Operating

Answer c
(Twelve Key Ratios; Liquidity Ratios     Page 246)
25. The ____ ratio is a measure of the small company's ability to pay current debts from current assets.

a) debt-to-net worth

b) current

c) quick

d) debt-to-assets

Answer b
(Twelve Key Ratios; Current Ratio     Page 246)
26. The ______ ratio is the liquidity ratio most commonly used as a measure of short-term solvency.

a) Working capital ratio

b) quick

c) debt-to-net worth

d) turnover

Answer a
(Twelve Key Ratios; Current Ratio     Page 247)
27. As a general rule, financial analysts suggest that a small business maintain a/an ______ ratio of at least 2:1.

a) debt-to-net worth

b) current

c) inventory turnover

d) quick

Answer b
(Twelve Key Ratios; Current Ratio     Page 247)
28. When a company is forced into liquidation, owners are most likely to incur a loss when selling:

a) accounts receivable.

b) inventory.

c) marketable securities.

d) real estate.

Answer b
(Twelve Key Ratios; Quick Ratio     Page 247)
29. The ________ ratio is a conservative measure of a firm's liquidity and shows the extent to which a firm's most liquid assets cover its current liabilities.   

a) current

b) quick

c) turnover

d) net profit

Answer b
(Twelve Key Ratios; Quick Ratio     Page 247)
30. _________ ratios measure the financing supplied by business owners and that supplied by the firm's creditors.

a) Leverage

b) Profitability

c) Liquidity

d) Operating

Answer a
(Twelve Key Ratios; Leverage Ratio     Page 247)
31. Joe is examining the percentage of total funds in a business provided by its creditors. He is working with the ______ ratio.

a) current

b) quick

c) debt

d) turnover

Answer c
(Twelve Key Ratios; Debt Ratio     Page 248)
32. A high debt ratio:

a) means that creditors provide a large percentage of the company's total financing.

b) gives a small business more borrowing capacity.

c) decreases the chances that creditors will lose money if the business is liquidated.

d) decreases the creditor’s interest in the business.

Answer a
(Twelve Key Ratios; Debt Ratio     Page 248)
33. ________ is one indication that a small business may be undercapitalized.

a) A current ratio below 1:1

b) A quick ratio above 2:1

c) A debt-to-net worth ratio above 1:1

d) A net-sales-to-working capital ratio equal to 3:1

Answer c
(Twelve Key Ratios; Debt to Net Worth Ratio     Page 249)
34. If Mary wants to compare what her small business owes to what it owns in order to assess her ability to meet obligations in case of liquidation, she needs to look at the _______ ratio.

a) quick

b) total debt turnover

c) asset turnover

d) debt-to-net worth

Answer d
(Twelve Key Ratios; Debt to Net Worth Ratio     Page 248)
35. The higher the ____ ratio, the lower the degree of protection afforded creditors and the closer creditors’ interest approaches the owner’s interest. 

a) debt-to-net worth

b) quick

c) asset turnover

d) current

Answer a
(Twelve Key Ratios; Debt to Net Worth Ratio     Page 248)
36. The _______ ratio is a measure of a company's ability to make the interest payments on its debt.

a) debt-to-net worth

b) times-interest-earned

c) net sales-to-working capital

d) net profit-to-equity

Answer b
(Twelve Key Ratios; Times Interest Earned Ratio     Page 249)
37. Which of the following would be a sign that a company is overextended in its debt?

a) A low debt ratio compared to the industry average

b) A debt-to-net worth ratio of 0.12 to 1

c) A times-interest-earned ratio that is far below the industry average

d) A high inventory turnover ratio

Answer c
(Twelve Key Ratios; Times Interest Earned Ratio     Page 249) 
38. ________ ratios help a business owner evaluate the company's performance and indicate how effectively the business employs its resources.

a) Liquidity

b) Leverage

c) Operating

d) Profitability

Answer c
(Twelve Key Ratios; Operating Ratio     Page 250)
39. An above average inventory turnover indicates that the business:

a) has an illiquid inventory.

b) is healthy, with a salable inventory.

c) needs to review its pricing policies.

d) has below average performance and is facing bankruptcy if not corrected quickly.

Answer b
(Twelve Key Ratios; Average Inventory Turnover Ratio     Page 251)
40. Sarah's Smart Shop has an inventory turnover ratio of 3 times per year and an average inventory of $156,000.  If Sarah could manage her inventory better and increase the number of turnovers to the industry average of 6 times per year, what average inventory would she need to generate the same level of sales?

a) $78,000

b) $52,000

c) $468,000

d) $312,000

Answer a
(Twelve Key Ratios; Average Inventory Turnover Ratio     Page 251)
41. A business that turns its receivables over 5.9 times a year would have an average collection period of about:

a) 30 days.

b) 2/10, net 30.

c) 71 days.

d) 62 days.

Answer d
(Twelve Key Ratios; Average Collection Period Ratio     Page 253)
42. A business with a payables turnover ratio of 10.4 times a year would have an average payable period of about:

a) 3 days.

b) 30 days.

c) 35 days.

d) 62 days.

Answer c
(Twelve Key Ratios; Average Payable Period Ratio     Page 254)
43. The _______ ratio measures the small company's ability to generate sales in relation to its assets.  

a) net sales-to-working capital

b) net sales-to-total assets

c) average collection period

d) average inventory turnover

Answer b
(Twelve Key Ratios; Net Sales-to-Total Assets Ratio     Page 255)
44. _________ ratios indicate how efficiently the small firm is being managed.

a) Liquidity

b) Profitability

c) Leverage

d) Operating

Answer b
(Twelve Key Ratios; Profitability Ratio     Page 256)
45. The ________ ratio measures the owner's rate of return on the investment in the business.

a) net profit-to-equity

b) net profit on sales

c) quick profit

d) net sales-to-working capital

Answer a
(Twelve Key Ratios; Net Profit-to-Equity Ratio     Page 256)
Given the following data on Port Royal, Inc. answer questions 47 through 49.

Net sales = $927,641
Gross profit = $301,483
 Net profit = $48,457

Total assets = $203,869

Total liabilities = $74,325

46. Port Royal's profit margin on sales is:

a) 5.2%.

b) 32.5%.

c) 16.1%.

d) 8.0%.

Answer a
(Twelve Key Ratios; Net Profit on Sales Ratio     Page 256)
47. Port Royal's net profit-to-equity ratio is:

a) 23.8%.

b) 37.4%.

c) 16.1%.

d) 232.7%.

Answer b
(Twelve Key Ratios; Net Profit-to-Equity Ratio     Page 256)
48. Port Royal's debt-to-net worth ratio is:

a) 0.36:1.

b) 0.08:1.

c) 1.57:1.

d) 0.57:1.

Answer d
(Twelve Key Ratios; Debt-to-Net Worth Ratio     Page 248)
49. _______ publishes key business ratios for 22 retail, 32 wholesale, and 71 industrial business categories.

a) Robert Morris Associates

b) Boston Consulting Group

c) Bank of America

d) Dun and Bradstreet, Inc.

Answer d
(Interpreting Business Ratios     Page 259)
50. ______ publishes Annual Statement Studies, showing ratios and other financial data for over 650 different industrial, retail, and wholesale categories.

a) Robert Morris Associates

b) Boston Consulting Group

c) Bank of America

d) Dun and Bradstreet, Inc.

Answer a
(Interpreting Business Ratios     Page 259)
51. The break-even point occurs where:

a) the firm's fixed expenses equal its variable expenses.

b) the creditors’ interest equals the owner’s interest in the business.

c) total revenue equals total expenses.

d) assets and liabilities are equal on the balance sheet.

Answer c
(Breakeven Analysis     Page 263)
52. Which of the following expenses would likely be classified "semi-variable"?

a) rent

b) electric utilities

c) wages

d) sales commissions

Answer b
(Breakeven Analysis     Page 264)
53. Which of the following expenses would be considered "fixed?”

a) wages

b) raw materials

c) utilities

d) rent

Answer d
(Breakeven Analysis     Page 263)
54. Topkin Corporation estimates its fixed cost for producing an industrial chemical to be $123,000 for the upcoming year. Variable costs are $8.60 per gallon, and the selling price per gallon is $10.00.  Approximately how many gallons must Topkin sell to break even?

a) 8,787

b) 12,300

c) 4,393

d) Cannot be determined from information given.

Answer a
(Breakeven Analysis     Page 265)
55. Topkin Corporation estimates its fixed cost for producing an industrial chemical to be $123,000 for the upcoming year. Variable costs are $8.60 per gallon, and the selling price per gallon is $10.00.  Topkin's break-even sales volume (in dollars) is:

a) $123,000.

b) $ 43,930.

c) $ 87,860.

d) $439,300.

Answer c
(Breakeven Analysis     Page 264)
Use the following information to answer questions 57 through 59.

Gunther's Gum Emporium expects net sales of $2,396,919 for the upcoming year, with variable expenses totaling $1,813,443 and fixed expenses of $412,190.

56. Using break-even analysis, what is Gunther’s contribution margin?

a) 4%

b) 32%

c) 24%

d) 12%

Answer c
(Breakeven Analysis     Page 265)
57. What is Gunther's break-even point?

a) $1,876,324

b) $1,693,276

c) $5,667,009

d) Insufficient information given to determine.

Answer b
(Breakeven Analysis     Page 264)
58. If the net profit target for the year is $190,000, what sales level must he achieve?

a) $2,473,796

b) $1,876,324

c) $5,667,009

d) none of the above

Answer a
(Breakeven Analysis     Page 265)
Use the Break-even Chart 8.1 to answer questions 59 through 63.
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59. Refer to Break-even Chart 8.1.  The area labeled ___ represents the firm's fixed expenses.

a) T

b) X

c) Y

d) S

Answer b
(Breakeven Analysis, Figure     Page 266)
60. Refer to Break-even Chart 8.1.  The area labeled _____ represents the firm's variable expenses.

a) T

b) X

c) Y

d) S

Answer c
(Breakeven Analysis, Figure    Page 266)
61. Refer to Break-even Chart 8.1.  Line S is the __________ line.

a) total revenue

b) total cost

c) fixed cost

d) variable cost

Answer a
(Breakeven Analysis, Figure     Page 266)
62. Refer to Break-even Chart 8.1.  Line T is the _____________ line.

a) total revenue

b) total cost

c) fixed cost

d) variable cost

Answer b
(Breakeven Analysis, Figure     Page 266)
63. The rule for the balance sheet is:

a) Assets = Liabilities + Owner’s Equity

b) Assets – Liabilities = Owner’s Equity

c) Liabilities = Assets - Owner’s Equity

d) All of the above

Answer d 
(The Balance Sheet     Page 234)

64. In the balance sheet, the current assets consist of:

a) Accounts Payable

b) Inventory

c) Revenue

d) All of the above

Answer b
(The Balance Sheet     Page 235)
65. In the balance sheet, intangible assets include items such as:

a) Goodwill

b) Copyrights and patents

c) Both a and b

d) Accounts Receivable

Answer c
(The Balance Sheet     Page 235)

66. ________ the value of the owner’s investment in the business.

a) Asset

b) Liabilities

c) Owner’s Equity

d) Profit

Answer c
(The Balance Sheet     Page 235)
67. Investors mainly want to see that entrepreneurs:

a) Have inflated the projections

b) Have realistic expectations about income and expenses

c) Will make profit immediately

d) All of the above

Answer b
(Creating Projected Financial Statements     Page 239)

68. The most meaningful basis for comparing operating ratios is:

a) Other companies of similar size in the same industry

b) Companies within the neighbor hood

c) Major corporations in the same industry

d) All publicly traded companies

Answer a
(Operating Ratios     Page 253)

69. A ratio greater than ______ days would indicate poor collection procedures.

a) 29 days

b) 40 days

c) 60 days

d) 90 days

Answer b
(Average Collection Period Ratio     Page 253)
70. When comparing a company’s ratios to industry standards, entrepreneurs should ask questions such as:

a) Are the differences significant?

b) Do I need to conduct ratio analysis?

c) How do these ratios benefit me?

d) All of the above

Answer a
(Interpreting Business Ratios     Page 259)

71. Evaluates the firm’s overall performance and show how effectively it is putting its resources to work. This is called:

a) Operating ratios

b) Debt to equity ratio

c) Accounts receivable turnover ratio

d) All of the above

Answer a
(Interpreting Business Ratios     Page 261)

72. ______________ measures how efficiently the firm is operating and offer information about its bottom line. 

a) Operating ratios
b) Profitability ratios
c) Balance Sheet ratios
d) All of the above

Answer b
(Interpreting Business Ratios     Page 261)

73. ______________ measures the financing supplied by the company’s owners against that supplied by its creditors and serve as a gauge of the depth of a company’s debt.

a) Operating ratios
b) Profitability ratios
c) Leverage ratios
d) Liquidity ratios
Answer c
(Interpreting Business Ratios     Page 260)

74. ______________  tells whether or not the small business will be able to meet its maturing obligations as they come due.

a) Operating ratios
b) Profitability ratios
c) Leverage ratios
d) Liquidity ratios
Answer d
(Interpreting Business Ratios     Page 260)

75. In reviewing the company’s balance sheet, Andy noticed that the total asset is stated as $5,500,000 and the total liability is $3,250,000. There is no paid-in capital or value for common stock. What are the company’s retained earnings?

a) Can’t determine with the information given

b) $8,750,000

c) $2,250,000

d) There is no retained earnings

Answer c
(Twelve Key Ratios; Debt-to-Net Worth Ratio     Page 248)
76. When comparing a company’s ratios to industry standards, entrepreneurs should ask the which of the following questions:

a) Is there a significant difference in my company’s ratio and the industry average?

b) Is the difference good or bad?

c) What are the possible causes of this difference? What is the most likely cause?

d) All of the above

Answer d
(Interpreting Business Ratios     Page 259)

77. Total expenses = $_______ + (0.74 × $950,000) = $880,375. What is the missing answer and what is it called?

a) $177, 375 – variable cost

b) $177,375 – fixed cost

c) Revenue

d) None of the above

Answer b
(Breakeven Analysis     Page 264)
78. What is the difference between price per unit and variable cost per unit?

a) Contribution margin

b) Contribution margin ratio

c) Net operating income

d) Contribution cost

Answer a
(Break-Even Point in Units     Page 265)

79. Which of the following is correct?

a) Assets – Liabilities = Equity

b) Assets – Equity = Liabilities

c) Assets = Liabilities + Equity

d) All of the above

Answer d
(Balance Sheet     Page 234)

80. In which statement, the account balances are reversed to zero on a monthly basis?

a) Balance Sheet

b) Cash Flow Statement

c) Income Statement

d) All of the above

Answer c
(Income Statement     Page 236)

True or False Questions

81. Only 11% of entrepreneurs analyze their financial statements as part of their managerial planning.

Answer T
(Introduction    Page 234)
82. Proper financial management requires more than gathering financial data and organizing it into financial statements; the small business manager must analyze those statements and use that information to make better business decisions.

Answer T
(Basic Financial Reports    Page 234)

83. The balance sheet provides owners with an estimate of the firm’s worth for a specific moment in time.

Answer T
(Basic Financial Reports, Balance Sheet    Page 234)

84. The balance sheet represents: Assets = Liabilities + Depreciation + Equity 

Answer F
(Basic Financial Reports, Balance Sheet    Page 234)
85. The small firm's income statement presents a picture of the firm's profitability at a particular point in time.

Answer F
(Basic Financial Reports, Balance Sheet    Page 234)
86. To determine sales revenue, the owner records sales revenue for the year and subtracts liabilities.

Answer F
(Basic Financial Reports, Income Statement    Page 235)
87. The cost of goods sold represents the total cost, including distribution, of the goods sold during the year.

Answer T
(Basic Financial Reports, Income Statement    Page 236)
88. All costs directly related to the manufacture and distribution of goods is covered under general expenses.

Answer F
(Basic Financial Reports, Income Statement    Page 237)
89. The statement of cash flows shows the change in a firm’s working capital.

Answer T
(Basic Financial Reports, Statement of cash flow    Page 238)
90. The difference between the total sources of funds and the total uses of funds represents the increase or decrease in a firm's working capital.

Answer T
(Basic Financial Reports, Statement of cash flow    Page 238)
91. The pro forma shows the company’s current overall financial condition.

Answer F
(Creating projected financial statements    Page 239)
92. The most common method of creating a projected income statement is to develop a sales forecast and then "work down" to the bottom line.

Answer F
(Creating projected financial statements, The Projected Income Statement    Page 240)
93. An adequate profit in a small business must include a reasonable return on the owner's total investment in the business.

Answer T
(Creating projected financial statements, The Projected Income Statement    Page 240)
94. When determining the owner’s target income, you must consider a reasonable salary for the time spent running the business, less the depreciation of assets.

Answer F
(Creating projected financial statements, The Projected Income Statement    Page 240)
95. The formula for calculating net profit margin is net profit/net sales (annual).

Answer T
(Creating projected financial statements, The Projected Income Statement    Page 240)

96. A new business owner must operate for at least six months in order to collect sufficient information to calculate net sales from a profit target.

Answer F
(Creating projected financial statements, The Projected Income Statement    Page 241)
97. Most small businesses start out strong financially because of the care generally given in determining the total asset requirements for running the business.

Answer F
(Creating projected financial statements, The Projected Balance Sheet    Page 243)
98. Concerning how much cash to have at start-up, a rule of thumb is to have enough to cover operating expenses (less depreciation) for two inventory turnover periods.

Answer F
(Creating projected financial statements, The Projected Balance Sheet    Page 245)
99. Performing financial ratio analyses enables a business owner to identify problems early—before they become crises.

Answer T
(12 Key Ratios
    Page 246)
100. Financial ratios are a common tool used by over 50% of small business owners in the daily management of their businesses.

Answer F
(12 Key Ratios
    Page 246)
101. Liquidity ratios measure the financing supplied by the firm's owners against that provided by its creditors.

Answer F
(12 Key Ratios
    Page 246)
102. A quick ratio greater than 1:1 indicates that a small firm is overly dependent on inventory and on future sales to satisfy short-term debt.

Answer F
(12 Key Ratios
    Page 247)
103. The higher the current ratio, the stronger the small firm's financial position.

Answer T
(12 Key Ratios
    Page 247)
104. The quick ratio is the most commonly used measure for a small firm's short-term solvency.  

Answer T
(12 Key Ratios
    Page 247)
105. Leverage ratios are a gauge of the depth of a company’s debt.

Answer T
(12 Key Ratios
    Page 247)
106. Small businesses with high leverage ratios are less vulnerable to economic downturns, but they have a lower potential for large profits.

Answer F
(12 Key Ratios
    Page 248)
107. The higher the debt-to-net worth ratio, the lower the degree of protection afforded creditors should the business fail.

Answer T
(12 Key Ratios
    Page 248)
108. As a company's debt-to-net worth ratio approaches 1:1, its creditors' interest in that business approaches that of the owners’.

Answer T
(12 Key Ratios
    Page 248)
109. The times-interest-earned ratio expresses the relationship between the capital contributions of creditors and those of the owners.

Answer F
(12 Key Ratios
    Page 249)
110. The average inventory turnover ratio tells the owner how fast merchandise is moving through the business.  

Answer T
(12 Key Ratios, Operating Ratios
    Page 250)
111. There is a direct 1:1 relationship between a company's expected average inventory turnover ratio and the amount of cash required to launch it.

Answer F
(12 Key Ratios, Operating Ratios
    Page 251)
112. A low inventory turnover ratio demonstrates that the firm's inventory is liquid and its pricing policies are accurate.  

Answer F
(12 Key Ratios, Operating Ratios
    Page 252)
113. The company's average collection period ratio indicates the length of time the firm's cash is tied up in credit sales.

Answer T
(12 Key Ratios, Operating Ratios
    Page 253)
114. Generally, the higher the small firm's average collection period ratio, the lower the chance of bad debt losses.

Answer F
(12 Key Ratios, Operating Ratios
    Page 250)
115. The average payable period tells the owner the average number of days it takes to pay its accounts payable.

Answer T
(12 Key Ratios, Operating Ratios
    Page 254)
116. Ideally, the average payable period should match or exceed the time it takes to convert inventory into sales and sales into cash.

Answer T
(12 Key Ratios, Operating Ratios
    Page 255)
117. The small firm’s net sales to total assets ratio measures how many dollars in sales the business makes for every dollar of working capital.

Answer F
(12 Key Ratios, Operating Ratios
    Page 255)
118. The net profit on sales ratio measures the owners' rate of return on the investment in the business.

Answer F
(12 Key Ratios, Operating Ratios
    Page 256)
119. When a firm's ratios vary from the average ratios of similar firms in the industry, this indicates that the small business is in financial jeopardy.

Answer F
(Interpreting Business Ratios
    Page 258)
120. If a small business has a current ratio of 1.7:1 and its industry ratio median is 1.5:1, this indicates that while the small business is about the median its liquidity is still good.

Answer T
(Interpreting Business Ratios; What Do All These Numbers Mean? 
    Page 260)
121. If a firm has a net sales-to-total assets ratio of 2.3:1 while the industry median is 3.1:1 this means that the firm is generating more sales than the industry median.

Answer F
(Interpreting Business Ratios; What Do All These Numbers Mean? 
    Page 261)
122. Tom's Tacos has a net profit on sales ratio of 1.6% while the industry median is 3.4%. This means Tom has a problem with his gross profit margin or his operating expenses or both.

Answer T
(Interpreting Business Ratios; What Do All These Numbers Mean? 
    Page 261)
123. Sam's Subs has a 19.6% net profit-to-equity ratio, while the industry median is 9.2%. This means that Sam's is in good shape because they are at twice the yield of the industry median.

Answer F
(Interpreting Business Ratios; What Do All These Numbers Mean? 
    Page 260)
124. Break-even analysis is a valuable tool for screening business opportunities since it considers the importance of cash flows.

Answer F
(Breakeven analysis 
    Page 263)
125. The first step in preparing a break-even analysis is to break business expenses down into "fixed" and "variable" categories.

Answer T
(Breakeven analysis 
    Page 264)
126. To calculate break-even sales, use the equation: break-even sales (in dollars) = total variable costs divided by contribution margin as a percentage of sales revenue.

Answer F
(Breakeven analysis 
    Page 264)
127. The break-even analysis provides an opportunity for integrated analysis of sales volume, expenses, income, and other relevant factors.

Answer T
(Breakeven analysis 
    Page 266)
128. Most small businesses prefer to express their break-even point in dollars rather than units produced or sold, unless they are retailing.

Answer F
(Breakeven analysis 
    Page 267)
129. On a break-even chart, the break-even point occurs at the intersection of the fixed expense line and the total revenue line.

Answer F
(Breakeven analysis 
    Page 266)
130. Break-even analysis is somewhat complex to use, but it is a final screening device.

Answer F
(Breakeven analysis 
    Page 267)
131. A break-even analysis has several drawbacks including the fact that it ignores the importance of cash flows and that its accuracy is dependent on the accuracy of revenue and expense estimates.

Answer T
(Breakeven analysis 
    Page 267)

132. Many business owners whose companies are losing money mistakenly believe that the problem is inadequate sales volume; therefore, they focus on pumping sales at any cost.

Answer T
(Basic Financial Reports 
    Page 234)

133. Total profits minus total expenses gives the company’s net income

Answer F
(Basic Financial Reports, The Income Statement 
    Page 236)

134. Since conditions and markets change so rapidly, entrepreneurs developing financial forecasts for start-ups should focus on creating projections for 6 months into the future

Answer F
(Creating Projected Financial Statements 
    Page 239)

135. To get the best results, an entrepreneur should track as many ratios as possible

Answer F
(Ratio Analysis 
    Page 245)

136. The quick ratio is sometimes called the working capital ratio.

Answer F
(12 Key Ratios, Liquidity
    Page 247)
137. Calculating these ratios is not enough to insure proper financial control.

Answer T
(Interpreting Business Ratios 
    Page 258)

138. The net profit on sales ratio (also called the profit margin on sales) measures the firm's profit per dollar of sales.
Answer T
(12 Key Ratios, Profitability Ratios, 
Page 256)

139. The net profit to equity ratio (or the return on net worth ratio) measures the owners' rate of return on investment.
Answer T
(12 Key Ratios, Profitability Ratios, 
Page 256)

140. Net profit on sales ratio = Net sales / Net income

Answer F
(12 Key Ratios, Profitability Ratios, 
Page 256)

141. A total assets turnover ratio below the industry average may indicate that the small firm is not generating an adequate sales volume for its asset size.

Answer T
(12 Key Ratios, Operating Ratios, 
Page 255)
142. Sales turnover ratio = Credit sales (or net sales)/Accounts receivable.

Answer F
(12 Key Ratios, Operating Ratios, 
Page 253)
143. Typically, slow payers represent great risk to many small businesses. 

Answer T
(12 Key Ratios, Operating Ratios, 
Page 254)
144. The current ratio can sometimes be misleading, because it does not show the quality of a company's current assets.

Answer T
(12 Key Ratios, Liquidity
    Page 247)
145. To prepare the statement, the owner must assemble the balance sheets and the income statements summarizing the present year's operations. 
Answer T
(Basic Financial Reports, Statement of Cash Flows
    Page 238)
146. The gross profit margin is calculated by dividing net income by net sales revenue.
Answer F
(Basic Financial Reports, Income Statement
    Page 237)

147. The balance sheet takes a "snapshot" of a business, providing owners with an estimate of the firm's worth on a given date. 
Answer T
(Basic Financial Reports, Balance Sheet
    Page 234)

148. Fixed assets consist of cash and items to be converted into cash within one year or within the normal op​erating cycle of the company, whichever is longer.
Answer F
(Basic Financial Reports, Balance Sheet
    Page 236)

Essay Questions
149. Explain the three basic financial reports that a business uses in building a financial statement: the balance sheet, the income statement, and the statement of cash flows.  What information is contained in each, what is their value to the small business owner, and how are they used to build financial statements?

(Basic Financial Reporting)

150. Describe a pro forma statement, identifying the types of pro forma statements a small business owner could use, and how the small business owner would create each.

(Creating projected financial statements)

151. What is the value of ratio analysis to the small business owner and what are the four categories of ratios he/she can use?

(Ratio Analysis)

152. What are liquidity ratios and how are they used by the small business owner? Name and briefly explain the current and quick ratios.

(Ratio Analysis)
153. What do leverage ratios measure? Name and explain three of them.

(Ratio Analysis)
154. Describe what operating ratios are. Identify the five operating ratios covered in your text, explaining how each of the five helps the small business owner manage his/her business.

(Ratio Analysis)
155. Identify and explain the two profitability ratios a small business owner can use to measure how effectively he/she is managing the business.

(Ratio Analysis)
156. How can the entrepreneur interpret and use the various business ratios available to him/her?

(Interpreting business ratios)
157. What does a break-even analysis tell the small business owner? Describe the steps used in calculating it.  What is the difference between a break-even point in dollars versus one in units?

(Breakeven analysis)
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