
Financial Statement Analysis-Sample Midterm Exam

Part I-(45 points)--15 3 point questions--Answer each multiple choice and short-answer question.  For each multiple choice question circle the letter of the correct answer on the exam (a,b,c,d,e,f,g, or h).  Answer each short-answer question in the space provided.  (If the answer to a short-answer question cannot be determined precisely indicate why.)  Some questions have special directions.
 1.
The operating income/sales ratio is an example of a


a) turnover or efficiency ratio


b) coverage or liquidity ratio


c) leverage or debt ratio


d) none of the above

 2.
Trends observed in historical accounting information


a) can be misleading due to changes in accounting procedures


b) can provide a basis for estimating future trends


c) are likely to be more valuable in turnaround situations


d) a and b


e) a and c


f) b and c


g) all of the above


h) none of the above

 3.
Percent or common-size financial statements are used to


a) focus on the importance of corporate size on the firm


b) compare relative asset allocations across firms


c) compare changes in relative asset allocations for a given firm over time


d) a and b


e) a and c


f) b and c


g) all of the above


h) none of the above

 4.
The (cash + marketable securities + accounts receivable)/current liabilities ratio


a) always decreases when management tries to increase the current ratio by manipulation


b) includes inventory in the numerator


c) includes projected expenditures from future operations in the denominator


d) none of the above


The following questions are related to the accompanying financial statements (Pfizer-2000) (numbers are in millions)  If the answer is "none of the above", but the answer can be calculated, then make the calculation.  (Note- if the answer to a question involves years, you may circle any combination of years.  e.g. if the correct answer to a question can be 1998 or 1999, then circle both 1998 and 1999.)

 5.
What is interest expense reported in the income statement for 1999?  What is unusual about the presentation?  Why do you think they do it this way?

 6.
(Circle the year or years in this question) Net cash provided by operating activities by itself was sufficient to cover purchases of property, plant and equipment, acquisitions (net of cash acquired), and cash dividends paid in


a) 1998


b) 1999


c) 2000


d) it was sufficient in each and every year

 7.
What is the cost of sales/total inventories (mixed) ratio for 2000?

 8.
What was long-term debt, including the current portion of the long-term debt, at the end of fiscal 2000?

 9.
Assume that research and development expenses are amortized over three years rather than being expensed immediately.  What impact would this have on Pfizer’s 2000 income from continuing operations before provision for taxes on income and minority interests? 

10.
Assume that, at the end of 2000 (1999), Pfizer reported that if it used FIFO accounting for its inventory method would have reported inventories that were $15 ($8) million greater than if it used the LIFO valuation method.  Ignoring the impacts of any acquisitions and divestitures, how much income “from continuing operations before provision for taxes on income and minority interests” would have been reported by Pfizer if it had used replacement cost accounting (FIFO) during 2000?

11.
(Circle two answers) From the end of 1998 through the end of 2000 current assets have become


a) an increased proportion of total assets


b) a decreased proportion of total assets


c) an increased proportion of current liabilities


d) a decreased proportion of current liabilities

12.
How much gross depreciable property, plant and equipment did Pfizer report in 2000? 

13.
How much inventory was acquired or disposed of via acquisition or divestiture by Pfizer in 1999?

14.  How much interest was capitalized from 1998 through 2000?

15.  What would cost of sales have been if there were no restructuring and asset impairment charges during 1998?

16.  Assuming the company retained its available-for-sale equity securities for the full 2000 year what was the company’s net unrealized gain or loss on its available-for-sale equity securities?

17.  The company reports $6422 in cash, equivalents and short-term investments for 2000.  How is that allocated across corporate debt, certificates of deposit and other investments?

Part II-(45 points)

1a.
Assume that the difference between the replacement cost of Pfizer’s inventory and reported inventory cost was $50 million ($32 million) at the end of 2000 (1999).  What would Pfizer's inventory have been in 1998 and 1999 if the firm used replacement cost for all of its inventory?

 b.
What was the firm's cost of sales/average total inventories ratio for 2000 if it used replacement cost inventory?  (Note: showing the numerator and the denominator of the ratio is sufficient.)

 c.
What impact would using replacement cost inventory have on Pfizer’s reported after tax income, cash flow from operations and market value?  (Reminder: a company must use (approximately) the same inventory reporting scheme for both financial and tax reporting.) 

2a.
Analyze Pfizer's cash flow and income statements for 2000.  What were the cash impacts of the firm's depreciation and amortization expenses and its provision for taxes on income?  (Consider continuing operations only.)

 b.
Assume that in a given year Pfizer's operating cash flows did not cover its purchases of property, plant and equipment, acquisitions, and purchases of long-term investments and net purchases of short-term investments.  What changes in the firm's operating activities and its management of its operating asset and liabilities accounts would be needed so that operations would cover these cash outflows?  What impact might this have on Pfizer?

3.
Pfizer reported a $1266 net restructuring, divestiture and unusual items charge in 1993.  (See the company’s financial summary.)  Imagine that the company reported its restructuring charge in 1996 rather than 1993.  Restate the company’s year-to-year reported ‘income from continuing operations before provision for taxes on income and minority interests’ from 1993 to 1994 to 1995 to 1996.  What is the impact on the firm’s year-to-year growth from 1993 to 1996?  Would it change your view of the company’s performance during the period?

4.
Abco Incorporated issued stock to merge with Bluth International.  The stock had a market value of $100,000.  Bluth’s assets had a market value of $75,000 and a book value of $55,000.  Bluth had no liabilities.  Abco reported $125,000 in assets before the merger.

I

a.  If Abco uses pooling accounting how many assets will be reported by Abcobluth at the time of the merger?  How much goodwill will be reported?

b. If Abco uses purchase accounting how many assets will be reported by Abcobluth at the time of the merger?  How much goodwill will be reported?

Answers- 

 1. d;   2. d (a and b);    3. f (b and c);   4. d

 5. $363 = 401 – 38. It is unusual because it is considered part of operations - the reason is that Pfizer has an international bank as a subsidiary

 6. d 

 7. 4907/(.5*(2588+2702)) 

 8. 1123+150 (long-term debt note)

 9. Income from continuing operations before tax and minority interests would increase by 4435 – (4435 + 4036 + 3305)/3

10. Income from continuing operations before tax and minority interests would have been 5781+7.

11. b and c

12. =3898+5152+3018 (from property, plant and equipment note)

13. (2702 – 2588) – 436 (total increase less increase due to operations from cash flow statement = change due to acquisitions and divestitures )

14. 110 = 26 + 38 + 46

15.4907 – 68 – 18

16. 326-10 – (261-4)

17. corporate debt = 5092 + 454; certificates of deposit = 671 + 95; trading securities = 110

(Note: sometimes answers cannot be determined precisely, but that is the nature of financial analysis)

Part II

1a.   1999   2588 + 32;    2000    2702+50

 b. (4907+(32-50))/((2702+50 +2588+32)/2)

 c. The precise impact is unknown as the associated tax rate is technically unknown.  Using the statutory tax rate (35%), reported after tax income would rise by (50-32)*(1-.35).  Assuming any additional tax obligations are paid, the firm’s cash from operations will fall by (50-32)*.35.  (Note: inventory changes due to operations will increase by (50-32) causing the difference.)

The impact on market value is unclear.  It could be negative due to the reduced cash flow or positive due to increased income,

2a.  No cash impact associated with depreciation and amortization charges at the time of the charges, but depreciation and amortization for tax purposes reduce the tax obligation.  There were likely to have been cash outflows previously when the items to be depreciation or amortized were acquired.  (Some of the items could have been acquired for stock rather than cash.).  The provision for taxes on income ($2049) leads to some cash flows (taxes paid).  The current federal tax obligation is $1563.  The remaining federal tax obligation is unknown because taxes paid during the year was $1041, an unknown proportion of which was paid to the US government.

 b. Pfizer could have slowed down the paying of its liabilities or any other cash outflows.  It could also have reduced its capital expenditures, acquisitions or long-term investments.  (It is likely that a dividend reduction would have hurt the company’s market value.)  Reductions in its speed of payment might have jeopardized its relations with suppliers.  Alternatively, the company could have pressed for quicker payment of receivables and limited its increase in prepaids.  Again the company could alienate its business partners.  In the case of the prepaids, it may lose any ‘good deal’ it may have locked in with its commitment.  The company’s best option would probably be to borrow money short-term to cover any short-term shortfall rather than tinker with its long-term policies.

3.    Instead of reporting $927, $2576, $3141 and $3636 in 1993, 1994, 1995 and 1996 with growth rates of 177.9% from 1993 to 1994, 21.9% from 1994 to 1995 and 15.8% from 1995 to 1996 the company would have reported $2193, $2576, $3141 and $2370 with growth rates of 17.5% from 1993 to 1994, 21.9% from 1994 to 1995 and –24.5% from 1995 to 1996.  As a first approximation there should be no change in your view of the firm as there is no impact on operations this should not have a material impact on your expectations.  However, you could also argue that the delayed recognition of the restructuring might indicate that the company was not fully aware of its problems or was trying to ignore or postpone them (and could actually require a charge greater than $1266).  As of 1996 any such interpretation might lead you to downgrade your view of the company’s value.


Growth in 1997 would appear stronger due to the depressed 1996 year.  At this point, you might believe that Pfizer has a greater growth potential and greater value under the revised reporting.

4.
Abco Incorporated issued stock to merge with Bluth International.  The stock had a market value of $100,000.  Bluth’s assets had a market value of $75,000 and a book value of $55,000.  Bluth’s net book value was $30,000.  Abco reported $125,000 in assets before the merger.

I

a.  125,000 + 55,000;  0

b.  125,000 + 100,000; 25,000  (100,000 – 75,000)

