Name Instructor Section

A210 - Final Exam
Fall 1997

The Stanford Honor Code applies to this exam.

The Exam is open book and open notes. The exam lasts from 8:00 a.m. — 12:00 p.m.
Write your name, Stanford ID number, instructor’s name, and section number on
the top of each page of the exam. Staple all answer sheets together. Failure to do
so is at your own risk.

Turn in your exams to your professor in the lounge above
Arbuckle by noon.

We have provided what should be ample space for your answers to each question.
Please answer each question in the space provided. If you need more space, use the
back of the page that contains the question you are answering.

Budget your time, including the time required for reading background material.
Show all your work for full credit. This also helps in granting partial credit. If you
can’t find a number you need to make a calculation, explain how the calculation you
want to perform works. If you can’t specify the magnitude of an effect, at least
indicate the direction of the effect.

If you choose to make any assumptions in answering questions, clearly state them as
part of the answers you write.

A faculty member will be in the GSB Communication Center (the upper deck of
Arbuckle Lounge) throughout the exam in case you want to ask a question. Asa
rule, answers will not be provided that give unfair advantages to the questioners.

All questions relate to the excerpts from Philip Morris” 1996 financial statements,
except for Part VIII which relates to a footnote from Philip Morris’ 1988 financial
statements. The point allocation is as follows:

Part1 Receivables 5 points
Part II Inventories 10 points
Part III Income Taxes 8 points
Part IV Long-term Debt 8 points
PartV Pensions 12 points
Part VI Stockholders’ Equity 5 points
Part VI  Cash Flow Statement 9 points
Part VIII  Acquisitions 13 points
Part IX Ratios 12 points
Part X Revenue Recognition 18 points

100 points
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PART I: Receivables (5 points)

The following additional information is available in Philip Morris’ 199€ Form 10-K:
Consumer Products 1996 1995 1994

Allowance for doubtful accounts 167 163 168

Bad debts expense 27 35 38

1. (1 point) What is the amount that customers owe Philip Morris at the end of 19967

2. a. (2 points) What amount of Accounts Receivable did Philip Morris write-off as

uncollectible (unrecoverable) in 19967 State any assumptions that you need to make.

b. (2 points) What effect did the write-offs have on 1996 Net Income?
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PART II: Inventories (10 points) -
For questions in this part of the exam only that require a tax rate, assume the tax rate is 40%.

1. a. (1 point) Calculate Philip Morris’ Gross Profit Margin for 197 -

b. (1 point) Had Philip Morris used the FIFO inventory method, what would have been the
Gross Profit Margin for 1996?

¢. (2 points) Explain which of the two measures (in parts (a) and (b)) provides the more
meaningful characterization of Gross Margin in 1996.
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PART II: Inventories (10 points)

2. (3 points) What factors may have caused the change in Philip Morris’ LIFO reserve between
1995 and 19967 If you can determine the amounts attributable to each factor, what are the
amounts? If you cannot determine the separate effects, explain *~hy not.

3. (2 points) How much cumulative tax has Philip Morris postponed by the end of 1996 as a
result of using LIFO?

4. (2 points) Had Philip Morris used FIFO, would retained earnings at the end of 1996 be
higher or lower than the amount they reported under LIFO? By how much?
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Part III: Income Taxes - (8 points)
The U.S. statutory income tax rate in 1996 was 35%.

1. (2 points) What was average tax rate Philip Morris used to compute its Provision for Income
Taxes? Explain why this rate does or does not equal 35%.

2. (2 points) What is the amount of taxes paid by Philip Morris in 1996? Explain why this does
or does not equal the Provision for Income Taxes.
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Part III: Income Taxes (8 points)

3. a. (2 points) What is the amount of taxes deferred by Philip Morris at the end of 19967

b. (1 point) What is the amount of taxes Philip Morris owes at the end of 19967

c. (2 points) Explain why the amounts in (a.) and (b.) are the same or different.
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Part IV: Long-Term Debt (8 points) -

1. a. (1 point) Are any of Philip Morris’ Debentures issued at a discount? How can you tell”

b. (1 point) What is your estimate of Philip Morris” 1997 interest expense relating to the
Debentures?

2. a. (3 points) If interest rates rise, what will be the effect on the fair value of Philip Morris’
Long-Term Debt? What will be the effect on Philip Morris’ financial statements? Explain.

b. (3 points) On average, have interest rates increased or decreased since the issuance of
Philip Morris’ Long-Term Debt? Explain.
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PART V: Pensions (12 points) -

1. (2 points) By how much are Philip Morris’ U.S. pension plans overfunded or underfunded at
the end of 1996? Explain.

2. a. (2 points) How have pension plan assets performed in 1995 and 1996‘7 Was this
performance expected? Explain.

b. (1 point) How did the performance in (a.) above affect pension expense in these two years?
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PART V: Pensions (12 points)

3. a. (1 point) What is the amount relating to Philip Morris’ U.S. pension plans on the balance
sheet at the end of 19967

b. (2 points) Where does the amount appear on the balance sheet?

¢. (2 points) Explain why the amount shown on the balance sheet is the same as or differen-
from your answer to question (1).

4. (2 points) In 1996, by how much did Philip Morris change the assumed discount rate for
pensions? How did this change affect the pension obligation?



ID Name Instructor___ _ Section

PART VI: Stockholders’ Equity (5 points)

1. (1 point) In the Stockholders’ Equity section of Philip Morris’ balance sheet, what does
“Earnings Reinvested in Business” represent?

2. a. (1 point) What was the amount of cash dividends on common stock Philip Morris paid
during 19967

b. (2 points) What was the amount of cash dividends on common stock Philip Morris
declared during 19967

3. (1 point) What is the dollar amount of treasury stock at the end vt 19967
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Part VII: Cash Flow Statement (9 points)

1. (1 point) Which method does Philip Morris use in preparing its Statement of Cash Flows?

2. a. (2 points) Why is depreciation added back to net income?

b. (2 points) Explain why the change in Accounts Receivable of $35 in the Statement of
Cash Flows does not equal the change in Accounts Receivable on the balance sheet.
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Part VII: Cash Flow Statement (9 points)

3. (4 points) What are Philip Morris’ major sources and uses of cash in 1996? What does this
tell you about Philip Morris’ business?



1D Name Instructor Section

Part VIII: Acquisitions (13 points) -

The following questions relate to the acquisition of Kraft, Inc. by Philip Morris in 1988. Excerpté
from Note 2 of Philip Morris’s 1988 financial statements are attached in Exhibit 2.

1. (1 point) How much did Philip Morris pay to acquire Kraft?

2. (2 points) What is the fair value of Kraft’s identifiable net assets acquired by Philip Morris?
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Part VIII: Acquisitions - (13 points)

3. a. (3 points) What is the amount of goodwill recorded by Philip Morris as a result of the
acquisition of Kraft? What does the goodwill likely represent (a non-mechanical answer is
required)?

b. (3 points) What amount of goodwill on Philip Morris’ balance sheet at the end of 1996
pertains to goodwill from acquisition of Kraft? Is it likely that this asset has a value for
Philip Morris greater or less than its book value? Why?
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Part VIII: Acquisitions (13 points)

4. a. (2 points) Explain whether Philip Morris” Net Income for 1988 would have been higher cr
lower if pooling of interests had been used to account for the Kraft acquisition.

b. (2 points) What is your estimate of the effect on Net Income for 1988 of using pooling of
interests rather than the purchase method of accounting for the Kraft acquisition? (State any
assumptions you feel you need to make.)
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Part IX: Ratios (12 points)

1. (2 points) What are Philip Morris’ price-earnings ratio and market-to-book ratio for 19967
For purposes of this calculation, use fourth quarter (high) stock price.

2. a. (4 points) Are there specific items mentioned in Philip Morr's financial statements that
can explain at least a portion of the difference between the book value of equity and the
market value of equity? If yes, what are those items and related dollar amounts? If no,
explain.
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Part IX: Ratios- - - (12 points) » .

2. b. (3 points) What else could explain the difference between market value and book value +.f
equity for Philip Morris?

c. (3 points) Should accounting standards permit these items to be reflected on Philip
Morris’ balance sheet? Why, or why not?
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Part X: Revenue Recognition (18 points)

Philip Morris and other tobacco manufacturers engage in a practice called “Trade Loading” of
cigarettes to their wholesale distributors. Exhibit 3 is an April 26, 1993 Business Week article that
discusses some of the implications of the practice. ‘

In a Dec 4, 1989 Fortune article criticizing the practice, Carol Loomis writes
“Trade loading is a crazy, uneconomic, insidious practice through which
manufacturers — trying to show sales, profits, and market share they don’t actually
have - induce their wholesale customers, known as the trade, to buy more product
than they can promptly resell.”

1. (3 points) Is Philip Morris’ practice of recognizing revenue on sales to wholesalers
consistent with generally accepted accounting principles? Explain.
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Part X: Revenue Recognition (18 points)

2. Assume that Philip Morris practices trade loading at the end of every quarter. In answering

the questions below, assume that production is constant over time. State any other
assumptions you feel you need to make.

a. (3 points) What effect does trade loading have on Philip Morris’ inventory balance at t's
end of any given quarter? By the end of the first month of the following quarter?

b. (2 points) What would be the effect of trade loading on Net Income in any given quarter?
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Part X: Revenue Recognition (18 points)

2. c. (3 points) What factors will determine how long Philip Morris can continue their current
practice of trade loading?

d. (4 points) What is the cumulative dollar effect of trade loading, on Philip Morris’ 1996
book value of equity? In your calculation, assume the $200 million to $300 million amounts
referred to in the article in Exhibit 3 are applicable at the end of 1996. State any assumptions
that you make.
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Part X: Revenue Recognition = (18 points)

3. a. (3 points) What benefits does Philip Morris hope to achieve by engaging in trade loading?

b. (3 points) What are the potential drawbacks of following this strategy?



