Income Statements 101
An income statement is a summary of a business’s income and expenses over a period of time. Simply put, it summarizes where the business’s money came from and where it went. It is a financial picture that lists all revenues and expenses for a certain time period, usually one year. 
An income statement by any other name...
The income statement has many aliases. For instance, it is sometimes called an earnings statement. This name can be a bit deceiving, though, because even if a business is earning income, it isn’t necessarily earning a profit. Profit is the income left over once all expenses are paid. The income statement is the only financial statement that enables the business to look at its “bottom line.” 

The income statement is also known as the operating statement. Its information is used by businesses to make a variety of decisions that affect how the business will operate. This includes decisions such as how to invest money and ways to cut back on expenses. The statement is also used to create other financial documents that direct how the business will operate, including the cash-flow statement and the balance sheet. 
Traditionally, the income statement was referred to as the profit-and-loss statement, for obvious reasons—it shows a business’s profit and loss. The basic calculation used to analyze an income statement is “income minus expenses.” If the outcome is positive, the business has a profit. If the outcome is negative, the business has a loss. Over time, however, income statement has become the common business term for this important summary.

The main attraction

No matter what you call it, an income statement has at least five main categories. They include the following:


•
Revenue


•
Cost of goods sold/Cost of sales


•
Gross profit


•
Operating expenses


•
Net income/profit

Revenue. Revenue is the total amount of money earned by a business. It includes sales of the business’s goods and services, interest earned from bank accounts, returns on investments, and 
the sale of the business’s assets. All money coming in to the business, no matter what the source, 
is revenue. 

Think about how many different kinds of businesses exist and all the different ways there are to earn revenue. Some businesses sell services, while others sell goods. Hotels and resorts earn revenue by providing lodging and conference rooms for guests. Manufacturers such as the Ford Motor Company earn revenue by selling cars. What other examples can you think of?

Cost of goods sold/Cost of sales. This element of the income statement includes all direct costs to obtain and/or produce the goods or services that a business sells. This includes:


•
Raw materials


•
Manufacturing overhead


•
Packaging


•
Shipping


•
Labor


•
Supplies


•
Unsold items


•
Stolen items


•
Returned items

Although all businesses have costs, different businesses have different kinds of costs. When you look at the list above, can you determine which costs are associated with manufacturers, which are associated with retailers, and which are associated with service providers? Manufacturers have costs associated with making a product. Most manufacturing firms list these expenses on their income statements as “cost of goods sold.” Retailers have costs associated with obtaining goods from others and reselling them to ultimate users, while service providers are concerned with all costs directly associated with providing their services. Retailers and service providers usually list these expenses on their income statements as “cost of sales.”

Gross profit. Businesses use the term “gross” when they are looking at a total sum of money. Gross profit is determined by subtracting the cost of goods sold from revenue. It is the total profit made before all other remaining expenses have been deducted. For example, you don’t take operating expenses into account when calculating gross profit. Determining the gross profit helps businesses to see how much money they’ve invested in making or obtaining their products versus how much it costs to run the business. In this way, businesses are able to see what is costing the most money and can target trouble areas more effectively. 
Operating expenses. This element of the income statement addresses all other expenses associated with the business, including:


•
Employee wages/salaries


•
Advertising


•
Insurance


•
Utilities (natural gas, electricity, water, etc.)

•
Mortgage or rent


•
Administrative costs


•
Interest paid on outstanding loans
These are the expenses incurred from keeping a business’s doors open. The business pays these expenses so it can operate. Operating expenses may be either variable (amounts that are constantly changing, such as advertising costs) or fixed (amounts that stay the same for long periods of time, such as rent).

Net income—the “bottom line.” Here is where it gets exciting—net income is the business’s final profit. This is the money the company actually makes after all expenses have been deducted and taxes have been paid. As you might guess, net income is usually considered the most important item on the income statement—because it answers the question, “Is this business profitable?” Net income is sometimes called net profit or net earnings. The accuracy of this “bottom line” depends on the accuracy of reported revenues and expenses. Since the income statement not only determines final profit but is also used to develop other financial documents, it must be as accurate as possible. Without an accurate income statement, a company can face serious consequences!
The whole picture

The income statement shows a business’s total financial picture—the good, the bad, and the ugly. This picture is cumulative. This means that each income statement represents a total for a specific time period, usually one year (although income statements can be produced for quarters or months if desired).  
Below is an example of a business’s income statement. As you can see, the business’s revenue equals $6,019,040. This total includes all money that the business made, no matter what the source, for one year. By subtracting the cost of goods sold ($3,912,376) from the revenue, the business is able to see its gross profit. And, when it also subtracts its operating expenses ($1,846, 668), the business is able to see its net income.
Brandie's Boutique and Day Spa

Income Statement

	Revenue

Cost of Goods Sold

Gross Profit

Operating Expenses

Net Income
	$6,019,040.


- $3,912,376.

$2,106,664.

- $1,846,668.
$ 259,996.


Businesses must be able to see cumulative totals such as those in this sample income statement so that they can identify where they are successful and where there might be trouble brewing. To ensure that the total for each category is correct, however, a business is also likely to develop a more complex income statement containing an extensive breakdown of income or expenses within each category.
Summary

An income statement is a financial summary that shows how much money a business has made or has lost over a period of time. In other words, it is a financial picture that lists all revenues and expenses for a certain time period. Income statements are sometimes called earnings statements, operating statements, or profit-and-loss statements. Each income statement has at least five main categories—revenue, cost of goods sold/cost of sales, gross profit, operating expenses, and net income. An income statement is a cumulative document, usually covering a period of one year.
Up to Par With Income Statements

When professional golfers play in important tournaments, how do they prepare? Do they just step onto the green and start swinging? Of course not! They review their scorecard first. The scorecard lists each player in the group, the 18 different holes on the course, and par (the established score) for each hole. Golfers use scorecards so that they know what their own score is for each hole in comparison to other golfers and par. At the end of the match, the golfers’ scores are totaled on the scorecard and compared with each other to determine the winner. By comparing scorecards kept over time, golfers can see if their game is improving, where their strengths are, and which shots are giving them the most trouble. 

In the same way, managers routinely analyze their company’s income statements when making significant business decisions. Just like a scorecard, the income statement is a business’s best source of information regarding how well it is doing and where its weaknesses are. For example, net profit shows the business how much money it’s making—or losing. If the business discovers that it’s losing money, it must be able to see where this is happening and make necessary adjustments. This is critical for the business’s survival. In essence, the income statement is the business’s scorecard.
Winning with the income statement

Now that you know what makes up an income statement and why it’s important, let’s take a look at how a business puts one together. First, the business gathers information that relates to the revenue, cost of goods sold/cost of sales, and operating expenses categories on the income statement. For example, any money made from the sale of the business’s goods or services falls under the category of revenue. On the other hand, all costs associated with running the business are listed under operating expenses. This information is then compiled, totaled, and used to calculate gross profit and net profit. 

Even though the business now has all the information it needs, there’s still more work to do! At this point it’s time to transform the final numbers into financial ratios. A ratio is created when one number is divided into another. Ratios show the relationship between different numbers and can be compared by category, over time, and to the competition. For example, the gross profit margin ratio shows how efficiently a business uses materials and labor in the production process (compared to last year, to the competition, or to expectations). It is calculated by dividing gross profit by total revenue. A high gross profit margin indicates that a business is making a reasonable profit on sales. A low margin means that the business may need to look at better controlling expenses and lowering operating costs. 
There are over 100 different ratios that can be created from a business’s financial statements. Read on to find out the different ways ratios calculated from the income statement are used in business decision making. 

Comparing categories. By themselves, the elements of an income statement are simply categories and totals. A business needs to be able to see how the categories are affecting each other and the bottom line. Is the business spending too much on operating expenses? Are sales keeping up with expenses? Is the business earning more profit than it is spending for the cost of goods sold? The answers to these questions are critical for the business’s stability and financial success.

Let’s look at what a business can learn from comparing the categories of operating expenses and revenue. If operating expenses increase 20% in one year and revenue stays the same, the business knows that it is still making the same amount of money but spending more to get there. Now, the business needs to devise strategies to either decrease operating expenses or increase revenue.

Comparing categories over time. A business not only needs to know its financial circumstances for one year, but also over a longer period of time. What if a business wants to know how much it spent on expenses last year compared to this year? Or, what if it wants to know if profit has been improving over the last five years? To determine this, a business needs to be able to compare numbers from income statements of different years. 
Suppose there seems to be a steady increase in revenue, but the business wants to know exactly what the sales growth has been over time. By comparing sales numbers from two different income statements, the business can calculate sales growth. The sales growth ratio is used to determine any rise (as well as loss) in sales over time. Monitoring sales growth is critical—a business needs to track sales over time so it can see how sales are affecting other areas of the business. For example, if the overall costs from the business are on the rise, then the business needs to watch for a related increase in total sales. If sales don’t increase over time, the business knows that its revenue is not keeping up with its costs. 
Comparing figures with those of competitors. Just because a business earns a profit doesn’t mean it can skip analyzing its income statement. It still needs to know how it is doing by industry standards. A competitive analysis helps a business to see its strengths and weaknesses in relation to those of the competition. Is the business improving or deteriorating? Is it generating enough sales to obtain an acceptable profit? How effectively is the business managing operating expenses? Is the business producing a product for more or less cost than its competitors? By comparing numbers from its income statement with those of its competitors, a business can find out if it is operating as profitably as it should be. 

Let’s say that a local business realizes it is making the same net profit as its leading competitor by spending 10 percent more for the cost of goods sold. The business can then begin looking for ways to cut back on production costs so that it can become as efficient as its competitors. With a competitive analysis, the business has a better understanding of what goods or services it should be offering, how to market them more effectively, and how best to manage costs of operations and sale of goods. 

Whose job is it, anyway?

Who analyzes a business’s income statement? Usually, it’s the people who are responsible for the financial status of the business and other people who are interested in the business’s profit. Let’s take a look at the different people who keep their eye on that bottom line.
Top executives and managers. Top executives and managers look at ratios to monitor operations and determine whether their company is running efficiently. They also use the income statement to monitor yearly profit activity. If the business starts to lose profit, its ability to survive, grow, and expand is impacted.
Monitoring profit activity also means deciding what to do with earned profit. The income statement enables top executives and managers to know exactly how much profit the business is earning and helps them to see the best places to invest the profit. This includes devising new ways to run the business, designing new products, expanding the business, or developing new methods of production.

Creditors. Creditors utilize information generated from the income statement to review a business’s financial status. That’s because creditors are responsible for deciding if a business is granted a loan or a cash advance. When a business applies for a loan, it needs to prove that it can pay the loan back. The income statement helps creditors assess the business’s creditworthiness and the risk of extending credit. In essence, it provides the proof of the business’s financial security and prosperity.

Investors. Investors, who have partial ownership of a business, use the income statement to monitor profit levels. These investors may have money invested directly in the business, or they may be stockholders. Stocks are shares of ownership in a business. The value of the stock depends on how much profit the business has been able to make over time and the potential of the business to continue making a profit. Ratios calculated from the income statement (such as earnings per share) allow investors to monitor how much profit the business is making and assure them that they are getting a good return on their investment.

Information from the income statement is important not only to current investors but also to potential investors. They want to be sure that the business is in good financial standing, of course! Before potential investors put their money into a business or buy any stock, they investigate whether the business expects to make a profit and how large the business expects that profit to be.

Summary

The income statement is a business’s best source of information regarding how well it is doing and where its weaknesses are. Over 100 different ratios can be created from the income statement and are used in business decision making. Businesses use them to compare categories, to compare categories over time, and to compare figures with those of competitors. People who are interested 
in the information on income statements include top executives and managers, creditors, and 
investors.

Non-profit organizations sometimes �refer to the income statement as the statement of financial activities. On a statement of financial activities, income is often referred to as “support.”





While all income statements should include the five categories listed previously, some will include other elements as well. Many income statements include something called earnings per share (EPS). This is calculated by dividing the company’s net income by its number of outstanding shares of common stock. The result shows the excess or shortage applied to one share of the company’s stock. Investors and potential investors are very interested in EPS because it has a direct effect on their investments.





A high gross profit margin indicates that a business is making a reasonable profit on sales.


A low margin means that the business may need to find ways to �better control expenses and lower operating costs.
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