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Throughout Topic 2 we will visit and get an overview of all the statements found in an annual report. In this particular module we will begin with the income statement. We will review the correct formats, the various types of revenue and the various types of expenses. The income statement has many different names such as the earnings statement, statement of earnings, and profit and loss statement. You will find throughout this class that various items can be referred to by several different names. I know it is challenging but it is part of learning this new language. 
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The Income Statement is an important part of the annual report.  Announcements of earnings often drive the price of a stock up or down. The Income Statement is reported in two different formats:
· Single step

· Multi-step

The Income Statement reports Revenues or money coming into the company from selling products or services and Expenses or money being spent by the company to provide those products or services to customers.
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With a single step format all revenues are grouped together and all expenses are grouped together.  Then the total expenses are subtracted from total revenues.  This is a common format used by business as it is easy to prepare.
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The multi-step format is more complex and provides financial statement users much more information such as gross profit and operating income.  Now pull up the attached handout to this slide titled incomestatement.doc.  The Income Statement you are looking at is both a multi-step income statement and is considered to be in “good form”.  What do I mean by good form?  Well, at the top of the page notice that the name of the company is listed, then the name of the statement is listed. In this case it is the Income Statement.  Below that is the date.  Notice that the date says “for the years ended December 31, 1999 and 2000”.  The reason we use the term “For the year(s) ended” is to denote that the Income Statement represents a years worth of performance by The Company.  So when I say the Income Statement is in good form you know that those three line items head the page in the order that you see them on the handout.  Next notice that we start with Sales Revenue and then subtract Cost of Goods Sold to get Gross profit.  Gross Profit is a handy number to have as it tells a financial statement user how well the company is doing in terms of how much they make on just the sale of their product or service alone.  Next we subtract all operating expenses. These include only those expenses incurred in the normal course of business.  After we have subtracted all the operating expenses we then have “operating income” which is also a good number as it tells us how well the company preformed in its day to day business activities.  Next we add in ANY other revenues such as “interest revenue” or for example “gain on sale of a delivery truck”.  Following “other revenues”  we  then subtract out “other expenses” such as “interest expense”.  These revenues and expenses are not part of the day to day business activities of the company so we want to separate those out so they don’t cloud or picture of the company’s overall day to day performance.  Once other revenues are added and other expenses are subtracted we then have “Income before Taxes”.  We then subtract the income tax expense and finally have “Net Income”.  Earnings per share is then calculated by taking net income and dividing all outstanding (owned) share of stock for the The Company. 
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Notice that there is two years worth of information for The Company.  Financial Statements that have more than a single years worth of information are referred to as comparative. Thus The Company’s income statement is a “comparative” income statement.
Another term you will see is “consolidated” income statement. This simply tells a financial statement reader that this includes all the subsidiaries to the organization as well as the main business.
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Alright, now we have the big picture of the income statement. Let us go back and look at the types of Revenue you might see on an income statement and where to look for these various types. First we have Sales usually denoting sales of goods or products. Sometimes you see it as just Sales or maybe like on the handout Sales Revenue. This is revenue generated during the normal course of business.  The next revenue type listed is Service Revenue.  This is another source of revenue generated during the day to day course of the business. Next on the list is Interest revenue. Interest Revenue is reported under “other revenue” because it typically is earned outside the main business activities unless of course we are talking about a bank. The last item is gains. We are talking about “Gains” or profits made on sale of long term assets like vehicles, property, and equipment. These gains are also made outside the normal course of business which is why they are located in “other revenue”.  If they were included with sales it would cloud the true performance of the business in its day to day activities, and muddy the picture of whether it is a company that is strongly competing within the market.
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Now we have expenses and the list on this slide is hardly a full list.  Expenses are the costs we incur during business. We first have on our list Cost of Goods Sold often abbreviated COGS. This represents only the cost of the products sold to generate the sales of the product. Next we have operating expenses which I have broken down into Broad expense accounts and specific expense accounts.  It is common to see the broad expense accounts on the income statement to represent several expenses lumped together. 

For instance, Administrative expenses would include expenses such as insurance expense on the headquarters building plus the salary expense of the President and vice presidents plus the wage expense of the Presidents secretary and all other costs associated with running that office.  You would also include all the salary expenses for individuals working in the main accounting office and the budget office. I think you can see where I’m going with this.  Singled out not any of those expenses are important but together they are; so it makes sense to lump them all together as a single line item.  Financial Statement readers know that you spent this much money on administrative related expenses.  For most people the detail is not important here.
As you can see with the specific expense accounts it is obvious that they represent specific items like rent, automobile, insurance and perhaps advertising.
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Other expenses are reported after operating income on the multi-step income statement.  They represent the expenses incurred outside of the normal course of business. Such as interest expenses and losses on sales or disposal of property or equipment. Or maybe losses associated with some accident. Like “other revenues” we keep “other expenses” reported in other revenue and expenses so that they don’t cloud the performance picture of the company day to day operations.
Finally we have income tax expense which is fairly self explanatory. This represents the taxes the company paid to the federal government over the period.
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The main purpose of the income statement is to help potential investors, creditors or other interested parties understand the how well the organization performed during the period. The different revenue and expense accounts show where the company’s revenues are generated and what expense they incurred in generating these expenses.
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Let us now work this income statement problem. I recommend that you take a piece of paper out and do the problem before looking at the solution on the next slide. Notice the problem says it wants the income statement in good form…what does that mean? And also notice it says it wants a multi-step format rather than a single step.
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O.K. How did the problem go. Did you get the net income value of $21,000? How about Gross Profit of $185,000? Notice that the list of operating expenses were in no particular order. Order doesn’t matter here.[image: image1.png]



