Interpreting the Income Statement

Overview of the Income Statement

The income statement summarizes the results of a company's operations for a period of time (accounting period). Net income is derived from the accrual measurement of revenues and expenses. It is generally perceived as the most important financial statement for several reasons. For one, it reveals whether the stockholders' interests in the organization have increased or decreased for the period after adjusting for dividends or other transactions with owners.

The income statement also helps users assess the amount, timing, and uncertainty of future cash flows. Throughout this series of articles, the terms earnings, income, and profit are used interchangeably.

In the Statement of Financial Accounting Concepts (SFAC) No. 6, "Elements of Financial Statements," issued in 1985, the Financial Accounting Standards Board (FASB) defined the following major elements of the income statement.

· Revenues include inflows such as sales, interest, fees, commissions, dividends from investments, and rental income. 

· Expenses include outflows such as cost of goods sold, interest, rent, depreciation, taxes, salaries, and insurance. 

· Gains and losses result from a variety of activities such as sales of assets, write-downs or write-offs of assets, strikes, disposals of business segments, and foreign currency fluctuations. 

In SFAC No. 6, the FASB defined revenues as "inflows or other enhancements of assets of an entity or settlements of its liabilities (or a combination of both) from delivering or producing goods, rendering services, or other activities that constitute the entity's ongoing major or central operations." 

In simpler terms, this definition means that when a company sells a product or provides services to a customer and subsequently receives cash, produces an account receivable, or satisfies an obligation, revenue is recognized. Revenue usually is measured by the amount of cash received - or expected to be received - from the transaction.

Although revenue results from a combination of operating activities, it is usually not recognized until several conditions are met. SFAC No. 5, "Recognition and Measurement in Financial Statements of Business Enterprises," issued in 1984, supports the recognition of revenue when (1) it is realized or realizable and (2) it is earned. 

Realized refers to the actual exchange of goods and services for cash, while realizable means that assets received in an exchange are readily convertible into known amounts of cash or claims to cash. Earned means that a company has completed, or substantially completed, the activities it must perform to be entitled to the benefits from the revenues.

Revenue recognition usually occurs at the time goods are sold or services rendered. However, there are exceptions. One example is long-term contracts such as construction-type contracts. The percentage of completion method may be used to account for revenues on long-term construction projects. Under this method, revenues are recognized as progress is made toward completion of the project.

Components of the Income Statement

Earnings generally are measured on the accrual basis of accounting rather than cash basis. Income statements for public companies are presented in a multiple step format as well as a single step format. The multiple step format provides several earnings indicators prior to the "net earnings" line: gross profit, operating profit, and earnings before income taxes (refer to Exhibit 1). The financial statements for Office Depot are used to illustrate points throughout this series of articles. 

The single step income statement format separately aggregates all items of revenue and all expenses and reports a single "net earnings" line. This format is a collapsed version of the multiple step presentation.

Exhibit 1: Office Depot, Inc. and Subsidiaries Consolidated Statements of Earnings

Sales

The first item on the income statement is total sales revenue net of related returns and allowances. Sales returns are sales cancellations; sales allowances are deductions from the original selling price. Sales trends represent key performance indicators for measuring a company. Office Depot reported increasing sales for the three years presented.

Cost of Goods Sold

The primary expense shown on the income statement, cost of goods sold or cost of sales, is affected by the cost-flow assumptions used in a company's inventory valuation. Three popular inventory valuation alternatives acceptable under generally accepted accounting principles (GAAP) are:

1. weighted average, 
2. first-in, first-out (FIFO), and 
3. last-in, first-out (LIFO). 

The analyst should consider the percentage relationship between cost of goods sold and net sales because cost of goods sold is generally the largest single expense for many companies. Exhibit 2 shows that this calculation for Office Depot for 1998 is .7207 or 72.07%. 

The calculations for 1997 and 1996, respectively, are .7362 and .7441. The trend is favorable because the ratio has been improving over the past three years. The analyst should also compare these percentages with other companies in the same industry to fully understand a company's performance.

Exhibit 2: Cost of Goods Sold Percentage
	 Cost of goods sold  
	 = 
	 $6,484,464 
	 = 
	 72.07%

	 Net sales
	 
	 $8,997,738 
	 
	 


General and Administrative Expenses
General and administrative expenses (and other expenses) also can be compared with other elements in the financial statements to evaluate trends. For example, annual depreciation and amortization can be compared with the year end or average balance in property, plant, and equipment. Reductions in these costs may provide a signal to the analyst that costs are being deferred to boost net income.

Over longer periods, this ratio is a useful measure of a firm's depreciation policy and can be used for comparisons with competitors. Repairs and maintenance could also be compared with the company's investment in property, plant, and equipment to calculate a benchmark.

Operating Profit

Operating profit is synonymous with earnings before interest and income taxes (EBIT). This ratio provides information about a company's profitability from the operations of its "core" business and excludes the effects of investments (income from affiliates or asset sales), financing (interest expense), and a company's tax position. 

Ratios that incorporate operating profit provide a basis for determining a company's performance apart from its investing and financing activities and its income tax situation. Exhibit 3 shows the results of this calculation for Office Depot for 1998 is .0443 or 4.43%. The calculations for 1997 and 1996, respectively, are .0485 and .0465. The trend declined in 1998 in part due to merger and restructuring costs reported for that year. 

Exhibit 3: Operating Profit Percentage
	 Operating profit  
	 = 
	 $398,585 
	 = 
	 4.43%

	 Net sales
	 
	 $8,997,738 
	 
	 


Other Income (Expense)

This category includes non-operating items such as interest income, interest expense, equity in earnings (losses) of investees, and gains (losses) from the sale of property, plant, and equipment. The key to analyzing this section is the ability to explain the changes from year to year. For example, did the company purchase riskier investments that increased interest income?
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