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Preface

The first edition of Understanding Financial Statements, published in 1984, included a
cartoon showing a CEO addressing his board of directors. He says to the group assem-
bled around the table, “Another successful year. . . . We broke even on operations and
pulled a net profit on accounting procedures.” Since then, the tremendous cost of
corporate failures to employees, investors, and creditors by companies that have
hidden behind slick annual reports, prepared by company officers and approved by
their auditors, has shown us over and over again that this seemingly humorous state-
ment is, in fact, no laughing matter. What I attempted to do in that first edition was to
help readers get behind the numbers, dazzling presentations, and shiny covers to assess
the actual financial condition and performance of the company. All of the editions
since then, including this one, have the same objective. Enhanced regulations since the
demise of companies such as Enron and WorldCom have buffed away some of the
dazzle and shine of corporate annual reports, but the complexities and challenges
remain.

Aileen Ormiston, who worked on the first edition of the book as my graduate
assistant at Texas A&M University, became a co-author on the fifth. Many readers
through the years—we are told—wait expectantly for subsequent editions not to find
out the latest developments in the financial reporting environment but rather the latest
developments in the lives of our children. Not to disappoint, my own daughter
Eleanor, who was in grade school when I began this book, currently works for
Universal Studios in London after completing an MBA at UCLA. She cooks better
than her mother. Josh Ormiston, who was three when his mother was assisting me on
the first edition, has followed in his mother’s footsteps, earning his master’s degree in
finance at Texas A&M University. He now works in Arizona as a financial analyst for
Stone & Youngberg, an investment banking firm. Jacqui Ormiston, age one for the first
edition, wasted no time in completing her bachelor’s degree in math at Michigan State
University and master’s degree in education at Arizona State University, and is teach-
ing math at Gilbert High School in Arizona. Students at Mesa Community College
now have the opportunity to experience two “Ormiston” professors since Jacqui also
teaches at the college. And the final bit of news, Aileen and I had the great treat of get-
ting together in person during 2005 for the first time in many years when we made a
presentatjon to an investment club in Austin. I am pleased to report that the investors
who followed our advice have been able to take early retirement; and that Aileen’s
hair is now almost as grey as mine.

Lyn M. Fraser
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Organization of the Eighth Edition

Chapter 1 provides an overview of financial statements and presents approaches to
overcoming some of the challenges, obstacles, and blind alleys that may confront the
user of financial statements: (1) the volume of information, with examples of specific
problems encountered in such areas as the auditor’s report and the management discus-
sion and analysis section as well as material that is sometimes provided by management
but is not useful for the analyst; (2) the complexity 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 diffi-
cult to find in conventional financial statement presentations.

Chapters 2, 3, 4, and 6 describe and analyze financial statements for a mythical
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 pub-
lished financial statements (other than for specialized industries, such as financial insti-
tutions and public utilities).

Because one company cannot provide every account and problem the user will
encounter in financial statements, additional company examples are introduced through-
out 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 convey 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 contains 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 examination 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 information that can enhance the analyti-
cal process. The Appendix to Chapter 6 shows how to evaluate the segmental account-
ing data reported by diversified companies that operate in several unrelated lines of
business.

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 drawn from actual company
annual reports are used to highlight in a case-problem format many of the key issues
discussed in the chapters.
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Appendix A covers the computation and definition of the key financial ratios 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 finan-
cial 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 understanding of a firm’s
historical, current, and prospective financial condition and performance.
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Uses for the Eighth Edition

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

1. Text or supplementary text for financial statement analysis courses.

2. Supplementary text for accounting, finance, and business management classes,
which cover financial statement analysis.

3. Study material for short courses on financial statements in continuing education
and executive development programs.

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

8. Reference book for investors and others who make decisions based on the analysis
of financial statements.
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Features of the Eighth
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 primary objective
remains to convey to readers the conceptual background and analytical 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, con-
cise coverage, and accessibility. We have attempted to retain these elements in the
eighth edition. _

The eighth 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 examples of accounting fraud that have
occurred in recent years, as well as changes due to the Sarbanes—Oxley Act of 2002.

* A more extensive discussion of the analysis of accounts receivable has been
added to Chapter 2.

¢ Chapter 3 now includes a discussion of how to analyze gross profit margin for
firms with multiple revenue sources.

¢ Exhibits in Chapter 4 have been updated for better clarification of topics.

e Chapter 5 is new to this edition and covers the quality of financial reporting.

e Chapter 6 was Chapter 5 in prior editions and has been updated to be consistent
with the reorganization of the entire text.

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

¢ The writing skills problems, Internet problems, and Intel problems (using the
updated 2004 annual report) have been retained in this edition and a research
problem has been added to each chapter. The Intel problems offer the student
the opportunity to analyze a real company throughout the text and in this
edition the highlighted company is Intel, a high-technology firm. Information
for the Intel problems, as well as some of the Internet problems, is available on
the Prentice Hall Web site: www.prenhall.com/fraser.

* A comprehensive problem has been added to the textbook to illustrate how to
complete a financial statement analysis using the template available on the

XV
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Features of the Eighth Edition

Prentice Hall Web site: www.prenhall.com/fraser. The company used is Eastman
Kodak and each chapter contains a problem to help students apply the content of
the chapter as well as learn to use the financial statement analysis template.

All cases at the end of the chapters have been replaced with more relevant, up-to-
date cases based on real-world companies.

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 eighth edition includes other features of earlier editions that readers have
found useful: appendix on the analysis of segmental data; self-tests at the ends of
chapters, with solutions provided; 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.prenhall.com/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, PowerPoint slides that can be downloaded for use in class,
and Internet exercises.

We hope that readers will continue to find material in Understanding Financial

Statements accessible, relevant, and useful.
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