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

2.3   Balance Sheet Analysis


Formulas:
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Enterprise Value = Market Value of Equity + Debt - Cash









 







 
















2) 	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
	 59.5
	58.5
	Accounts payable
	 88.9
	 73.5

	Accounts receivable
	 55.1
	39.6
	Notes payable / short-term debt
	 10.4
	  9.6

	Inventories
	 45.9
	 42.9
	Current maturities of long-term debt
	 37.3
	 36.9

	Other current assets
	    5.5
	    3.0
	Other current liabilities
	   6.0
	  12.0

	Total current assets
	166.0
	144.0
	     Total current liabilities
	142.6
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  66.1
	  62.1
	  Long-term debt
	236
	168.9

	  Buildings
	109.4
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	118.5
	  99.6
	
	
	

	  Less accumulated 
  depreciation
	 (54.9)
	 (52.5)
	Deferred taxes
	   22.8
	   22.2

	Net property, plant, and equipment
	239.1
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	258.8
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	401.4
	323.1

	    Total long-term assets
	362.1
	242.7
	Stockholders' Equity
	126.7
	  63.6

	
	
	
	
	
	

	Total Assets
	528.1
	386.7
	Total liabilities and Stockholders' Equity
	528.1
	386.7



Refer to the balance sheet above. If in 2006 Luther has 10.2 million shares outstanding and these shares are trading at $16 per share, then Luther's market-to-book ratio would be closest to ________.
A) 2.58
B) 0.64
C) 1.29
D) 1.80

3) 	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
	 65.6
	 58.5
	Accounts payable
	  88.8
	  73.5

	Accounts receivable
	 54.3
	 39.6
	Notes payable / short-term debt
	  10.7
	    9.6

	Inventories
	 45.8
	 42.9
	Current maturities of long-term debt
	  38.7
	  36.9

	Other current assets
	    5.5
	    3.0
	Other current liabilities
	    6.0
	  12.0

	      Total current assets
	171.2
	144.0
	       Total current liabilities
	144.2
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  65.3
	  62.1
	  Long-term debt
	234.4
	168.9

	  Buildings
	109.4
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	116.3
	  99.6
	
	
	

	  Less accumulated
  depreciation
	 (57.9)
	 (52.5)
	Deferred taxes
	  22.8
	  22.2

	Net property, plant, and  equipment
	233.1
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	257.2
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	401.4
	323.1

	    Total long-term assets
	356.1
	242.7
	Stockholders' Equity
	125.9
	  63.6

	
	
	
	
	
	

	Total Assets
	527.3
	386.7
	Total liabilities and Stockholders' Equity
	527.3
	386.7



Refer to the balance sheet above. When using the book value of equity, the debt-equity ratio for Luther in 2006 is closest to ________.
A) 4.51
B) 2.25
C) 1.13
D) 3.16

4) 	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
	  57.6
	  58.5
	Accounts payable
	  86.0
	  73.5

	Accounts receivable
	  55.2
	  39.6
	Notes payable / short-term debt
	  10.5
	    9.6

	Inventories
	  45.6
	  42.9
	Current maturities of long-term debt
	  39.6
	  36.9

	Other current assets
	    5.6
	    3.0
	Other current liabilities
	    6.0
	  12.0

	          Total current assets
	164.0
	144.0
	      Total current liabilities
	142.1
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  66.4
	  62.1
	  Long-term debt
	231.3
	168.9

	  Buildings
	108.3
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	114.3
	  99.6
	
	
	

	  Less accumulated
  depreciation
	(54.4)
	(52.5)
	Deferred taxes
	  22.8
	  22.2

	Net property, plant, and 
equipment
	234.6
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	254.1
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	396.2
	323.1

	    Total long-term assets
	357.6
	242.7
	Stockholders' Equity
	125.4
	63.6

	
	
	
	
	
	

	Total Assets
	521.6
	386.7
	Total liabilities and Stockholders' Equity
	521.6
	386.7



Refer to the balance sheet above. If in 2006 Luther has 10.2 million shares outstanding and these shares are trading at $16 per share, then using the market value of equity, the debt-equity ratio for Luther in 2006 is closest to ________.
A) 3.45
B) 1.72
C) 0.86
D) 2.41

5) 	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
	  56.1
	  58.5
	Accounts payable
	88.1
	73.5

	Accounts receivable
	  54.5
	  39.6
	Notes payable / short-term debt
	10.9
	9.6

	Inventories
	  44.8
	  42.9
	Current maturities of long-term debt
	40.7
	36.9

	Other current assets
	    5.0
	    3.0
	Other current liabilities
	6.0
	12.0

	             Total current assets
	160.4
	144.0
	       Total current liabilities
	145.7
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  66.8
	  62.1
	  Long-term debt
	227
	168.9

	  Buildings
	108.5
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	117.1
	  99.6
	
	
	

	  Less accumulated
  depreciation
	 (54.4)
	 (52.5)
	Deferred taxes
	22.8
	22.2

	Net property, plant, and equipment
	238
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	   60.0
	--
	    Total long-term liabilities
	249.8
	191.1

	Other long-term assets
	   63.0
	  42.0
	Total liabilities
	395.5
	323.1

	    Total long-term assets
	361
	242.7
	Stockholders' Equity
	125.9
	63.6

	
	
	
	
	
	

	Total Assets
	521.4
	386.7
	Total liabilities and Stockholders' Equity
	521.4
	386.7



Refer to the balance sheet above. If in 2006 Luther has 10.2 million shares outstanding and these shares are trading at $16 per share, then what is Luther's enterprise value?
A) -$540.0 million
B) $771.4 million
C) $385.7 million
D) $521.4 million

6) 	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
	  53.6
	  58.5
	Accounts payable
	  89.2
	  73.5

	Accounts receivable
	  55.8
	  39.6
	Notes payable / short-term debt
	  10.3
	    9.6

	Inventories
	  45.5
	  42.9
	Current maturities of long-term debt
	  38.6
	  36.9

	Other current assets
	    5.4
	    3.0
	Other current liabilities
	    6.0
	  12.0

	           Total current assets
	160.3
	144.0
	       Total current liabilities
	144.1
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  66.2
	  62.1
	  Long-term debt
	228.7
	168.9

	  Buildings
	107.7
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	120.6
	  99.6
	
	
	

	  Less accumulated
  depreciation
	 (57.1)
	 (52.5)
	Deferred taxes
	22.8
	22.2

	Net property, plant, and equipment
	237.4
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	251.5
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	395.6
	323.1

	    Total long-term assets
	360.4
	242.7
	Stockholders' Equity
	125.1
	  63.6

	
	
	
	
	
	

	Total Assets
	520.7
	386.7
	Total liabilities and Stockholders' Equity
	520.7
	386.7



Refer to the balance sheet above. Luther's current ratio for 2006 is closest to ________.
A) 1.67
B) 2.22
C) 0.56
D) 1.11

7) 	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
	  65.7
	  58.5
	Accounts payable
	 87.7
	 73.5

	Accounts receivable
	  54.4
	  39.6
	Notes payable / short-term debt
	  9.6
	  9.6

	Inventories
	  46.1
	  42.9
	Current maturities of long-term debt
	  39.9
	  36.9

	Other current assets
	    5.1
	    3.0
	Other current liabilities
	    6.0
	  12.0

	          Total current assets
	171.3
	144.0
	      Total current liabilities
	143.2
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	  66.6
	  62.1
	  Long-term debt
	237.7
	168.9

	  Buildings
	106.2
	  91.5
	  Capital lease obligations
	
	

	  Equipment
	119.3
	  99.6
	
	
	

	  Less accumulated
  depreciation
	 (56.6)
	 (52.5)
	Deferred taxes
	  22.8
	  22.2

	Net property, plant, and equipment
	235.5
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	260.5
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	403.7
	323.1

	    Total long-term assets
	358.5
	242.7
	Stockholders' Equity
	126.1
	  63.6

	
	
	
	
	
	

	Total Assets
	529.8
	386.7
	Total liabilities and Stockholders' Equity
	529.8
	386.7



Refer to the balance sheet above. Luther's quick ratio for 2006 is closest to ________.
A) 0.87
B) 1.75
C) 0.88
D) 1.31

8) 	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
	 52.4
	 58.5
	Accounts payable
	 88.9
	 73.5

	Accounts receivable
	 54.6
	 39.6
	Notes payable / short-term debt
	   9.3
	   9.6

	Inventories
	 46.5
	 42.9
	Current maturities of long-term debt
	  39.9
	  36.9

	Other current assets
	    5.4
	    3.0
	Other current liabilities
	    6.0
	  12.0

	        Total current assets
	158.9
	144.0
	      Total current liabilities
	144.1
	132.0

	
	
	
	
	
	

	Long-Term Assets
	
	
	Long-Term Liabilities
	
	

	  Land
	 65.8
	62.1
	  Long-term debt
	224.8
	168.9

	  Buildings
	107.6
	91.5
	  Capital lease obligations
	
	

	  Equipment
	118.3
	99.6
	
	
	

	  Less accumulated
  depreciation
	(56.4)
	(52.5)
	Deferred taxes
	 22.8
	 22.2

	Net property, plant, and equipment
	235.3
	200.7
	Other long-term liabilities
	---
	---

	Goodwill
	  60.0
	--
	    Total long-term liabilities
	247.6
	191.1

	Other long-term assets
	  63.0
	  42.0
	Total liabilities
	391.7
	323.1

	    Total long-term assets
	358.3
	242.7
	Stockholders' Equity
	125.5
	  63.6

	
	
	
	
	
	

	Total Assets
	517.2
	386.7
	Total liabilities and Stockholders' Equity
	517.2
	386.7



Refer to the balance sheet above. The change in Luther's quick ratio from 2005 to 2006 is closest to ________.
A) a decrease of 0.01
B) an increase of 0.01
C) a decrease of 0.02
D) an increase of 0.02

9) A public company has a book value of $128 million. They have 20 million shares outstanding, with a market price of $4 per share. Which of the following statements is true regarding this company?
A) Investors may consider this firm to be a growth company.
B) Investors believe the company's assets are not likely to be profitable since its market value is worth less than its book value.
C) The firm's market value is more than its book value.
D) The value of the firm's assets is greater than their liquidation value.

10) GenCorp. has a total debt of $140 million and stockholders' equity of $50 million. It also has 26 million shares outstanding, with a market price of $4.00 per share. What is GenCorp's market debt-equity ratio?
A) 0.67
B) 1.08
C) 2.80
D) 1.35

11) A company has a share price of $22.15 and 118 million shares outstanding. Its market-to-book ratio is 4.2, its book debt-equity ratio is 3.2, and it has cash of $800 million. How much would it cost to take over this business assuming you pay its enterprise value?
A) $1.9 billion
B) $3.044 billion
C) $4.566 billion
D) $3.8 billion

12) Convex Industries has inventories of $218 million, current assets of $1.4 billion, and current liabilities of $504 million. What is its quick ratio?
A) 1.17
B) 0.94
C) 2.81
D) 2.35

13) Which ratio would you use to measure the financial health of a firm by assessing that firm's leverage?
A) debt-equity or equity multiplier ratio
B) market-to-book ratio
C) market debt-equity ratio
D) current or quick ratio

14) Company A has current assets of $42 billion and current liabilities of $41 billion. Company B has current assets of $2.7 billion and current liabilities of $1.8 billion. Which of the following statements is correct, based on this information?
A) Company A is less likely than Company B to have sufficient working capital to meet its short-term needs.
B) Company A has greater leverage than Company B.
C) Company A has less leverage than Company B.
D) Company A and Company B have roughly equivalent enterprise values.

Use the table for the question(s) below.

Balance Sheet
Assets	2007	2008	Liabilities	2007	2008
Current Assets			Current Liabilities
Cash 	50	46	Accounts payable 	42 	48
Accounts receivable	22	12	Notes payable/short-term debt 	7	5
Inventories 	17	38
Total current assets 	89	96	Total current liabilities 	49	53

Long-Term Assets 			Long-Term Liabilities
Net property, plant,
and equipment	121	116	Long-term debt 	128	136
Total long-term assets 	121	116	Total long-term liabilities 	128	136
			Total Liabilities 	177	189
			Stockholders' Equity 	33	23
Total Assets 	210	212	Total Liabilities and	210	212
 			Stockholders' Equity

15) If the above balance sheet is for a retail company, what indications about this company would best be drawn from the changes in the balance sheet between 2007 and 2008?
A) The company is having difficulties selling its product.
B) The company has reduced its debt.
C) The company has added a major new asset in terms of plant and equipment.
D) The company has experienced a significant rise in its market value.

16) If the above balance sheet is for a retail company, what indications about this company would best be drawn from the changes in stockholders' equity between 2007 and 2008?
A) The company is very profitable because it is obviously collecting receivables faster.
B) The company is selling its property, plant and equipment, which may result in a long-term deficiency in production capacity.
C) The company's net income in 2008 was negative.
D) No conclusions can be drawn regarding stockholders' equity without additional information.

17) If the above balance sheet is for a retail company, what indications about this company would best be drawn from the changes in quick ratio between 2007 and 2008?
A) The company has eliminated the risk that it will experience a cash shortfall in the near future.
B) The company has reduced the risk that it will experience a cash shortfall in the near future.
C) The risk that the company will experience a cash shortfall in the near future is unchanged.
D) The company has increased the risk that it will experience a cash shortfall in the near future.

18) If the above balance sheet is for a retail company, how has the company's leverage changed between 2007 and 2008?
A) The company has experienced a very significant decrease in its leverage.
B) The company has experienced a significant decrease in its leverage.
C) The company has experienced no significant change in its leverage.
D) The company has experienced a significant increase in its leverage.

Use the table for the question(s) below.

	Luther Corporation
Consolidated Income Statement
Year ended December 31 (in $ millions)

	
	2006
	2005

	Total sales
	610.1
	578.3

	Cost of sales
	(500.2)
	(481.9)

	Gross profit
	109.9
	96.4

	Selling, general, and 
administrative expenses
	(40.5)
	(39.0)

	Research and development
	(24.6)
	(22.8)

	Depreciation and amortization
	(3.6)
	(3.3)

	Operating income
	41.2
	31.3

	Other income
	---
	---

	Earnings before interest and taxes (EBIT)
	41.2
	31.3

	Interest income (expense)
	(25.1)
	(15.8)

	Pretax income
	16.1
	15.5

	Taxes
	(5.5)
	(5.3)

	Net income
	10.6
	10.2

	
	
	

	Price per share
	$16
	$15

	Shares outstanding (millions)
	10.2
	8.0

	Stock options outstanding (millions)
	0.3
	0.2

	
	
	

	Stockholders' Equity
	126.6
	63.6

	Total Liabilities and Stockholders' Equity
	533.1
	386.7



19) Refer to the partial balance sheet above. If on December 31, 2005 Luther has 8 million shares outstanding trading at $15 per share, then what is Luther's market-to-book ratio?

Use the table for the question(s) below.

	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
	63.6
	58.5
	
	Accounts payable
	87.6
	73.5

	Accounts receivable
	55.5
	39.6
	
	Notes payable / 
short-term debt
	10.5
	9.6

	Inventories
	45.9
	42.9
	
	Current maturities of long-term debt
	39.9
	36.9

	Other current assets
	6.0
	3.0
	
	Other current liabilities
	6.0
	12.0

	     Total current assets
	171.0
	144.0
	
	     Total current liabilities
	144.0
	132.0

	
	
	
	
	
	
	

	Long-Term Assets
	
	
	
	Long-Term Liabilities
	
	

	  Land
	66.6
	62.1
	
	  Long-term debt
	239.7
	168.9

	  Buildings
	109.5
	91.5
	
	  Capital lease obligations
	---
	---

	  Equipment
	119.1
	99.6
	
	Total Debt
	239.7
	168.9

	  Less accumulated
  depreciation
	(56.1)
	(52.5)
	
	Deferred taxes
	22.8
	22.2

	Net property, plant, and equipment
	239.1
	200.7
	
	Other long-term liabilities
	---
	---

	Goodwill
	60.0
	--
	
	Total long-term liabilities
	262.5
	191.1

	Other long-term assets
	63.0
	42.0
	
	Total liabilities
	406.5
	323.1

	     Total long-term assets
	362.1
	242.7
	
	Stockholders' Equity
	126.6
	63.6

	
	
	
	
	
	
	

	Total Assets
	533.1
	386.7
	
	Total liabilities and Stockholders' Equity
	533.1
	386.7



20) Refer to the balance sheet above. If on December 31, 2005 Luther has 8 million shares outstanding trading at $15 per share, then what is Luther's enterprise value?

22) What will be the effect on the balance sheet if a firm buys a new processing plant through a new loan?
2
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