DECIPHERING

INCOME

STATEMENTS

By being able to read them
effectively, you can chart
the course and future of
your business.

by Dan Sautner
Padgett Business Services

® The statement on this page can be
called an income statement, a statement of
operation, a profit-and-loss (P&L), or the
simple revenue and expense. They all tell
the same thing: financial results of operat-
ing the business for a specified period of
time.

The second line uses the phrase “for
the 5th month Ended 05/31/91." This
phrase gives you the period of time under
consideration. The statement shows the
current period (May) and the year-to-date
totals. In an annual statement, vou may
see this year and last year, which titles will
note,

Sales—Statements always start with
sales, followed by expenses. “Sales” lines
tell you the composition of the business in
terms of gross dollars.

In the example, sales are essentially

based on providing services rather than
products, You might ask vourself, “Can the
company do better with product sales?” or
“Is that an area that can be expanded?” or
“Should we ignore product sales altogeth-
er?” The low product sales should also
indicate a low inventory of product. The
sample statement groups together the sup-
plies and the costs of these sales.
Expenses—In this sample, ex-penses
are organizeded by type. On some state-

ments, they
can be listed
alphabetically;
on others, from
largest to smallest
in dollar value.

Expenses are
aligned into three
types:

Variable costs vary
with the level or volume
of business. Labor, for
instance, is included here.

In our sample, the year-
to-date labor expenses, as a percentage of
sales, is higher than the current period. It
would seem that the volume is reaching a
level where the labor costs are incremen-
tal. This means that we have passed the
base sales and the expense should fluctu-
ate with volume. If the percentage is errat-
ic, or constantly shrinking, it could mean
that you are under- or over-staffed.

Labor is the largest item on this
income statement; that alone means we
should examine the return on this expense
very closely.

Fixed costs tend to remain the same,
within certain wide ranges of volumes. The
rent expense, for example, is unlikely to
change until such time as more space is
needed.

Look at the fixed components of cost to
determine the base level of sales that this
business can be supported on. Look also in
terms of the highest level of business that
can be done before an expansion of fixed
costs is necessary.

Discretionary costs occur as the result
of a specific purpose. In our example,
advertising is listed as discretionary. These

costs

should be

reviewed in terms of

their ability to help the com-
pany grow.

What the amount will not show vou is
how effective the expenditure was. When
reviewing these lines, try to understand
why the money was spent and what it was
meant to achieve. Think in terms of long-
and short-term effectiveness.

Compared to most income statements,
the one on this page is simple. In this
statement, we have shown clear-cut divi-
sions among the three types of expenses.
The reality is that every expense is inter-
related.

The bottom line—Here is where the
sum of activity shows. Is the company
profitable? If the statements says “yes,”
make sure to recognize that this is an
accounting profit. Adding back deprecia-
tion will give you a close look at cash prof-
its. By better understanding your tax situa-
tion, there may be a third type, the taxable
profit.

At any rate, strive to be profitable and
let accountants sort out the rest.

—Dan Sautner is chairman of Padgett
Business Services, Atlanta, Ga. This article
is one in a series he is writing specifically
for LANDSCAPE MANAGEMENT.
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