UNDERSTANDING INCOME
STATEMENTS
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Reading No - 17



LEARNING OUTCOMES

The candidate should be able to:

d.

Describe the components of the income statement and alternative presentation formats of that
statement;

. Describe general principles of revenue recognition and accounting standards for revenue

recognition

. Calculate revenue given information that might influence the choice of revenue recognition

method;

. Describe general principles of expense recognition, specific expense recognition applications, and

implications of expense recognition choices for financial analysis;

. Describe the financial reporting treatment and analysis of non-recurring items (including

discontinued operations, unusual or infrequent items) and changes in accounting policies;

Distinguish between the operating and non-operating components of the income statement;

. Describe how earnings per share is calculated and calculate and interpret a company’s earnings

per share (both basic and diluted earnings per share) for both simple and complex capital
structures;



LEARNING OUTCOMES (CONT.)

h. Distinguish between dilutive and antidilutive securities and describe the implications of each for
the earnings per share calculation;

i. Convert income statements to common-size income statements;

j. Evaluate a company’s financial performance using common-size income statements and financial
ratios based on the income statement;

k. Describe, calculate, and interpret comprehensive income;

|. Describe other comprehensive income and identify major types of items included in it.



INCOME STATEMENT — COMPONENTS

« Under US GAAP and IFRS, Income Statement could be merged with ‘Other Comprehensive Income’;
 Provides information on Revenues and Expenses over a period of time; and

* Also referred to as Profit and Loss statement, Statement of earnings, Statement of Operations.

1. Revenue: Primary source of income from delivery of goods and services -
« Revenue is same as Sales OR Turnover
 Net revenue = Gross revenue - returns - discounts

2. Expenses: is the cost incurred to earn the revenue. May be classified by nature or by function -

1. Manufacturing 1. Depreciation

2. Sales 2. Material Consumption
3. Distribution 3. Salary

4. Administrative 4. Rent

5. Taxes



INCOME STATEMENT — COMPONENTS (CONT.)

3. Profit OR Net Income = Revenues - expenses:

* Represents an economic benefit by way of inflows or increase in assets or decrease in liabilities; and
* Other gains and losses are included which might or might not result from ordinary business activity.

e

Sales of goods Purchase of goods

Commission received Manufacturing

Administrative

Other incomes

1

2

3. Gain on sale of investment
4 Selling and Distribution
5

Income from Services Depreciation

Finance exp

Bl Bl B

Loss on sale of investment



REVISING BASIC CONSTRUCT OF THE

INCOME STATEMENT
e

Profit and Loss Appropriation Account

Particulrs
Sales PAT
COGS (All direct
(Less) ( irect expenses) (Less) Preference Dividend
Gross Profit
: e Earning Attributable to Common
(Less) Selling & Distribution Exp stockholders
(Less) Administrative Exp
(Less) Common Dividends
(Less) General Exp
EBITDA Retained Earnings
(Less) Depreciation

/ Ownership of PROFIT for different capital providers \

Y

(Less) Interest Debt
EBT Preferred Stock Yy Y
Less Income Tax Expense
( ) m P Common Equity Y Y Y

PAT k /




PRESENTATION FORMATS

« EBIT or Operating Profit: Profit from day to day activities or regular business:;

« Revenues is referred to as ‘top-line’, Net Income is referred to as 'bottom-line’.

Sales Sales
(Less) COGS
Gross Profit (L) Aok
(Less) Selling Exp (Less) Selling Exp
(Less) A DTSRG 21 (Less) Administrative Exp
(Less) General Exp
EBITDA (Less) General Exp
(Less) Depreciation (Less) Depreciation
EBIT (Operating Profit)
(Less) T (Less) Interest
EBT (Less) Income Tax
(Less) Income Tax Same amount . PAT (Net Income)

PAT (Net Income)



USE OF ACCRUAL METHOD FOR INCOME
STATEMENT

Accrual is one of the two basic Accounting Assumption (the other being Going Concern);
Emphasis on the actual happening of the transaction rather than cash flows associated;

O When you receive payment for goods but have not supplied them - Income Received(Unearned Revenue);
0 When you supply goods - Revenue Earned(Accrued):

0 When you pay for goods but have not consumed them - Expense Paid(Prepaid) and

0 When you Consume goods - Expense Incurred(Accrued).

Income Received Earned

Expenses Paid Incurred

\_ J




BASIC TERMS (CONT.)

These four terms arise as a result of Accrual Accounting:
1. Accrued Expense = service taken + no payment

« Rent due not paid by 31st Dec, Provision for doubtful AR / Warranty

2. Prepaid Expense = Service not taken + payment made
*  Rent which has been paid in advance for 2 years

3. Accrued Revenue = Services rendered + payment due
*  Sales made but payment not received

4. Unearned Revenue = Service not rendered + payment received
*  Advance received from the customer before the delivery date

Accrued Expense for a company is Accrued Revenue for the counter-party.
Similarly, Prepaid Expense for a company is Unearned Revenue for the counter-party.



Identify the separate or
distinct performance
obligations in the contract.

Determine the transaction
price (amount).

Identify the contract with
the customer.

Allocate the transaction Recognize revenue when (or
price to the performance as) the entity satisfies a
obligations in the contract. performance obligation.




REVENUE RECOGNITION RULES —

* These are the rules for Revenue recognition and not Expense Recognition.

* These rules are guiding principles on when to take any income to the Income Statement.

2 Methods
s T T EEEEEEEEEET =~ N ~ o

* Right to payment from customer.
Legal tittle with the customer.

|

: * Only when actual cash is received

|
Customer has physical possession. |

|

|

|

|

 Irrespective of actual transaction

Significant risks and rewards of
ownership with the customer.

Customer has accepted the assef.

g EEE EE B S B B S S
g I EEE I S e e o . .y



GENERAL PRINCIPLES FOR EXPENSE RECOGNITION

* Matching Principle — matching of costs with revenues.

* Under matching, a company recognizes some expenses (e.g., cost of goods sold) when associated revenues are recognized

and thus, expenses and revenues are matched.

» Expenses are to be considered as per following rules irrespective of when payment are made.

« Expenses which can be related to the final output « Expenses which can NOT be related to the final output

« Take expenses in that year for which these expense
belong fo—Rent for 20XX should be taken to the Income
statement of 20XX irrespective of the output

«  We follow Matching principle: Take expenses in that year
which includes the corresponding Revenue (output sold)

« E.g. Direct Material, Direct Labor, direct Expenses like « E.g. CEO's Salary, Advertisement, Listing Charges,
primary packing, Warranty, Bad debt Interest Cost, efc.



ISSUES IN EXPENSE RECOGNITION

1. Doubtful Accounts -
« If firm sells goods on credit, may not be able to collect entire money as customers could default;
* Firm need to estimate bad debt expense under the matching principle concept and
« Firm recognize expense in the period of sale rather than a later period when it actually incurs.

2. Warranty expense -
« Matching principle requires firm to estimate expense, if firm provides a warranty to the customer and
« As such, firm recognize expense in period of sale rather than a later period when it actually incurs.

3. Depreciation and Amortization -
 Per year allocation of total cost of asset charged in the ratio of benefit received from the asset and
« Amortization is for intangible assets while Depreciation is for tangible assets:

IFRS US GAAP

Component Depreciation is required Not required

Annual review of residual value & useful life is required Not required

Cost model or Revaluation Model could be used Only Cost Model could be used



GROSS VERSUS NET REPORTING OF REVENUE

1. Gross Reporting -
* Sales and certain elements of COGS are reported separately and

* Sales are higher under this approach.

2. Net Reporting -
 Sales and certain elements of COGS are reported on Net basis (6ross sales - COGS) and

* Sales are lower under this approach.

« There is a tendency on part of the broker to use Gross Reporting in order to increase its size of the Income Statement.

* Criteria for Gross Revenue Reporting under US GAAP, if firm is -

1. Exposed to inventory and credit risk;

All criterions

2. Flexibility fo change and establish price;
to be met

3. Primary obligor under the contract

If ALL FOUR conditions are met, the broker is deemed to have become a QUASI-OWNER.




SUMMARY TABLE ON INVENTORY COSTING
METHODS

Description. Cost of Goods Sold Ending Inventory
When Prices Are When Prices Are

Rising, Relative to Rising, Relative to
Other Two Methods. Other Two Methods.

FIFO (first in, first out)  Costs of the earliest Lowest Highest
items purchased flow
to cost of goods sold
first.

LIFO (last in, first out) Costs of the most Highest Lowest
recent items purchased
flow to cost of goods
sold first.

Weighted average cost Averages total costs Middle Middle
over total units
available.



Accelerated

DEPRECIATION AND AMORTIZATION

1. Straight Line Method:

. Cost —Residual Value
Depreciation Expense =

Useful Life

2./ Diminishing Balance Method : -

Depreciation Expense = (Cost — Accumulated Depreciation ) x % of depreciation

3./ Double Declining Balance Method: -

Cost — Accumulated Depreciation) % 2

Depreciation Expense = ( Useful Life

4. Units of Production Method:

(Cost — Residual Value) x Units Produced
Overall production during service life

Depreciation Expense =



DEPRECIATION AND AMORTIZATION (CONT.)

All tangible assets Intangible assets

o ----

Examples Land Patent Goodwill

Amortization

Tested for Impairment only when there is a change in the business Tested for Impairment
environment Atleast annually




EXPENSE RECOGNITION: IMPLICATIONS FOR
FINANCIAL ANALYSIS

« CONSERVATISM should be used - recognizing expenses sooner rather than later;

 Estimates for Doubtful Debt and Warranties is subjective and will have an impact on net
income;

« Analyst should be mindful of any significant changes in estimates for warranty or doubtful
debt;

* Choice of method for Depreciation and Amortization will also impact net income; and

« While absolute quantification in different policies/estimates may not be feasible, analyst

should be able to comment on relative conservatism.



NON-RECURRING ITEMS

*  While analysing the financial statement from the purpose of FORECASTING them, it is imperative fo remove the effect

of once-off Incomes and Expenses.
« The objective of analyst is to create a sustainable base using which the forecasting can be done.

« There are three major category of non-sustainable items:
1. Discontinued Operations;
2. Extraordinary items and

3. Unusual or infrequent items.

1. Discontinued Operations -
* Part of business which management has disposed during the year or decided to part with;
« The modes of separation can be different - hiving it off, closure, de-merger, etc.;
« Discontinuation of any product or just one of the variant is not part of Discontinued Operations and

« It is mandatory for company to show these separately (net of tax) from continuing operations.



MASTER INCOME STATEMENT CHART

Revenue from the sale of goods and services XXX
(-) Operating expenses (COGS) (XX)
= Operating income from continuing operations (Contribution) XXX
+/(-) Other non-operating income and expenses XX
= Recurring income before interest and taxes from continuing operations (EBIT) XXX
(-) Financing costs (Interest Costs) (XX)
= Recurring income from continuing operations (pre-tax) XXX
+/(-) Unusual or infrequent items XX/ (XX)
= Pre-tax earnings from continuing operations (EBT) XXX
(-) Income tax expense (XX)
= Net income from continuing operations with Minority Interest (PAT with Minority) XXX
(-) Minority Interest (XX)
= Income from continuing operations (PAT After Minority) XXX

+/- Income from discontinued operations, extraordinary items, and cumulative effect of accounting  XX/(XX)
changes (all net of tax)

= Reported Net Income (Bottom Line) XXX




NON-RECURRING ITEMS (CONT.)

2. Unusual or infrequent items -

Items which are either UNUSUAL OR INFREQUENT.

Example: Gain (loss) from disposal of assets/subsidiary, impairments, integration expense, losses or slowdown of
operations due to natural disasters; restructuring costs; losses from the early retirement of debt; and plant
shutdown costs.

Under US GAAP: Tt is NOT mandatory for the company to show these separately (net of tax) from continuing

operations -
* Reported above the line i.e before pre-tax before net income from continuing operations and
* Analyst will have to find these from different sources of information.

Under IFRS: Items that are material and relevant for understanding the operations of the firm need fo be
disclosed separately from the main heading of expenses.

Analyst should decide whether to include these for forecasting the firm’s earnings.



MASTER INCOME STATEMENT CHART

Revenue from the sale of goods and services XXX
(-) Operating expenses (COGS) (XX)
= Operating income from continuing operations (Contribution) XXX
+/(-) Other non-operating income and expenses XX
= Recurring income before interest and taxes from continuing operations (EBIT) XXX
(-) Financing costs (Interest Costs) (XX)
= Recurring income from continuing operations (pre-tax) XXX
+/(-) Unusual or infrequent items XX/ (XX)
= Pre-tax earnings from continuing operations (EBT) XXX
(-) Income tax expense (XX)
= Net income from continuing operations with Minority Interest (PAT with Minority) XXX
(-) Minority Interest (XX)
= Income from continuing operations (PAT After Minority) XXX

+/- Income from discontinued operations, extraordinary items, and cumulative effect of accounting  XX/(XX)
changes (all net of tax)

= Reported Net Income (Bottom Line) XXX




CHANGES IN ACCOUNTING POLICIES AND
ESTIMATES

1. Accounting Policies/Principles: Accounting policies used for making accounts -
a) Depreciation - Straight Line Method (SLM) or Written Down Value (WDV); and

b) Inventory - Last In First Out (LIFO) or First In First Out (FIFO).

2. Prior Period Items: Mistakes done in past which were discovered in the current year -
« Bonafide in nature and

« Slipped everyone's attention including the auditor.

3. Accounting Estimates: Estimate/assumptions used for estimating any parameter whose exact value is not available at the time of accounting -
a) Salvage Value or Life of the long lived asset; and

b) Provision of doubtful debt as a % of Sales.



CHANGES IN ACCOUNTING POLICIES AND
ESTIMATES (CONT.)

1. Adjustment to be made in case of any change -

Accounting principles Prior period item Accounting estimates

_ _ l
V

Retrospective amendment Prospective amendment

2. Retrospective amendment: Restate earlier financial statements (reported ones) as well as future years; and

3. Prospective amendment: Make an adjustment for future years only.



NON-OPERATING ITEMS

1. Reported separately from operating income;

2. While IFRS doesn't give any definition, as per US GAAP, operating income are those regular activities which are neither

Investing nor Financing activities;
3. While Interest Received by a bank is an operating activity; it is a non-operating activity for a manufacturing company:;
4. Financing and Investing activities could be reported on a net basis;
5. Financing Income/Expense depends on capital structure of the company:;

6. Investing Income/Expense depends on nature and success of investing activities.



MASTER INCOME STATEMENT CHART

Revenue from the sale of goods and services XXX
(-) Operating expenses (COGS) (XX)
= Operating income from continuing operations (Contribution) XXX
+/(-) Other non-operating income and expenses XX
= Recurring income before interest and taxes from continuing operations (EBIT) XXX
(-) Financing costs (Interest Costs) (XX)
= Recurring income from continuing operations (pre-tax) XXX
+/(-) Unusual or infrequent items XX/ (XX)
= Pre-tax earnings from continuing operations (EBT) XXX
(-) Income tax expense (XX)
= Net income from continuing operations with Minority Interest (PAT with Minority) XXX
(-) Minority Interest (XX)
= Income from continuing operations (PAT After Minority) XXX

+/- Income from discontinued operations, extraordinary items, and cumulative effect of accounting  XX/(XX)
changes (all net of tax)

= Reported Net Income (Bottom Line) XXX




EARNINGS PER SHARE (EPS)

1. Complex Capital Structure: When company has issued some financial instruments (debt, preference shares, options, share warrants)

which are convertible into shares;
2. Basic as well as Diluted EPS are required to reported by the companies:

3. Basic EPS =  Earnings attributable to equity shareholders

W1td. avg humber of common shares outstanding
4. Earnings in the numerator is Net Income post-tax minus preferred dividends;

5. The number of shares outstanding during the year, weighted by the portion of the year (i.e., number of days) they were outstanding is

the weighted average number of shares;
6. New Shares issued for consideration are included from the date of issue;
7. We can calculate the weighted average on the basis of time-weighted average.
8. In case of stock split, reverse split or stock dividend, change is assumed from beginning of period -
O Stock dividend (or Bonus Shares): Distribution of additional shares in proportion to current no. of shares;
O Stock split: The division of each old (pre-split) share into more number of new (post-split) shares;

O Stock consolidation (reverse Split): The combining of each share into less number of new shares.



POTENTIAL SECURITIES AND DILUTED EPS

1. Potential securities: Securities which are non-equity in their current form but hold an option to be converted into Equity in future (as

per their legal terms) without paying any consideration.
2. Capital structure is called complex when it contains potential securities.
3. Example of Potential securities are:

Convertible debt;

Convertible preference shares and

Stock options and warrants.

Potential securities can be classified into 2 categories:

O Dilutive Securities -
Securities which have the effect of reducing the basic EPS when converted into equity;
DEPS needs to be calculated separately (Worst case scenario);
If there are no dilutive securities, DEPS = BEPS.

O Anti-dilutive Securities -

Securities which have the effect of increasing the basic EPS when converted into equity and

Must be ighored in calculation of DEPS.



STEPS OF CALCULATING DEPS

1. Identify the potential securities in the capital structure.
2. Classify these securities into (a) Dilutive and (b) Anti-Dilutive by the impact assessment.

3. Impact assessment - The process of finding out the change in the Nr and Dr of Basic EPS IF any potential security gets converted
(hypothetically) into Equity during the current year only.
(Always calculate dilution effect of each potential security separately).

4. Analysis
A. Result of impact assessment < BEPS ) Dilutive
B. Result of impact assessment > BEPS mm)  Anti-Dilutive

C. If Convertible Preference Shares/Bonds are converted into Ordinary shares, denominator will increase. Numerator will also
increase as company need not pay interest/dividend anymore.

Preferred dividend is not tax deductible, but the Interest on Debt is.

(Net income+After—tax interest on
convertible debt —Preferred dividends)
(Weighted average number of shares
outstanding+Additional common

shares that would have been
issued at conversion)

Diluted EPS =




IMPORTANT POINTS FOR DEPS (Stock Options)

« When the exercise price is less than the average (not closing) market price of the stock over the year stock options, then warrants

are considered to be dilutive

* Treasury Stock Method (allowed under both US GAAP and IFRS) - When a company has stock options, warrants, or their equivalents
outstanding, diluted EPS is calculated as if the financial instruments had been exercised and the company had used the proceeds from

exercise to repurchase as many shares of common stock as possible at the average market price of common stock during the period.

« Steps to use Treasury Stock Method(TSM): -

« Test of Dilution - Warranted will be considered dilutive if the average share price exceeds the strike price(k). NOTE - Ending

Price given in the question is not relevant.

« The TSM assumes that the proceeds raised by the exercise of the options/warrants is used to repurchase common shares at

Pyverage (average price), hence the adjustment to be done as below : - [Shortcut Formula]

Paverage -

No of shares = x No of warrants or options x No of shares per warrant or options

Paverage

These shares are directly added to the denominator
while calculating the diluted EPS.



Example on Stock Options/Warrants

Question — A firm has 10,000 warrants with 5 shares issued per
warrant. The end of the year share price was S 57, and the Exercise
Price is S 60. Suppose the average share price is S 80, what are the
number of dilutive Eq Shares ?



Answer

On exercise, Total Shares = 10,000 * 5 = 50,000 shares issued.
Proceeds received = 50,000 * 60 = S 3,000,000

Repurchase price [Avg Price] = S80

No of shares repurchased = 3,000,000/80 = 37,500
Adjustment = 50,000 - 37,500 = 12,500

Shortcut = [(80-60)/80] * 10000 * 5 = 12,500



Example

The following information is available on a company for the current year:
Net Income: $2,500,000

Average number of shares outstanding: 150,000

Convertible preferred shares outstanding: 5,000

Preferred dividend per share: S5

Each preferred is convertible into 5 shares of common stock
Convertible bonds, $100 face value per bond at 6% coupon: $60,000
Each bond is convertible into 20 shares of common stock

Corporate tax rate: 35%

The diluted EPS is closest to:

A. $13.38.

B. $14.29.

C. $15.29.



Diluted EPS:
Preferred
converted

NI
Preferred Dividends

After-tax cost of
interest .06 x
60,000 x (1-.35)

Numerator
Shares

Preferred
Converted shares

Bond converted
Denominator
EPS

Basic EPS

Diluted EPS:

2,500,000
(25,000)

2,475,000
150,000

150,000
16.5

Diluted EPS:
Bonds converted

2,500,000
(25,000

2,340

2,477,340
150,000

12,000
162,000
15.29

2,500,000

2,500,000
150,000

25,000

175,000
14.29

Both
converted

2,500,000

2,340

2,502,340
150,000

25,000

12,000
187,000
13.38



Example

Selected information of a company's common equity over the course of the year is
presented below:

Outstanding shares, at the start of the year: 3,000,000

Stock options outstanding, at start and end of the year: 100,000;

Exercise price: $10.00

New Shares issued on April 1: 500,000

Shares repurchased (treasury shares) on July 1: 100,000

Average market price of common shares for the year: $20/share

If the company's net income for the year is $5,000,000, its diluted EPS is closest to:
A. $1.50.

B. $1.48.

C. S1.46.



Answer

Incremental shares issued from stock option exercise (Treasury Stock Method):
[(20-10)/20] * 100000 = 50,000 shares — Eqn 1

Weighted average shares outstanding: -

Original shares = 3,000,000 [3,000,000 shares x 12 months/12 months] — Eqn 2
Shares issued, April 1 = 375,000 [500,000 shares x 9 months/12 months] — Eqn 3

Shares repurchased, July 1 = (50,000) [100,000 shares x 6 months/12 months] —
Egqn 4

Weighted average shares outstanding = 3,375,000
Diluted EPS
5,000,000 / 3,375,000 = $1.48/share



Share Information

Security Authorized | Issued & | Other features

outstanding
Common 500,000 300,000 Currently pays a dividend of $2 per share
Stock
Preferred 25,000 20,000 Nonconvertible, cumulative; pays a dividend
stock, type A of $6 per share.
Preferred 25,000 15.000 Convertible; pays a dividend of $7.50 per

stock. type B

share. Each share 1s convertible mto 2

common shares.

Additional Information:

Retained earnings at start of year = $5,000,000
Reported income for the year = $2,000,000

The diluted EPS is closest to:

A. $5.70.
B. $6.12.
C. $6.23.




Answer

Basic EPS Diluted EPS

Currently pays a

NI 2,000,000 2,000,000 dividend of $2 per
share

irefe“ed stock, type | 156.000) (120.000) 20.000 * $6

II;referred stock, type (112.500) 0 15.000 * $7.5

Earnings available to 1.767.500 1 880.000

common shareholder

Shares 300,000 300,000

Shares. 1f converted = 30.000 2 %= 15.000

Weighted average 300.000 330.000

common shares

EPS 5.89 5.70




COMMONS-SIZE ANALYSIS OF INCOME STATEMENT

Helps in comparison across companies (cross-sectional) and across time periods (time-series);

Helps in highlighting differences in company strategies;

Vertical Common-Sizing: Each component of Income statement is presented as a % of Sales;

Eliminates impact of size and helps in comparing companies of different scale and size.

Normal Income Statement Common Size Income Statement

2005 2004 2005 2004

Sales 19500 14800 100% 100%
COGS 14000 9800 72% 66%
Gross Profit 5500 5000 28% 34%
Taxes 2500 2000 13% 14%

Total Profit 3000 3000 15% 20%



INCOME STATEMENT RATIOS

* The net profit marginis:  ®)  NetProfit Margin - N;t Income
evenue
I:> Gross Profit Margin = Gross Profit
Revenue

* The gross profit margin is:
Operationg Income EBIT

|:> Operation Profit Margin = Or
Revenue Revenue
: EBT
m) PretaxMargin =
Revenue

* Other profitability ratios used to calculate the operating efficieny of
the company:



COMPREHENSIVE INCOME (Cl)

It is a measure that include all changes to equity other than owner's contribution and distribution to them.

« Statement of CI include both, Net Income & OCI. Presentation options include (IFRS+US GAAP):
1. Income Statement is reported as a separate statement after which Statement of CI begins OR;
2. There is ONE Statements which contains both Income Statement and OCI;
3. US GAAP only: OCI can be reported separately in Equity.

« CI does not include transactions with owners (issuing stocks, share re-purchase).

Other Comprehensive Income (OCI) -

1. OCT transactions do not enter income statement but affect equity directly:

2

[+ Foreign currency translation adjustments

| * Minimum pension liability adjustments

: * Unrealized gains and losses on cash flow hedging derivatives / Effectiveness of hedging
I * Unrealized gains and losses on Available-for-sale investments



