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For Eleanor
—Lyn M. Fraser

For my father, Mike, Josh, and Jacqui
—Aileen Ormiston



PREFACE

In each of the previous editions of Understanding Financial Statements, my co-
author Aileen Ormiston and I have attempteéd to take the reader behind the num-
bers, dazzling presentations, and slick annual report marketing to assess the
“real” financial condition and performance of U.S. companies. While that
remains our objective, we are also looking ahead in this ninth edition to the
major changes for U.S. financial statements that will result from the adoption of
global financial reporting standards.

Aileen and I were saddened to learn of the death in May 2007 of Lawrence
Revsine, Distinguished Professor of Financial Accounting at the Kellogg
Graduate School of Management at Northwestern University. We shared
Professor Revsine’s vision of how to teach financial accounting. On a personal
note, I would add that when my daughter was a student at UCLA and using one
of his texts, she occasionally called her mom for help; that collaboration and his
approach to analyzing financial statements inspired the writing by Aileen and
me, following the collapse of Enron, of our book Understanding the Corporate
Annual Report, Nuts, Bolts, and a Few Loose Screws (Prentice Hall 2003). Along with
many others in the accounting profession and in accounting education, we ac-
knowledge and appreciate the tremendous contributions made by Professor
Revsine.

Readers also have come to await anxiously a reporting update on the au-
thors’ children in each edition. My own daughter Eleanor, who was in grade
~ school when I began this book, currently is Senior Head of TV, Catalogue and
IndiVision Film for NBC-Universal in London after completing an MBA at
UCLA’s Anderson School of Management. Aileen’s son Josh, three years old
when his mother helped me on the first book, holds an MBA from Texas A&M
University and works in Arizona for Piper Jaffray, an investment banking firm.
Daughter Jacqui, age one for the first edition, completed a master’s degree at
Arizona State University and is now a colleague of Aileen’s at Mesa Community
College where she teaches math.

Lyn M. Fraser



xii

ORGANIZATION OF THE NINTH EDITION

Chapter 1 provides an overview of financial statements and presents approaches
to overcoming some of the challenges, obstacles, and blind alleys that may con-
front the user of financial statements: (1) the volume of information, with exam-
ples of specific problems encountered in such areas as the auditor’s report and
the management discussion and analysis section as well as material that is some-
times provided by management but is not useful for the analyst; (2) the complex-
ity of the accounting rules that underlie the preparation and presentation of
financial statements; (3) the variations in quality of financial reporting, including
management discretion in some important areas that affect analysis; and (4) the
importance of financial information that is omitted or difficult to find in conven-
tional financial statement presentations.

Chapters 2, 3,4, and 6 describe and analyze financial statements for a myth-
ical but potentially real company, Recreational Equipment and Clothing,
Incorporated (R.E.C. Inc.), that sells recreational products through retail outlets
in the southwestern United States. The specifics of this particular firm should be
helpful in illustrating how financial statement analysis can provide insight into a
firm’s strengths and weaknesses. But the principles and concepts covered
throughout the book apply to any set of published financial statements (other
than for specialized industries, such as financial institutions and public utilities).

Because one company cannot provide every account and problem the user
will encounter in financial statements, additional company examples are intro-
duced throughout the text where needed to illustrate important accounting and
analytical issues.

Chapters 2 through 4 discuss in detail a basic set of financial statements: the
balance sheet in Chapter 2; the income (earnings) statement and statement of
stockholders’ equity in Chapter 3; and the statement of cash flows in Chapter 4.
The emphasis in each of these chapters is on what the financial statements con-
vey about the condition and performance of a business firm as well as how the
numbers have been derived. Chapter 5 discusses and illustrates issues that relate
to the quality, and thus the usefulness, of financial reporting. The chapter con-
tains a step-by-step checklist of key items to help the analyst assess the quality of
reporting, and real company examples of each step are provided.

With this material as background, Chapter 6 covers the interpretation and
analysis of the financial statements discussed in Chapters 2 through 5. This
process involves the calculation and interpretation of financial ratios, an exami-
nation of trends over time, a comparison of the firm’s condition and performance
with its competitors, and an assessment of the future potential of the company
based on its historical record. Chapter 6 also reviews additional sources of infor-
mation that can enhance the analytical process.

Self-tests at the ends of Chapters 1 through 6 provide an opportunity for the
reader to assess comprehension (or its absence) of major topics; solutions to the
self-tests are given in Appendix B. For more extensive student assignments,
study questions and problems are placed at the ends of the chapters. Cases



Organization of the Ninth Edition

drawn from actual company annual reports are used to highlight in a case-
problem format many of the key issues discussed in the chapters.

Appendix A covers the computation and definition of the key financial ra-
tios that are used in Chapter 6 to evaluate financial statements.

Appendix B contains solutions to self-tests for Chapters 1 through 6.

Appendix C presents a glossary of the key terms used throughout the book.

The ultimate goal of this book is to improve the reader’s ability to translate
financial statement numbers into a meaningful map for business decisions. It is
hoped that the material covered in the chapters and the appendixes will enable
each reader to approach financial statements with enhanced confidence and un-
derstanding of a firm'’s historical, current, and prospective financial condition
and performance.

xiii
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USES FOR THE NINTH EDITION

Understanding Financial Statements is designed to serve a wide range of readers
and purposes, which include:

1.
2.

3.

Text or supplementary text for financial statement analysis courses.

Text or supplementary text for accounting, finance, and business manage-
ment classes, which cover financial statement analysis.

Study material for short courses on financial statements in continuing edu-
cation and executive development programs.

. Self-study guide or course material for bank credit analysis training pro-

grams.

. Reference book for investors and others who make decisions based on the

analysis of financial statements.



FEATURES OF THE NINTH EDITION

In revising the text, we have paid close attention to the responses received from
faculty who teach from the book, from students who take courses using the book
as a primary or supplementary text, and from other readers of the book. Our pri-
mary objective remains to convey to readers the conceptual background and ana-
lytical tools necessary to understand and interpret business financial statements.
Readers and reviewers of earlier editions have commented that the strengths of
this book are its readability, concise coverage, and accessibility. We have attempted
to retain these elements in the ninth edition.

The ninth edition incorporates the many new requirements and changes in
accounting reporting and standards, as well as the following items:

* New examples are provided in all chapters to illustrate accounting concepts
and the current accounting environment.

* Chapter 1 has been updated to include discussions of the impact of the
Sarbanes-Oxley Act of 2002 as it relates to the auditor’s role; and the future
of accounting rules and financial reporting standards as the Financial
Accounting Standards Board and International Accounting Stagidards
Board work toward a convergence of accounting rules.

* More detail on inventory methods has been added to Chapter 2. The depre-
ciation example that used to be in Chapter 1 has been moved to Chapter 2
where it fits better with the discussion of fixed assets.

 Chapter 3 has been updated to reflect changes in accounting standards.

® The checklist for earnings quality has been updated and new examples for
each item on the checklist are included in Chapter 5.

¢ Study questions and problems have been updated in each of the six
chapters.

* The writing skills problems, Internet problems, research problems and Intel
problems (using the updated 2007 annual report) have been retained in this
edition. The Intel problems offer the student the opportunity to analyze a
real company throughout the text and in this edition the highlighted com-
pany is Intel, a high-technology firm. Information for the Intel problems is
available on the Prentice Hall Web site: www.pearsonhighered.com/fraser.

* The comprehensive analysis problem has been retained in the text using the
Eastman Kodak 2007 Form 10-K and Annual Report. Problems at the end of
each chapter illustrate how to complete a financial statement analysis using
the template available on the Prentice Hall Web site: www.pearsonhighered.
com/fraser.

* More relevant, up-to-date cases based on real-world companies have been
added.

e The footnotes provided throughout the text contain resources that may be
used by instructors to form the basis of a reading list for students.

¢ The ninth edition includes other features of earlier editions that readers have
found useful: self-tests at the ends of chapters, with solutions provided;

XV



xvi Features of the Ninth Edition

chapter-end study questions and problems; and a glossary of key terms used
in the text.

¢ The Instructor’s Manual, which is available at www.pearsonhighered.
comy/fraser, contains solutions to study questions, problems, and cases; a
sample course project with assignment outline and a test bank for Chapters
1 through 6. Both objective and short-answer test questions are included.

* The Web site for the text has been updated and includes templates to use for
financial calculations and PowerPoint slides that can be downloaded for
‘use in class.

We hope that readers will continue to find material in Understanding
Financial Statements accessible, relevant, and useful.
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