CHAPTER 4
The Income Statement
Income is a return over and above the investment; it is the amount that an entity could return to its investors and still leave the entity as well-off at the end of the period as it was at the beginning.
Financial capital maintenance: a company has income “only if the dollar amount of an enterprise’s net assets (assets – liabilities) at the end of a period exceeds the dollar amount of net assets at the beginning of the period after excluding the effects or transactions with owners. 
· Net assets, end – Net assets, beginning = Change in Net assets
· Change in Net assets – investment by owners + distributions to owners (aka dividends) = Income
Physical capital maintenance: income occurs “only if the physical productive capacity of the enterprise at the end of the period… exceeds the physical productive capacity at the beginning of the same period, also after excluding the effects of transactions with owners.”

· Requires productive assets (inventories, buildings, equipment) to be valued at fair market values.

Why is a Measure of Income Important?

· Information about the components of income is important and can be used to help predict future income and cash flows.
· Amount of income reported to creditors and investors may not be the same as the income reported for tax purposes.

· Accrual accounting requires companies to defer recognition of revenues that are received before they are earned.
· Income tax regulations often require those unearned revenues to be reported as income as soon as they are received in cash.

· In code law countries, financial accounting numbers serve a variety of functions, such as the determination of income tax and cash dividends to be paid.
· In a common law country, such as the US, financial accounting numbers are used more for informational purposes. 
· Accounting standards play a different role in developing economies vs. developed economies.

Transaction approach (aka matching method): focuses on business events that affect certain elements of financial statements (revenues, expenses, losses, gains)
· Income is measured as the difference between resource inflows (revenues & gains) and outflows (expenses & losses) over a period of time.

· Income under transaction approach will be the same as income under financial capital management.
· Transaction approach provides detail to assist in predicting future cash flows.

· Revenue recognition: revenues and gains are recognized when

· They are realized or realizable.

· When the customer has provided payment or valid promise of payment.

· Inventory or other assets must be exchanged for cash or claims to cash.

· They have been earned through substantial completion of the activities involved in the earnings process.

· When company generating revenue has provided the bulk of goods & services.

· Both of these criteria are generally met at the point of sale, which is when goods are delivered and payment is received.
· Earlier Recognition
· If a market exists for a product so that its sale at an established price is practically ensure without significant selling effort, revenues may be recognized at the point of completed production.

· If a product or service is contracted for in advance, revenue may be recognized as production takes place or as services are performed.

· The % of completion and proportional methods of accounting have been developed to recognize revenue at several points in the production or service cycle rather than waiting until the final delivery.
· An enforceable contract must exist to meet the realizability criterion, and an objective measure of progress toward completion must be attainable to measure the degree of completeness. 

· Later Recognition
· If collectibility of assets received or services is considered doubtful, revenues and gains may be recognized as the cash is received.

· The questionable receivable fails to meet the realization criteria.

· Expense Recognition
· Direct Matching: relating expenses to specific revenues.

· Include anticipated expenses related to revenues of the current period.

· Systematic & Rational Allocation: the cost of assets is spread across the periods of expected benefit in some systematic and rational way (depreciation & amortization). 

· Immediate Recognition: many expenses are not related to specific revenues but are incurred to obtain goods & services that indirectly help to generate revenues (administrative costs).

· Also appropriate when future benefits are highly uncertain.
· Most losses also fit into this category (loss from disposition of used equipment, natural catastrophes, etc.)
· An exception to the transaction approach in the recognition of gains & losses arises when gains or losses are recognized in the wake of changes in market values.

· Ex. A gain or loss in trading securities & when a building has decreased substantially in value.
Single-Step vs. Multi-Step

· Single-Step Form: all revenues and gains that are identified as operating items are placed first on the income statement, followed by expenses and losses that are identified as operating items. 
· Multi-Step Form: the income statement is divided into separate sections and various subtotals are reported that reflect different levels of profitability. 

Comparative financial statements vs. Consolidated financial statements
· Comparative financial statements enable users to analyze performance over multiple periods & identify significant trends that might impact future performance.

· Consolidated financial statements combine the financial results of a “parent company” with other companies that it owns, called subsidiaries.
Income Statement

· Revenue: reports the total sales to customers for the period less any sales returns and allowances or discounts.
· Cost of Goods Sold: sum of the beginning inventory, net purchases, and all other buying, freight, and storage costs relating to the acquisition of goods. Then, calculated by subtracting the ending inventory from the cost of goods available for sale.
· Gross Profit = Revenue from Net Sales – Cost of Goods Sold
· Gross profit %: a measure of profitability that allows comparisons for a firm from year to year.

· Operating Expenses
· Selling Expenses
· General & Administrative Expenses
· Operating Income = Gross Profit – Operating Expenses
· Measures the performance of the fundamental business operations conducted by a company.

· All expenses are operating expense except interest expense and income tax expense.  

· Earnings Before Interest & Taxes (EBIT)

· Other Revenues & Gains
· Ex. Revenue from financial activities & gains from sale of assets.
· Other Expenses & Losses

· Ex. Interest expense & losses from the sale of assets.
· Restructuring charge
· Big Bath: If a company is doing poorly anyway, it makes sense to gather up all the bad news in the company and report it at the same time. 
· Income from Continuing Operations Before Income Taxes = Operating Income + Other Revenues & Gains – Other Expenses & Losses
· Income Taxes on Continuing Operations: the sum of all the income tax consequences of all transactions undertaken by a company during a year. (may occur in current year or may occur in future years)
· Intraperiod Income Tax Allocation: separation of income taxes into different sections of the income statement.
· Income from Continuing Operations = Income from Continuing Operations Before Income Taxes – Income Taxes on Continuing Operations
· Includes all revenues & expenses and gains & losses arising from the ongoing operations of the firm.
Components of income that are reported separately after income from continuing operations are sometimes called below-the-line items. These items are not expected to continue to impact reported results in future years.

· Discontinued Operations: the disposition of a separately identifiable component of a business either through sale or abandonment.
· To qualify, operations & cash flows of the component must be clearly distinguishable from other operations and cash flows of the component, both physically and operationally.
· To be classified as a discontinued operation, the ultimate disposal must be expected within one year of the period for which results are being reported.
· Assets & liabilities that have not been completely disposed of as of the balance sheet date should be listed separately in the asset & liabilities sections.
· In addition, the total revenue associated with the discontinued operation should be disclosed in the financial statement notes. 
· (1) Current year income or loss from operating the discontinued component.
· (2) Disclosure of the overall income tax impact of the income or loss associated with the component.
· Extraordinary Items: events & transactions that are both (1) unusual and (2) infrequent in occurrence.
· Does not include effects of a strike, gains or losses from disposal of a segment of a business, etc.
Changes in Accounting Principles
· A company is required to determine how the income statement would have been different in past years if the new accounting method had been used all along.
· Income statements for all years presented must be restated using the new accounting method.
· The beginning balance of RE for the oldest year presented reflects an adjustment for the cumulative income effect of the accounting change on the net incomes of all preceding years for which a detailed income statement is not presented.
· The current year impact of the accounting principle change would be disclosed in the notes to the financial statement. (Ex. COGS old = 5600, COGS new = 4500, disclose difference of 1100)
· One drawback is the comparative income statements for previous years do not report the same COGS and net income that were reported in the original income statements of those previous years.
Changes in Estimates

· No retroactive adjustments are made, as these changes are considered a normal part of the accounting process, not errors.
· Depreciation expense in the upcoming years should reflect the revised estimate, but depreciation in previous years would not be affected.
When an economy experiences high rates of inflation, users of financial statements become concerned that the statements do not reflect the impact of these changing prices. 

· Companies have to disclose selected information about price changes on a supplemental basis in supplementary notes to financial statements. 

Net Income or Loss
· An attempt to summarize the company’s overall economic performance for a given period in 1 number.
· May include extraordinary or irregular items that can distort results or hamper comparability.
· Return on Sales = Net Income / Net Sales

· Earnings Per Share: amount of net income associated with each common share of stock.
· Basic EPS = Income Available to Common Shareholders / Average Number of Common Shares Outstanding
· Diluted EPS reflects the existence of stock options or other rights that can be converted into shares in the future.
· Gives financial statement users an idea about the potential impact on EPS of the exercise of existing stock options or other rights to acquire shares.
· When EPS is presented, separate EPS amounts are computed for income from continuing operations, discontinued operations, extraordinary items, and net income.
· Price-Earnings (P/E) Ratio = Market value per share / Earnings per share
· Expresses the market value of common stock as a multiple of earnings and allows investors to evaluate the attractiveness of a firm’s common stock.
· Higher than average PE ratios : firms w/ strong growth possibilities, firms w/ lower earnings b/c of nonrecurring events (natural disaster), firms w/ substantial unrecorded assets (goodwill).
· Lower than average PE ratios: firms w/ higher earnings b/c of nonrecurring events (one time gain) and risky firms.
Comprehensive Income: number used to reflect an overall measure of the change in a company’s wealth during the period. (Items that arise from changes in market conditions unrelated to the business operations of the company)

· Foreign Currency Translation Adjustment
· Unrealized Gains & Losses on Available-for-Sale Securities

· To maintain a liquid reserve of assets that can be easily converted to cash, companies purchase an investment portfolio of stocks & bonds.

· Deferred Gains & Losses on Derivative Financial Instruments
Statement of Stockholders’ Equity

· Changes in equity other than those related to income.
· Ex. new share issues, treasury stock repurchases, dividends declared, etc.

· Adjustments to Retained Earnings.

· Prior-period adjustments: arise when an error occurs in 1 period, but is not discovered until a subsequent period.

· Adjustments arising from changes in accounting principles.

Forecasting Future Performance
· The key to a good financial statement forecast is identifying which underlying factors determine the level of a certain revenue or expense.

· Most forecasting exercises start with a forecast of sales.
· Natural Increase (Increase in activity leads to increase in assets)

· Long Term Planning (Addition of new buildings, etc.)
· Financing Choices

· Income Statement
· Amount of some expenses is directly tied to amount of sales.

· Interest expense depends on how much interest bearing debt a company has.
· Income tax expense is determined by how much pretax income a company has.

· To determine how much impact assumptions have, it is often useful to conduct a sensitivity analysis (worst case, best case, standard case scenarios)
