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How	to	make	a	simple	income	statement

Three	types	of	income	statements	exist:	single-step,	multiple-step	and	consolidated.	The	type	of	income	statement	used	to	present	financial	information	determines	the	amount	of	detail	included	in	the	document.	An	income	statement	of	any	type	is	also	known	as	a	profit	and	loss	statement	(P&L),	a	statement	of	earnings	or	a	statement	of	operations.
The	author	of	any	type	of	income	statement	must	adhere	to	generally	accepted	accounting	principles	(GAAP)	when	preparing	the	document.	An	income	statement	presents	timely	financial	information	regarding	a	company’s	performance.	In	its	heading,	an	income	statement	includes	the	name	of	the	business,	the	title	of	the	statement	and	the	precise
time	period	reflected	in	the	report.	A	P&L	also	reveals	the	revenue	earned	by	a	business,	the	expenses	incurred	and	the	amount	of	net	profit	or	loss	claimed.	If	prepared	for	a	publicly	traded	company,	a	P&L	also	shows	earnings	per	share	in	accordance	with	GAAP	dictates.	A	single-step	income	statement	does	not	distinguish	between	different	kinds	of
revenues	or	expenses.	Instead,	a	single-step	income	statement	groups	all	revenues	and	expenses	into	their	respective	categories.	Net	income	or	loss	equals	the	total	of	all	expenses	subtracted	from	the	total	of	all	revenues.	Net	income	appears	at	the	bottom	of	the	document.	A	single-step	P&L	only	identifies	revenues	and	expenses	related	to
accounting	changes,	unusual	events	or	suspended	operations	singularly	above	net	income.	A	multiple-step	income	statement	separates	operating	revenue	and	expenses	from	other	types	of	revenues	and	expenses.	A	multiple-step	P&L	identifies	gross	profit	by	subtracting	the	cost	of	goods	sold	from	a	company’s	total	sales	figure.	This	P&L	delineates
individual	expenses	related	to	the	production	of	a	business’	goods	or	services	immediately	below	gross	profit.	Subtracting	total	operating	expenses	from	gross	profit	reveals	a	subtotal	called	net	income	before	taxes	or	operating	income.	Non-operating	revenues	and	expenses	appear	below	income	or	loss	from	operations.	A	multiple-step	income
statement	identifies	each	of	these	items	separately	with	non-operating	revenues	recorded	above	the	other	expenses.	This	section	includes	lines	for	taxes	owed	and	interest	earned	and	owed.	The	total	of	this	section	equals	income	or	loss	from	non-operations.	Adding	net	income	or	loss	from	non-operations	to	income	or	loss	from	operations	reveals	a
company’s	net	income	or	loss.	With	its	various	subtotals,	a	multiple-step	income	statement	reveals	detailed	information	that	a	single-step	P&L	does	not	present.	When	a	company	owns	more	than	50	percent	of	another	business’	voting	shares,	an	accountant	will	prepare	a	consolidated	income	statement	to	demonstrate	the	combined	profit	or	loss	of	the
entities.	A	consolidated	P&L	combines	all	revenues	earned	and	expenses	incurred	by	both	a	parent	company	and	its	subsidiary.	A	consolidated	income	statement	does	not	record	monies	exchanged	between	the	two	companies	for	things	such	as	rent	and	sales	to	one	another.	A	personal	income	statement	helps	you	analyze	expenses	and	revenues	over	a
period	of	time	or	at	a	given	point	in	time.	It	can	be	an	effective	budgeting	tool	if	used	properly.	An	income	statement	is	also	known	a	statement	of	profit	and	loss	or	statement	of	earnings.	It	indicates	revenues	earned	and	expenses	incurred	over	a	period	of	time.	A	statement	of	earnings	is	important	because	it	helps	you	gauge	the	amount	of	disposable
income,	or	net	income,	available	to	invest	in	retirement	accounts,	plan	a	vacation	or	save	for	college	education.	On	a	personal	income	statement,	income	represents	salaries	and	bonuses	you	receive	from	a	labor	contract.	If	you	own	a	small	business,	income	reflects	sales	revenue.	A	gain	is	income	you	earn	from	secondary	activities.	Examples	include
gains	in	financial	market	activities	or	on	a	sale	of	property.	This	also	needs	to	be	included.	An	expense	is	a	cost	of	living,	such	as	a	bill,	or	a	charge	you	incur	from	borrowing	activities.	Examples	include	rent,	utilities	and	mortgage	interest.	Losses	are	expenses	you	incur	from	secondary	activities.	Examples	include	losses	in	financial	market	activities	or
on	a	sale	of	property.	There	are	four	major	types	of	financial	statements	used	to	evaluate	the	economic	conditions	of	a	company.	These	include	cash	flow	statements,	statements	of	shareholder's	equity,	balance	sheets	and	income	statements.	Of	these,	the	balance	sheet	and	income	statement	are	most	common	and	represent	the	most	important
financial	information	about	the	company.	While	the	balance	sheet--which	shows	assets	and	liabilities--represents	the	company's	finances	at	one	particular	moment,	the	income	statement,	also	called	a	profit	and	loss	sheet,	gives	a	picture	of	the	company's	income	and	expenses	over	time.	This	makes	it	a	great	tool	for	evaluating	the	company's	health.
The	use	of	income	statements	in	their	current	form	ties	in	with	the	Industrial	Revolution	of	the	19th	century.	During	this	time,	business	was	booming	in	the	U.S.,	and	to	fuel	that	growth,	companies	were	taking	out	large	bank	loans	to	build	factories	and	purchase	equipment.	To	qualify	for	these	loans,	they	were	required	to	provide	their	sales	and
expenses,	as	well	as	gross	profit.	The	income	statement,	which	shows	revenue,	expenses	and	profit	vertically	from	top	to	bottom,	naturally	evolved	out	of	this	process.	At	the	same	time,	managerial	accounting,	in	which	company	directors	use	financial	data	to	decide	how	to	run	the	company,	was	growing	in	popularity.	To	equip	managers	and	banks
with	the	information	they	needed	in	an	easy-to-read	fashion,	our	current	form	of	income	statement,	called	a	"vertical	income	statement,"	became	widely	accepted	as	the	standard	format.	The	purpose	of	the	income	statement	is	to	give	investors	or	banks	a	clear	overview	of	the	company's	financial	health,	including	revenue	generated	(typically	over	a	3-
year	periord),	expenses	incurred	and	the	difference	between	these	two	figures,	known	as	net	profit.	These	numbers	help	creditors	evaluate	the	company's	performance	and	financial	health	while	determining	credit	worthiness.	They	also	provide	a	good	base	for	estimating	future	cash	flow,	especially	when	the	past	year's	results	are	compared	to	one
another.	Because	it	is	completed	in	such	a	standard	format,	the	income	statement	is	readily	identifiable	and	recognizable.	It	starts	with	income	at	the	top--made	up	of	sales	revenue,	interest	earned,	cash	and	other	income	sources.	The	second	section	is	comprised	of	expenses,	including	cost	of	goods	sold,	rent,	payroll	and	any	other	expenses	incurred
as	a	result	of	doing	business.	At	the	bottom	of	the	statement,	these	two	figures	are	added	together	to	provide	a	net	profit	or	loss,	also	known	as	"the	bottom	line."	There	are	four	major	types	of	income	statement.	The	first	is	those	completed	for	businesses.	They	are	almost	always	in	the	standard	format	and	are	prepared	by	an	accounting	professional.
The	second	type	is	those	created	for	individuals.	This	is	useful	for	the	self-employed	or	those	looking	to	start	a	business,	who	may	be	required	to	provide	an	income	statement	before	taking	a	loan.	Another	variety	is	the	consolidated	income	statement,	used	by	companies	that	are	made	up	of	several	different	brands	of	groups.	The	consolidated
statement	shows	the	financial	picture	for	the	entire	company,	not	just	a	particular	branch.	Finally,	there	are	those	used	by	non-profit	groups.	Here,	income	is	replaced	by	funding	sources,	and	expenses	are	replaced	by	administrative	and	operating	fees.	Though	not	an	income	statement	per	se,	it	serves	the	same	purpose.	While	income	statements	are
useful	tools,	they	do	have	their	limitations.	First,	there	are	many	items	that	are	impossible	to	capture	but	provide	a	large	amount	of	benefit	or	worth,	including	brand	recognition	and	goodwill	generated	by	the	company.	Second,	numbers	on	these	reports	can	be	skewed	depending	on	the	method	of	accounting	used	by	the	company.	Finally,	there	can
be	discrepancies	due	to	the	evaluation	of	estimates,	including	those	for	depreciation	of	the	current	value	of	assets.	The	financial	statements	of	a	company	provide	a	representation	of	the	company's	current	performance	to	investors.	This	information	is	used	to	evaluate	the	overall	value	of	a	company	and	its	share	price.	The	income	statement	is	one	of
the	most	important	financial	statements	because	of	its	indication	of	profits,	its	timely	reporting,	and	its	classification	of	revenues	and	expenses.	Tips	An	income	statement	is	important	because	it	offers	a	recent	picture	of	the	company's	revenues	and	expenses	and	overall	profitability.	Managers	and	investors	can	use	this	information	to	make	financial
decisions.	The	income	statement	is	one	the	major	financial	statements	used	to	analyze	a	company.	The	other	important	documents	are	the	balance	sheet,	the	cash	flow	statement	and	the	statement	of	shareholder's	equity.	The	income	statement	is	used	to	give	a	summary	of	the	company's	revenues	and	expenses	over	a	specific	period	of	time.	This
information	is	then	used	to	determine	the	total	profit	or	loss	to	the	company	over	the	stated	accounting	period.	The	income	statement	is	important	because	it	clearly	states	whether	a	company	is	making	a	profit.	The	total	revenues	and	expenses	of	a	company	are	listed	on	its	income	statement.	Subtracting	the	expenses	from	revenues	provides	the	total
profit	during	the	given	accounting	period,	usually	a	year	or	a	quarter	of	a	year.	A	company	must	consistently	be	making	a	long-term	profit	for	it	to	be	considered	a	good	investment	choice.	This	information	can	only	be	found	on	the	income	statement.	The	income	statement	of	a	company	may	be	updated	on	a	more	regular	basis	than	the	other	financial
documents.	Because	the	income	statement	provides	a	clear	picture	of	current	profitability,	a	company's	managers	and	investors	constantly	review	it.	This	gives	the	company	an	incentive	to	publish	its	income	statement	on	a	more	regular	basis	to	help	its	operations.	Whereas	other	financial	statements	are	published	annually,	an	income	statement	may
be	released	quarterly	or	monthly.	The	income	statement	also	is	important	because	it	clarifies	the	different	revenues	and	expenses	of	a	company.	Revenues	and	expenses	are	listed	according	to	the	business	section	from	which	they	came.	Non-business-related	revenues	and	investment	revenues	and	expenses	are	also	listed.	This	gives	managers	a	view
of	how	each	department	is	performing,	so	that	if	one	department	is	underperforming,	it	can	become	the	focus	of	improvement.	It	also	gives	investors	a	better	idea	of	a	company's	status	by	separating	its	business	revenues	from	gains	on	investments.	This	information	allows	for	a	more	detailed	financial	analysis	of	a	firm.	As	a	fundamental	financial
statement	that	contains	detailed	information	about	a	company’s	assets,	liabilities	and	shareholders’	equity,	a	balance	sheet	is	an	essential	part	of	your	company’s	financial	records	and	should	be	one	of	the	first	documents	you	create.	The	information	on	a	balance	sheet	is	separated	into	sections,	with	all	your	company’s	assets	listed	and	totaled	at	the
top	and	all	its	liabilities	and	shareholders’	equity	listed	and	totaled	at	the	bottom.	Assets	are	anything	of	value	that	your	company	owns	as	well	as	any	cash	in	bank	accounts.	The	term	generally	applies	to	anything	that	could	be	sold	or	used	by	the	company	itself	to	create	value.	Examples	of	assets	include	physical	property,	such	as	furniture,	vehicles,
equipment	and	inventory.	Intangible	items	that	have	value	and	could	be	sold,	such	as	patents	and	trademarks,	are	also	included	in	a	company’s	assets.	This	also	applies	to	any	stocks,	bonds	or	other	financial	investments	a	company	makes.	Accounts	receivable	amounts	also	count	as	assets,	even	if	the	funds	haven’t	been	collected	yet.	Your	company’s
liabilities	consist	of	any	debts	owed	to	lenders,	other	businesses	and	individuals.	This	could	include	a	variety	of	obligations,	such	as	loans	to	purchase	business	property	or	launch	a	new	product,	outstanding	balances	owed	to	suppliers	for	materials,	unpaid	payroll	expenses,	and	taxes	owed	to	the	government,	just	to	name	a	few.	Liabilities	may	also
include	obligations	to	provide	goods	or	services	to	clients	in	the	future.	Shareholders’	equity	is	the	official	term	used	in	the	liability	section	on	a	spreadsheet,	but	it	may	help	to	think	of	it	as	owner’s	equity	for	your	small	business	if	you	don’t	have	outside	shareholders.	This	equity	is	the	amount	of	profit	that	remains	after	all	the	company’s	liabilities	are
paid	—	often	referred	to	as	net	worth	or	net	assets.	Although	shareholders’	equity	is	a	positive	amount	that	indicates	profit,	it	appears	in	the	liabilities	portion	of	the	spreadsheet	because	it	doesn’t	belong	to	the	company	—	a	non-living	entity.	It	belongs	to	the	investors	in	the	company,	either	the	owners	or	its	shareholders	(or	both),	and	it	remains	on
the	spreadsheet	as	a	liability	until	it	is	paid	out	to	the	investors	or	invested	back	into	the	company.	The	main	rule	of	a	balance	sheet	is	that	the	two	sections	—	assets	and	liabilities/shareholders’	equity	—	must	always	"balance"	by	totaling	the	same	amount.	It	works	in	much	the	same	way	as	a	mathematical	equation.	Any	amount	added	to	the
company’s	assets	at	the	top	must	also	be	added	to	the	company’s	liabilities	at	the	bottom.	A	balance	sheet	doesn't	show	how	cash	flows	in	and	out	of	the	company	during	any	particular	period,	but	it	does	provide	an	overall	snapshot	of	a	company’s	general	financial	strength.	1	How	Much	Garlic	Powder	Equals	One	Clove	of	Garlic?	2	Natural	Pest
Control:	Get	Rid	of	Ants	With	Simple	Household	Ingredients	3	Celebrating	Disability	Pride	Month	and	the	History	of	the	ADA	4	How	Does	the	25th	Amendment	Work	—	and	When	Should	It	Be	Enacted?	5	What	Does	a	High	RDW	Blood	Test	Result	Mean?	Learning	how	to	analyze	an	income	statement	is	an	investing	skill	that	pays.	With	it,	you	can
enhance	your	understanding	of	a	company's	annual	report	or	Form	10-K	filing,	read	reports	and	gather	data	to	compete	as	a	trader	in	the	market,	model	a	competitor's	business	structure,	create	ratios	from	scratch,	or	learn	the	facts	you	need	to	invest	in	a	small	business.	If	the	practice	is	new	to	you,	there	are	a	few	basics	to	learn	first,	and	a	few
factors	to	be	aware	of,	that	will	bedrock	your	study.	An	income	statement,	also	known	as	Profit	and	Loss	(or	P&L)	statement,	will	show	you	how	much	a	company	earned	and	lost	over	time.	Investors	analyze	income	statements	to	calculate	financial	ratios	and	compare	the	same	company	year	over	year,	or	to	compare	one	company	to	another.	Income
statements	have	a	few	limits;	they	don't	include	details	about	capital	structure	or	cash	flow,	and	they	often	rely	on	estimates.	An	income	statement	will	show	you	a	company's	profit	and	loss	over	a	given	time.	It	was	once	more	common	to	hear	them	called	Profit	and	Loss	(or	P&L),	but	now	both	terms	are	used.	Its	core	function	is	to	express	the	net
income,	by	comparing	gains	and	losses.	You	will	often	see	this	written	as:	Net	Income	=	(Total	Revenue	+	Gains)	–	(Total	Expenses	+	Losses)	A	standard	income	statement	will	include	many	other	figures	that	make	up	this	core	value:	Revenue	or	sales	Cost	of	goods	sold	(COGS)	Gross	profit	Expenses	Earnings	before	tax	Taxes	Net	earnings	Some	of
these	figures	are	simple,	and	some	are	more	complex.	Revenue	or	sales	is	the	total	amount	of	money	taken,	or	in	other	words,	all	the	income	earned.	Cost	of	goods	sold	(COGS)	is	the	amount	of	money	that	is	paid	upfront	to	buy	supplies	or	pay	for	labor,	or	in	other	words,	the	direct	cost	of	what	is	needed	to	make	the	product	for	sale.	Gross	profit
refers	to	how	much	money	is	made,	after	cost	of	goods	are	paid	for.	Expenses	are	the	amount	of	money	it	costs	to	run	the	full	scope	of	operations.	Expenses	will	vary	based	on	the	type	of	company,	but	might	include	things	like	ads	and	marketing,	administrative	costs,	interest	expense,	and	depreciation	and	amortization,	which	spread	out	the	cost	of
assets	(such	as	real	estate	or	equipment)	over	time.	Most	of	these	figures	depend	on	each	other,	and	can	be	used	to	assess	many	features	of	a	company.	From	revenue,	for	instance,	you	can	subtract	the	cost	of	goods	sold	to	find	the	gross	profit.	From	gross	profit,	you	can	subtract	expenses,	to	arrive	at	earnings	before	tax	(EBT).	Subtract	the	amount
of	taxes	from	EBT	to	reveal	net	income	or	loss.	These	numbers	can	be	used	in	many	ways	to	gain	insight	into	a	company's	financial	health.	Investors	can	use	income	statement	analysis	to	calculate	financial	ratios	that	can	be	used	to	compare	the	same	company	year	over	year,	or	to	compare	one	company	to	another.	For	instance,	you	can	compare	one
company's	profits	to	those	of	its	competitors'	by	looking	at	a	number	of	figures	that	express	margins,	such	as	gross	profit	margin,	operating	profit	margin,	and	net	profit	margin.	Or	you	could	compare	one	company's	earnings	per	share	(EPS)	to	any	other's,	to	show	you	what	a	shareholder	would	receive	per	share	in	the	event	that	assets	were	made
liquid,	or	if	each	company	distributed	its	net	income.	When	you	compare	each	line	up	and	down	the	statement	to	the	top	line	(which	is	revenue),	this	is	called	vertical	analysis.	Each	line	item	becomes	a	percent	of	a	base	figure.	This	method	can	be	used	to	compare	one	line	item	to	another	very	simply,	such	as	to	check	how	each	may	affect	cashflow.	Or
it	can	be	used	to	show	how	the	cost	of	one	line	item	stands	up	against	the	cost	of	any	other.	This	can	be	helpful	if,	for	instance,	you	are	looking	for	a	reason	why	a	company	might	have	taken	certain	actions,	or	where	they	may	be	spending	in	excess.	Investors	use	this	method	to	dive	deep	into	a	company's	current	standing	with	regard	to	such	metrics
as	their	working	capital	and	total	assets.	Horizontal	analysis,	on	the	other	hand,	compares	the	same	figure	across	two	or	more	time	frames.	This	method	is	most	often	used	for	spotting	trends.	A	single	line	item	can	be	looked	at	over	a	long	span	of	time,	to	view	changes	from	year	to	year.	For	instance,	you	might	wish	to	hone	in	on	what	factors	may	be
driving	a	certain	company's	success	(or	failure)	over	the	last	few	years.	Some	investors	use	this	method	to	predict	how	well	a	company	will	perform	in	the	months	or	years	to	come.	Because	income	statements	have	a	few	limits,	they	may	not	always	be	the	best	source	to	consult.	It	depends	on	what	you're	looking	for.	Capital	structure	and	cash	flow,
just	to	name	two,	can	make	or	break	a	firm,	and	you'll	want	to	have	correct	figures.	Though	income	statements	offer	quite	a	bit	of	detail,	they	don't	cover	the	full	picture.	The	most	notable	absence	is	in	the	form	that	money	takes,	whether	cash	or	credit.	Income	statements	do	not	reflect	whether	sales	were	made	in	cash,	or	by	credit	card	for	instance,
and	the	same	goes	for	payments,	So	there's	no	true	way	to	tell	how	much	cash	may	be	on	hand	at	any	given	moment,	or	how	much	is	due	to	come	in.	If	you	have	access	to	balance	sheets	and	cash	flow	statements,	you	may	be	able	to	round	out	the	missing	pieces.	Since	an	income	statement	is	meant	to	provide	a	full	picture	or	overview,	it	will	often	rely
on	the	use	of	estimates	rather	than	precise	figures.	To	explain,	to	get	by	day	to	day	and	make	solid	choices,	companies	might	have	to	act	fast.	They	need	to	be	able	to	assess	broad	concepts	in	an	efficient	manner	in	order	to	function	well.	Or,	they	may	need	to	predict	future	needs	in	order	to	make	current	choices.	In	these	cases,	estimates	can	be	very
useful.	For	instance,	they	are	often	faced	with	coming	up	with	a	number	to	stand	for	the	depreciation	of	their	assets;	after	all,	they	can't	know	ahead	of	time	how	long	a	computer,	copy	machine,	or	corporate	jet	is	going	to	last.	Or	if	they're	facing	legal	trouble,	they	will	need	to	gauge	how	much	cash	to	keep	in	reserve	to	cover	their	liability.	But	by
their	nature,	estimates	can	leave	room	for	doubt.	Since	income	statements	do	not	always	present	the	most	precise	figures,	there	is	always	a	chance	of	misrepresentation.	Whether	it's	by	intent	or	by	chance,	numbers	can	be	fudged.	In	crafting	an	income	statement,	figures	may	be	used	that	are	too	high	or	too	low,	and	if	you	are	reading	them	you	have
no	real	way	of	knowing	the	precise	numbers.	Nor	can	you	know	for	certain	whether	there	are	any	sneaky	motives	at	work.	Although	estimates	are	needed,	and	mistakes	can	happen	without	foul	play,	they	can	also	happen	on	purpose.	There	are	many	reasons	a	company	would	want	to	express	an	increase	or	decrease	in	figures	such	as	losses	or	profits,
and	if	they	do	so	without	the	solid	numbers	to	back	up	their	claims,	this	is	fraud.	When	looking	at	income	statements,	take	note	that	companies	can	differ	in	methods	of	accounting.	Some	may	use	"first	in	first	out"	(FIFO),	while	others	could	be	using	"last	in	first	out"	(LIFO).	This	will	affect	the	numbers	that	you	may	try	to	compare.
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