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Revenue  Expense = Net Income

R E = NI

Income Statement
Acct 422/522

The income statement is arguably the most important of the set of required
statements. In its most elemental form, the income statement includes revenues
(the amount of value received from sale of a good or service) and expenses (the
cost of generating the revenues). 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 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 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.

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.

Operating income is what many analysts focus on when they consider sustainable profits, for it
considers 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, and gains or losses
from peripheral transactions.

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. On the following
page, a general model (pattern) for an income statement is presented. An example of a multiple step
income statement is shown first. The same items are then reorganized into single step format.
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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

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 three sections to the income
statement. If there is no discontinued operation or extraordinary item, then the income statement
appears as depicted above. However, if there is a discontinued operation or extraordinary item, then the
first section is titled Income from Continuing Operations, and the other sections in order are Income
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from Discontinued Operations and Extraordinary Items. The use of a fourth section–Cumulative
Income Effect from Change in Accounting Principle–recently has 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 14,460
Income from Continuing Operations $24,565
Loss from Discontinued Operations (net of tax) ($13,250)
Extraordinary Loss (net of tax) $28,600
Net Income $4,958


