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Prof Albrecht’s Notes

Income Statement
Intermediate Accounting 1

The income statement has been the most important of the required financial statements in the
United States.  This importance is revealed in several ways:

1) Analysts report their prediction of a company’s earnings in EPS (earnings per share) format
2) Rules issued by the FASB (Financial Accounting Standards Board) have focused on a

proper accounting for profit, at least during the period form 1970 through 20001 
3) CEOs and CFOs have, for decades, consistently manipulated revenues and expenses to hit

target earnings figures.  Theorists explain that this is because of the heavy use of stock
options in executive compensation.  CEOs don’t want to miss earnings targets for fear of an
adverse stock market reaction.  Certainly there is an emphasis on the short run, and the
income statement measures short-term profit.

4) Various users and stake holders evaluate past performance by comparing expected EPS
with actual EPS.

5) The primary objective for corporations is profit, and the income statement reports the
accepted measurement of that profit.

In its most elemental form, the income statement is comprised of revenues (the amount of value

received from sale of a good or service) and expenses (the cost of generating the revenues).  Because of
this, the revenue recognition principle and the expense matching principle are of extreme importance.

Underlying Principles

The revenue recognition principle serves as a guide for timing which year revenue appears on
the income statement2.   Because of the revenue recognition principle, revenue can appear on an income
statement during the year in which cash is received, a later time period than when the cash is received,
or a previous time period than when the cash is received.

1In recent years, many theorists have concluded that the present FASB is issuing
standards where the focus is on a proper accounting of assets and liabilities, and the income
statement items fall where they may.

2
Recognition means to appear on a financial statement..
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The revenue recognition principle is:  Revenue for sale of good or service should be recognized
when the uncertainty with respect to (future) cash collection has been reduced to an acceptable level. 
Alternatively, it can be said that revenue should be recognized when the prospect of future cash
collection has risen to an acceptable level.  Regardless, revenue is tied to the sale of, and delivery of, a
good or service.  Revenue can’t be recognized without some sort of exchange transaction.  And, when
dealing with future collections, the amount must be able to be estimated.

The expense matching principle serves as a guide for timing which year the cost of conducting
business appears on the income statement.  The general rule is that business costs should appear on the
same income statement on which the revenues (from business spending) appear.  Cost is matched to
revenue.  In other words, the timing of revenue is independently determined, and associated costs of
generating the revenue are linked to it.  The provisions of the expense matching principle are:

1) Costs that are directly and unmistakenly linked to a revenue appear on the same income
statement as the revenue.  Here, it is said that a direct relationship exists between the cost
and the revenue. In professional literature, it is described as a cause and effect relationship. 
Examples are cost of goods sold expense and sales commissions.

 2) Costs that are related to the passage of time or are joint to a number of earnings processes
are allocated to the income statements on which related revenues appear.  It is said that an
indirect relationship exists between the cost and revenue.  A store needs the prior expense
of purchasing the store building, but having the store building means that sales can be made
for several years.  Hence, these prior costs of generating revenue are assigned to an asset
account and then expensed over time as revenues are generated.  An example is
depreciation expense.

3) Costs that are necessary for business operations, but for which there is little indirect tie to
specific identifiable revenues, are expensed on the income statement when the funds are
expended.  Examples are advertising and R&D expenditures.

Future costs that are expensed on earlier income statements must be able to be reasonably
estimated, and no recognition can take place without an exchange transaction.

Format

The Securities and Exchange Commission requires that each income statement presentation
include three years of income statements: the current year and the two years immediately preceding. 
These are presented side-by-side in columnar form.  Tradition calls for the income statement for the
current year be presented first, with those of the preceding two years being presented to the right.

Many analysts and investors focus on operating income when they consider sustainable profits. 
Operating income includes all revenues from various operations and all normal costs of operations. 
The items excluded from operating income are interest revenue and dividend income, interest expense,
gains or losses from peripheral transactions, and corporate income taxes.  In addition, gains and losses
from extraordinary items are excluded from operating income, as are profits or losses from discontinued
operations.

GAAP permit two different formats for the income statement, the single-step and the
multiple-step.  In addition, GAAP require that comparative income statements for the prior two years be

93© 2014 by W. David Albrecht



presented side-by-side with the income statement for the current year.  Tradition calls for the income
statement for the current year be presented first, with those of the preceding two years being presented
to the right.

The multiple step  income statement is preferred for manufacturers and merchants.  The reason
being that it highlights gross margin (also called gross profit) and operating income (earnings from
operations).  Gross margin is the excess of revenue over the cost of the goods sold.  This represents the
portion of revenues left to cover other operating expenses such as selling, general and administrative
expenses.

XYZ Company
Income Statement

for the Year ended 12/31/2003
in thousands

Sales Revenue(Net) $204,350 
Cost of Goods Sold Expense   86,650 

Gross Margin   $117,700 
Operating Expenses

Salaries Expense 3,800 
Administrative Expense 7,420 
Selling Expense 56,800 
Miscellaneous Expenses   8,360   76,380 

Income from Operations   $41,320 
Other Revenues & Gains

Interest Revenue 125 
Dividend Income 690 
Gain on Sale of Property   100 915 

Other Expenses & Losses
Interest Expense     3,210 

Income Before Income Tax   $39,025 
Income Tax Expense          14,460 
Net Income   $24,565 

For a manufacturer, the cost of goods sold is based on how much it cost the company to make the
goods.  For a merchant, the cost of goods sold is based on the net cost to purchase the goods. 
Manufacturers incur one major cost item that merchants don’t encounter–research and development of
new products.  Under GAAP, all research and development (R&D) cost is expensed immediately.  The
rub is where to place it.  Because GAAP provides no guidance, some companies consider R&D to be an
integral part of the manufacturing process and add it to the cost of goods sold.  Others consider it to be
more of an organization sustaining type of cost and place it within the category of other operating
expenses.

The single step form of organization for the income statement is used by companies other than
manufacturers and merchants.  Frequently, operating income is not separately shown.  It must be
computed by the users. 
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XYZ Company
Income Statement

for the Year ended 12/31/2003
in thousands

Revenues & Gains
Sales Revenue(Net) $204,350 
Interest Revenue 125 
Dividend Income 690 
Gain on Sale of Property            100 
Total Revenues & Gains $205,265 

Expenses
Cost of Goods Sold Expense   86,650 
Salaries Expense 3,800 
Administrative Expense 7,420 
Selling Expense 56,800 
Miscellaneous Expenses 8,360 
Interest Expense         3,210 
Total Expenses     $166,240 

Income Before Income Tax   $39,025 
Income Tax Expense              14,460 
Net Income   $24,565 

Under current Generally Accepted Accounting Principles, there are two sections to the income statement. 
If there is no discontinued operation, then the income statement appears as depicted above.  However, if there is
a discontinued operation, then the first section is titled Income from Continuing Operations, and the second
section is Income from Discontinued Operations.  The use of two othersections–Extraordinary Items and
Cumulative Income Effect from Change in Accounting Principle–recently have been discontinued.  The bottom
line remains Net Income.

XYZ Company
Income Statement

for the Year ended 12/31/2003
in thousands

Revenues & Gains
Sales Revenue(Net) $204,350 
Interest Revenue 125 
Service Revenue 690 
Gain on Sale of Property            100 
Total Revenues & Gains $205,265 

Expenses
Cost of Goods Sold Expense   86,650 
Salaries Expense 3,800 
Administrative Expense 7,420 
Selling Expense 56,800 
Miscellaneous Expenses 8,360 
Interest Expense         3,210 
Total Expenses     $166,240 

Income Before Income Tax   $39,025 
Income Tax Expense (for continuing operations)              14,460 

Î Income from Continuing Operations   $24,565 

Ï Loss from Discontinued Operations (net of tax)    ($13,250)
Net Income     $11,315 
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Separation of Nonrecurring Items

At one time, U.S. GAAP allowed certain items to be separated on the income statement from
most other items, declaring such items as extraordinary.  Originally, such items had to be both unusual
and infrequent to qualify for such separation.  Additionally, if debt instruments were retired before
maturity (even if there was a refinancing), the gain or loss from such early extinguishment was required
to be reported in the section for extraordinary items.  Also, the use of a tax asset called net operating
losses acquired from the purchase of bankrupt or failing companies was required to be reported in the
section for extraordinary items.  Finally, any negative good will (when amount paid for a company is
less than the value of its net assets) was at one time required to be separately reported in the section on
extraordinary items.

The practice of reporting extraordinary items has mostly ended in the United States.  Auditors
have always been reluctant to permit designation of items that are unusual and infrequent, fearing
lawsuits.  The early extinguishment of debt is fairly common and resulting losses are no longer
permitted to be reported as extraordinary items.  Net operating losses no longer can transfer from the
company originally experience the loss from operations to an acquiring company, so reporting as
extraordinary item is moot.

On September 11, 2001, al Qaeda terrorists drove
two airliners into the twin towers of the World Trade
Center.  In addition to the heavy loss of human life,
many business incurred significant losses.  One would
think that losses due to terrorist attack are both
infrequent and unusual, at least in the United States. 
However, these losses were specifically ruled to be NOT
extraordinary by FASB.

The AICPA surveys 600 large U.S. corporations
about their disclosure practices in the financial
statements.  The results are published in Accounting

Trends and Techniques.  The number of companies
reporting items currently permitted to be designated as
extraordinary has ranged from one to three per year in recent years, and is expected not to increase in
the future.  Moreover, IFRS does not permit the reporting of gains or losses separately as extraordinary.

Although auditors and the FASB had been eliminating items that qualified as extraordinary items,
the attack on the World Trade center may very well have been the nail in the coffin for this income
statement line item. In effect, the use of extraordinary items has been deprecated.

In 2007, 129 large companies (out of 600 companies surveyed as reported in Accounting Trends

and Techniques) reported either Income or Loss from Discontinued Operations.  This item is reported
net of tax effect.  Included in this line item are (1) any operating income during the income statement’s
accounting period, and (2) any gains or losses from sale of the business segment.

Chao Soi Cheong/AP Photo
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Discontinued Operations

Under GAAP, a business segment is a business operating unit sufficiently large enough for top-
level executives to make strategic decisions about it.  It is easiest to think of these large operating units
to be all of a company’s operations within a given industry.  However, this is not necessary.  Say, for
example, that a company has operations in the agri-products industry, some under vice president A and
some under vice president B.  In this case, the company has two segments.

Sometimes companies make decisions to dispose of subsidiary companies previously acquired. 
These subsidiaries qualify as business segments for the parent company.  These subsidiaries can either
be sold to another company or spun off into a new independent company.  Regardless of form, from the
perspective of the parent company all operations of the segment are to cease being the company’s
concern.

U.S. GAAP requires that gain or loss from the disposal process (plus any income or loss from
operations during the period of disposal) be segregated into a separate section of the income statement.
The following income statement shows how most of a company’s revenues, expenses, gains and losses
are placed into a section of Income/Loss from Continuing Operations.  All income statement matters
related to the discontinued segments operations and disposal are put in a section on Income/Loss from
Discontinued Operations.

XYZ Company
Income Statement

for the Year ended 12/31/2003
in thousands

Revenues $205,265 
Expenses     $166,240 
Income Before Income Tax   $39,025 
Income Tax Expense              14,460 

Î Income from Continuing Operations   $24,565 

Ï Loss from Discontinued Operations (net of tax)     ($13,250)
Net Income        $11,315  

Moreover, this income or loss from discontinued operations is to be net of tax.  This is an
application of what is called the intraperiod tax allocation concept.  The following example shows, I
think, the process of allocating income taxes between the two sections of the income statement.

Let’s say that a company has the following items for placement on its income statement:

Revenues of $300,000 from continuing segments only
Expenses of $200,000 from continuing segments only (exclusive of income tax expense)
Gains of $60,000 from continuing segments only
Losses of $20,000 from continuing segments only.
Gain of $40,000 on disposal of the discontinued segment only

For the entire company, pretax income is $180,000 (300 !200 +60 !20 +40).  If the average tax rate is
20%, then income tax expense should accrue to $36,000 (180,000 times 20%), and net income will be
$144,000.  As a result of applying the principle of intraperiod tax allocation, 20% income tax will be
due separately from the $140,000 (300 !200 +60 !20) of income from continuing operations, and 20%
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income tax will be due separately from the $40,000 of income/gain from the disposal.  20% income tax
on the $140,000 is $28,000, and 20% income tax on the $40,000 is $8,000.  The income from
discontinued operations net of tax is $32,000 (40,000 less 8,000).  An income statement looks like:

Revenue $300,000 
Expense    200,000 
Operating income 100,000 
Gains 60,000 
Losses    (20,000)
Pre-tax income from continuing operations 140,000 
Income tax expense     28,000 
Income from continuing operations 112,000 
Income from discontinued operations    32,000 
Net income $144,000 

Interpreting and Analyzing the Income Statement

The amount of net income, just by itself, is not interpretable.  Net income can only be interpreted
and analyzed by comparing net income of one company over time, or comparing the earnings of
companies in the same industry.  In today’s world, the net income figures of U.S. GAAP and IFRS are
not comparable.  Generally speaking, IFRS net income is inflated at least 20% over that of U.S. GAAP. 
For companies in some industries, IFRS can be 50% higher.  However, IFRS can be interpreted by
comparing IFRS income for one company over time, or IFRS income for companies in the same
industry.  Given company flexibility in reporting options, IFRS income is “softer” and of lower
“quality” than U.S. GAAP earnings.

There are essentially two approaches to interpreting an income statement.  The first is involves
vertical and horizontal analyses.  The second involves numerous ratios.

98© 2014 by W. David Albrecht



Vertical and horizontal  analysis for the income statement

Vertical analysis is frequently called common-sizing.  For a multiple step income statement, all
items on an income statement for a given year are divided by sales revenue for that year.  For a single
step income statement, all items on an income statement for a given year are divided by total revenues
for that year.

Vertical analysis for multiple step income statements
2008 2007 2006

Net sales 710,334 100% 753,128 100% 589,236 100%

  CGS expense   339,250   48%   308,525   41%   206,367   35%

Gross Margin 371,084 52% 444,603 59% 382,869 65%

  Selling expense 196,250 28% 229,409 30% 141,922 24%

  Administrative expense     93,225   13%     90,511   12%     85,288   14%

Operating Income 81,609 11% 124,683 17% 155,659 26%

  Interest Expense 46,229 7% 44,743 6% 41,220 7%

  Gain on sale     44,000     6%              0     0%              0     0%

Pre-tax income 79,380 11% 79,940 11% 114,439 19%

Income tax expense     15,876     2%     15,988     2%     22,888     4%

Net Income 63,504 9% 63,952 8% 91,551 16%

Vertical analysis for single step income statements
2008 2007 2006

Sales revenue 710,334 80% 753,128 91% 589,236 77%

Service revenue 152,003 17% 51,200 6% 163,054 21%

Other revenue     28,993     3%     21,330     3%     17,329     2%

  Total revenue 891,330 100% 825,658 100% 769,619 100%

CGS expense 152,003 17% 152,003 18% 152,003 20%

Selling expense 196,250 22% 229,409 28% 141,922 18%

Administrative expense 93,255 10% 90,511 11% 85,288 11%

Other expense 226,730 25% 219,421 27% 178,324 23%

Interest expense     46,229     5%     44,743     5%     41,220     5%

  Total expense   714,467   80%   736,087   89%   598,757   78%

Pre-tax income 176,863 20% 89,571 11% 170,862 22%

Income tax expense     35,373     4%     17,914     2%     34,172     4%

Net Income 141,490 16% 71,657 9% 136,690 18%

Horizontal analysis involves computing the percentage change of a current year amount from the
amount reported in the preceding year.  It is computed as:

                    (current year amount less preceding year amount)
Percentage change = ------------------------------------------------
                             preceding year amount
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Ratio analysis for the income statement

There are a number of commonly used ratios:

Gross margin percentage gross margin ÷ sales revenue
Operating income percentage operating income ÷ (total or sales revenue)
Net income percentage net income ÷ (total or sales revenue)
Quality of earnings CF operating activities ÷ net income (from continuing ops)

Return on assets net income ÷ average total assets
Return on equity net income ÷ average stockholders
Cash return on assets CF operating activities ÷ average total assets
Earnings per share (net income ! preferred stock dividends) ÷ common stock shares

Average sales per day Sales revenue ÷ 365
Asset turnover sales revenue  ÷ average total assets

Earnings Manipulation

It is widely thought that corporations (very) frequently manipulate amounts reported in the
income statements so as to more close match expectations.  Actions are taken to bring in on target
amounts for net income, operating income, and the separate line items determining each of the
preceding.  Earnings manipulation is called earnings management and income smoothing by those that
don’t view it as a bad thing, and either cooking the books or accounting fraud by those who view it as
bad.

Income smoothing can either be real or artificial.  Real income smoothing takes place when
executives time real business events so as to transfer revenue and/or expense from one period to
another.  Artificial smoothing occurs when corporations inappropriately use accrual, or falsified
numbers, to affect reported earnings.

Without earnings manipulation, a stream of reported earnings frequently is bumpy.  The
following image shows the impact of earnings manipulation.
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