Fundamentals of Corporate Finance, 3e, Global Edition (Berk/DeMarzo/Harford)
Chapter 2   Introduction to Financial Statement Analysis

2.2   The Balance Sheet

1) The balance sheet shows the assets, liabilities, and stockholders' equity of a firm over a given length of time. (True or False?)

2) Stockholders' equity is the difference between a firm's assets and liabilities, as shown on the balance sheet. (True or False?)

3) Which of the following amounts would be included on the right side of a balance sheet?
A) the value of government bonds held by the company
B) the cash held by the company
C) the amount of deferred tax liability held by the company
D) the amount of money owed to the company by customers who have not yet paid for goods and services they have received

4) Which of the following best describes why the left and right sides of a balance sheet are equal?
A) In a properly run business, the value of liabilities will not exceed the assets held by the company.
B) By definition, the assets plus the liabilities will be the same as the stockholders' equity.
C) The assets must equal liabilities plus stockholders' equity because stockholders' equity is the difference between the assets and the liabilities.
D) By accounting convention, the assets of a company must be equal to the liabilities of that company.

5) A company that produces drugs is preparing a balance sheet. Which of the following would be most likely to be considered a long-term asset on this balance sheet?
A) commercial paper held by the company
B) the inventory of chemicals used to produce the drugs made by the company
C) a patent for a drug held by the company
D) the cash reserves of the company

7) A small company has current assets of $112,000 and current liabilities of $117,000. Which of the following statements about that company is most likely to be true?
A) Since net working capital is negative, the company will not have enough funds to meet its obligations.
B) Since net working capital is high, the company will likely have little difficulty meeting its obligations.
C) Since net working capital is very high, the company will have ample money to invest after it meets its obligations.
D) Since net working capital is nearly zero, the company is well run and will have little difficulty attracting investors.

8) What is the main problem in using a balance sheet to provide an accurate assessment of the value of a company's equity?
A) Valuable assets such as the company's reputation, the quality of its work force, and the strength of its management are not captured on the balance sheet. 
B) The balance sheet does not accurately represent the book value of assets held by the company.
C) The equity shown on the balance sheet is the market capitalization of the company.
D) Knowing at a single point in time what assets a firm possesses and the liabilities a firm owes gives an indication of what those assets can produce in the future.

9) The major components of stockholders' equity are ________.
A) cash, common stock, and paid-in surplus
B) common stock, paid-in surplus, and net income
C) common stock, paid-in surplus, and retained earnings
D) common stock, liabilities, and retained earnings

10) Balance Sheet
Assets		Liabilities
Current Assets		Current Liabilities
Cash 	46	Accounts payable 	39
Accounts receivable	23	Notes payable/short-term debt 	5
Inventories 	20	
Total current assets 	89	Total current liabilities 	44

Long-Term Assets 		Long-Term Liabilities
Net property, plant,
and equipment	121	Long-term debt 	133
Total long-term assets 	121	Total long-term liabilities 	133
		Total Liabilities 	177
		Stockholders' Equity 	33
Total Assets 	210	Total Liabilities and	210
 		Stockholders' Equity
The above diagram shows a balance sheet for a certain company. All quantities shown are in millions of dollars. What is the company's net working capital? 
A) $133 million
B) $2 million
C) $89 million
D) $45 million


11) Balance Sheet
Assets		Liabilities
Current Assets		Current Liabilities
Cash 	49	Accounts payable 	38
Accounts receivable	21	Notes payable/short-term debt 	5
Inventories 	18	
Total current assets 	88	Total current liabilities 	43

Long-Term Assets 		Long-Term Liabilities
Net property, plant,
and equipment	122	Long-term debt 	134
Total long-term assets 	  122	Total long-term liabilities 	134
		Total Liabilities 	177
		Stockholders' Equity 	33
Total Assets 	210	Total Liabilities and	210
 		Stockholders' Equity
The above diagram shows a balance sheet for a certain company. If the company pays back all of its accounts payable today using cash, what will its net working capital be?
A) $131 million
B) $6 million
C) $88 million
D) $45 million

12) Balance Sheet
Assets		Liabilities
Current Assets		Current Liabilities
Cash 	54	Accounts payable 	42
Accounts receivable	20	Notes payable/short-term debt 	6
Inventories 	16	
Total current assets 	90	Total current liabilities 	48

Long-Term Assets 		Long-Term Liabilities
Net property, plant,
and equipment	120	Long-term debt 	129
Total long-term assets 	120	Total long-term liabilities 	129
		Total Liabilities 	177 
		Stockholders' Equity 	33
Total Assets 	210	Total Liabilities and	210
 		Stockholders' Equity
The above diagram shows a balance sheet for a certain company. If the company buys new property, plant and equipment today using its entire cash balance, what will its net working capital be?
A) -$12 million
B) $12 million
C) -$24 million
D) $24 million

13) Balance Sheet
Assets		Liabilities
Current Assets		Current Liabilities
Cash 	48	Accounts payable 	35
Accounts receivable	25	Notes payable/short-term debt 	5
Inventories 	16	
Total current assets 	89	Total current liabilities 	40

Long-Term Assets 		Long-Term Liabilities
Net property, plant,
and equipment	121	Long-term debt 	137
Total long-term assets 	121	Total long-term liabilities 	137
		Total Liabilities 	177
		Stockholders' Equity 	33
Total Assets 	210	Total Liabilities and	210
 		Stockholders' Equity
The above diagram shows a balance sheet for a certain company. All quantities shown are in millions of dollars. How would the balance sheet change if the company's long-term assets were judged to depreciate at an extra $5 million per year?
A) Net property, plant, and equipment would rise to $126 million, and total assets and stockholders' equity would be adjusted accordingly.
B) Net property, plant, and equipment would fall to $116 million, and total assets and stockholders' equity would be adjusted accordingly.
C) Long-term liabilities would rise to $131 million, and total liabilities and stockholders' equity would be adjusted accordingly.
D) Long-term liabilities would fall to $111 million, and total liabilities and stockholders' equity would be adjusted accordingly.

14) Balance Sheet
Assets		Liabilities
Current Assets		Current Liabilities
Cash 	53	Accounts payable 	40
Accounts receivable	23	Notes payable/short-term debt 	5
Inventories 	17	
Total current assets 	93	Total current liabilities 	45

Long-Term Assets 		Long-Term Liabilities
Net property, plant,
and equipment	117	Long-term debt 	133
Total long-term assets 	117	Total long-term liabilities 	133
		Total Liabilities 	178
		Stockholders' Equity 	32
Total Assets 	210	Total Liabilities and	210
		Stockholders' Equity
The above diagram shows a balance sheet for a certain company. All quantities shown are in millions of dollars. If the company has 5 million shares outstanding, and these shares are trading at a price of $6.39 per share, what does this tell you about how investors view this firm's book value?
A) Investors consider that the firm's market value is worth very much less than its book value.
B) Investors consider that the firm's market value is worth less than its book value.
C) Investors consider that the firm's market value and its book value are roughly equivalent.
D) Investors consider that the firm's market value is worth more than its book value.

15) Which of the following balance sheet equations is INCORRECT?
A) Assets - Liabilities = Shareholders' equity
B) Assets = Liabilities + Shareholders' equity
C) Assets - Current liabilities = Long-term liabilities
D) Assets - Current liabilities = Long-term liabilities + Shareholders' equity

16) Cash is a ________.
A) long-term asset
B) current asset
C) current liability
D) long-term liability

17) Accounts payable is a ________.
A) long-term liability
B) current asset
C) long-term asset
D) current liability

18) A 30-year mortgage loan is a ________.
A) long-term liability
B) current liability
C) current asset
D) long-term asset

19) Which of the following statements regarding the balance sheet is INCORRECT?
A) The balance sheet provides a snapshot of a firm's financial position at a given point in time.
B) The balance sheet lists a firm's assets and liabilities.
C) The balance sheet reports stockholders' equity on the right-hand side.
D) The balance sheet reports liabilities on the left-hand side.

20) 	Luther Corporation
	Consolidated Balance Sheet
	December 31, 2006 and 2005 (in $ millions)
	Assets
	2006
	2005
	Liabilities and Stockholders' Equity
	2006
	2005

	Current Assets
	
	
	Current Liabilities
	
	

	Cash
	 50.7
	58.5
	Accounts payable
	 84.4
	 73.5

	Accounts receivable
	 54.9
	39.6
	Notes payable / short-term debt
	   9.4
	   9.6

	Inventories
	 44.7
	42.9
	Current maturities of long-term debt
	 39.8
	 36.9

	Other current assets
	    6.1
	3.0
	Other current liabilities
	   6.0
	 12.0

	Total current assets
	156.4
	144.0
	Total current liabilities
	139.6
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	 66.8
	62.1
	  Long-term debt
	222.3
	168.9

	  Buildings
	106.2
	91.5
	  Capital lease obligations
	
	

	  Equipment
	115.7
	99.6
	
	
	

	  Less accumulated 
  depreciation
	 (56.5)
	(52.5)
	Deferred taxes
	 22.8
	 22.2

	Net property, plant, and equipment
	232.2
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	  Total long-term liabilities
	245.1
	191.1

	Other long-term assets
	  63.0
	42.0
	Total liabilities
	384.7
	323.1

	Total long-term assets
	355.2
	242.7
	Stockholders' Equity
	126.9
	  63.6

	
	
	
	
	
	

	Total Assets
	511.6
	386.7
	Total liabilities and Stockholders' Equity
	511.6
	386.7


Refer to the balance sheet above. What is Luther's net working capital in 2006?
A) $16.8 million
B) $296.0 million
C) $33.6 million
D) $8.4 million
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