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WGU Financial Management VBC1 Sample Questions (Q49-Q54):
NEW QUESTION # 49 
What distinguishes free cash flow to equity (FCFE) from free cash flow to the firm (FCFF)?

A. FCFE is distributable only to debt holders, whereas FCFF is distributable only to equity holders.
B. FCFE measures cash distributable to equity holders after all obligations are met, including debt payments.
C. FCFE includes depreciation, amortization, and other non-cash expenses, while FCFF does not.
D. FCFE represents the total cash flow from operations that is available at the end of the period.

Answer: B

Explanation:
Free cash flow concepts are central to valuation. Free cash flow to the firm (FCFF) represents cash available to all capital
providers-both debt and equity-before interest and principal repayments. In contrast, free cash flow to equity (FCFE) measures the
cash available exclusively to common shareholders after all operating expenses, capital expenditures, working capital needs, and
debt obligations (interest and principal) have been satisfied. This distinction determines which discount rate analysts use: FCFF is
discounted at the weighted average cost of capital (WACC), while FCFE is discounted at the cost of equity. FCFE is especially
useful when valuing equity directly or when a firm's leverage is stable and predictable. Option C correctly captures this defining
difference, while the other options misstate cash flow allocation or confuse accounting adjustments with distributable cash.

NEW QUESTION # 50 
What is the purpose of covenants in a bond indenture?

A. To set the interest rate of the bond
B. To outline the actions the issuer commits to take or avoid to protect bondholders' interests
C. To calculate the coupon payments
D. To determine the par value of the bond and the current price at which the bond will sell today

Answer: B

Explanation:
Covenants in a bond indenture are contractual provisions designed to protect bondholders by restricting or requiring certain actions
by the issuer. These provisions help reduce agency problems between shareholders and debtholders after the debt has been issued.
For example, covenants may limit additional borrowing, restrict dividend payments, require the maintenance of certain financial
ratios, or prohibit the sale of important assets without approval. Some covenants are affirmative, meaning the issuer must do
something, while others are negative, meaning the issuer must avoid certain actions. Their purpose is not to set the bond's coupon
rate or determine its market price directly. Instead, they reduce risk for lenders by helping preserve the issuer's ability to repay
interest and principal. In financial management, stronger covenants can sometimes allow a company to borrow at a lower interest
rate because investors perceive less risk. The other answer choices are incorrect because interest rate, par value, and coupon
amounts are bond terms, not the purpose of covenants. Therefore, A is correct because covenants are specifically used to protect
bondholders' interests through enforceable conditions placed on the issuer.

NEW QUESTION # 51 
What is a potential drawback of lowering the annual dividend payment?

A. It might lead to higher sales growth for the company.
B. It may cause the company's stockholders to react negatively.
C. It could possibly increase the company's net margin.
D. It can lead to an immediate increase in the company's stock price.

Answer: B

Explanation:
Dividend policy carries important signaling effects in financial markets. Investors often view dividends as a signal of management's
confidence in the firm's future cash flows. When a company lowers its dividend, shareholders may interpret the action as a sign of
financial distress, declining profitability, or uncertainty about future earnings. This negative perception can result in a decline in the
firm's stock price and reduced investor confidence. While dividend reductions may free up cash for reinvestment and improve long-
term financial flexibility, the short-term market reaction is often unfavorable.



Financial management literature stresses that dividend changes should be made cautiously and clearly communicated to avoid
misinterpretation. Option D correctly identifies this key drawback.

NEW QUESTION # 52 
Considering the fundamental relationships of the balance sheet, how can a company's assets increase without a corresponding rise in
liabilities?

A. The company could increase the amount of depreciation it recognizes.
B. The company could finance the assets by restructuring its long-term debt.
C. The company could increase the amount of cash it pays out as dividends.
D. The company could finance the assets by increasing owners' equity.

Answer: D

Explanation:
The balance sheet follows the basic accounting equation: Assets = Liabilities + Owners' Equity. This means that if assets increase,
the increase must be matched by either an increase in liabilities, an increase in owners' equity, or some combination of both.
Therefore, assets can rise without liabilities rising if the increase is financed through owners' equity. This might occur if the company
issues new stock, receives additional capital contributions from owners, or retains earnings instead of distributing them as dividends.
Choice A is incorrect because paying dividends reduces cash, which lowers assets and retained earnings. Choice B is also incorrect
because depreciation reduces the book value of assets over time rather than increasing them. Choice C is not the best answer
because restructuring long-term debt generally changes the form or timing of liabilities but does not explain an increase in assets
without liabilities increasing. From a financial statement analysis perspective, understanding this relationship is essential when
evaluating how a firm finances growth and how changes in the balance sheet affect leverage and ownership claims. Therefore, D is
the correct answer because equity financing allows assets to increase without a matching increase in liabilities.

NEW QUESTION # 53 
What does a high inventory turnover ratio indicate about a company's inventory management?

A. The company has efficient inventory management.
B. The company has excess inventory.
C. The company's inventory is obsolete.
D. The company has too little inventory.

Answer: A

Explanation:
Inventory turnover measures how many times a company sells and replaces its inventory during a given period. A high inventory
turnover ratio generally indicates that inventory is being sold quickly and efficiently, minimizing holding costs such as storage,
insurance, and obsolescence. From a financial management perspective, efficient inventory management improves cash flow by
reducing capital tied up in unsold goods and shortens the cash conversion cycle. While an extremely high turnover could signal
stockouts or lost sales, financial management texts typically interpret higher turnover-relative to industry norms-as a positive indicator
of operational efficiency. Option B correctly reflects this standard interpretation.
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