
Equity:  is the difference between a company’s assets and its liabilities. It is generated from the two following 
sources:  

o Retained earnings (including reserves)  
o Contributed equity 

 
§ Retained earnings is the amount of equity a company generates by being profitable and retaining those 

profits in the business.  
§ Contributed equity is the amount of equity a company generates through the ale of shares to investors.  
§ Such equity is referred to as share capital 
 
 
The statement of comprehensive income  
 
The statement of comprehensive income is a financial statement that summarises a company’s revenues and 
expenses over a period of time.  
 
§ Companies generally use one of two forms for their statement of comprehensive income  

o A single step statement  
o Multi step statement.  

 
A single step statement of comprehensive income calculates total revenues and total expenses and then 
determines net income in one step by subtracting total expenses from total revenue. 
§ The major advantage of a single step statement is its simplicity.  
 
A multi step statement of comprehensive income calculates income by grouping certain revenues and 
expenses together and calculating several subtotals  of income. These subtotals provide information on the 
profitability of various aspects of the company’s operations.  
 
Income Subtotals  
§ While most companies prepare multi-step statements, there is some slight variation in how they are 

prepared.  
 

Most include the following four subtotals of income: 
o Gross profit  
o Profits before income tax expense  
o Other comprehensive income  
o Total comprehensive income.  

 
Gross Profit / Gross margin  
 
§ In a multi step statement, sales revenue is listed first  
§ Sales revenue, which is revenue from sale of goods is the resources the company generates during a period 

from selling its inventory  
§ Listed next to is cost of sales  
§ Cost of sales /cost of goods sold – represents the cost of the inventory that was sold during a period.  
§ Subtracting cost of sales from net sales gives gross profit  
 
Gross Profit: represents the profit that a company generates when considering only the sales price and the cost 
of the product sold. It therefore represents the gross dollar mark-up that a company is able to achieve when 
selling its inventory.  
 
Profit before income tax 
§ Operating expenses are the expenses that a company incurs during normal operations.  
§ Such expenses are recurring meaning that they are incurred year after year as the company runs the 

business.  
§ Examples include advertising, salaries and depreciation  
 
 
 
 



Profits before income expenses 
 
§ Gross profit less operating expenses yields profit before income tax expense.  
§ This represents the profit tat a company generates when considering revenues and expenses except for 

income tax.  
 

Other comprehensive income  
§ Comprehensive income includes movements in equity that are not part of the realised gains or losses in 

profits. These can include unrealised gains or losses in foreign exchange contracts.  
§ The AASB101 Presentation of Financial Statements requires the disclosure of comprehensive income items 

in the statement after the profit and loss section.  
 
Horizontal and vertical analyse  
 
Horizontal analysis: is a method of analysing a company’s account balances over time by calculating absolute 
percentage changes in each account.  
 
§ It is normally conducted on both the statement of financial position and comprehensive income.  
§ As a result very useful in identifying promising or troubling trends in the company  
§ Called ‘horizontal’ as the calculation compares an accounts balance across the columns of yearly data  
§ To facilitate this analysis, dollar and percentage changes are calculated on each item within financial 

statements. 
§ Issues related to horizontal analysis  

o Horizontal analysis of financial statements can and should include more than just 2 years of data.  
o Many annual reports include, as supplemental information, up to 10 years of financial data. Using 

these supplemental reports, readers of financial statements can perform trend analysis.  
o Decision makers can use trend analysis to build prediction models to forecast financial performance in 

the future. Trend analysis can also be used to identify problem areas by looking for sudden or 
abnormal changes in accounts. 

 

 
Vertical analysis : is a method of comparing a company’s account balances within one year. It is normally 
conducted on both the financial position and comprehensive income.  
 
§ The analysis is calculated by dividing each account balance by a base account, yielding a percentage.  
§ The product of a vertical analysis is sometimes called a common size financial statement.  
§ Vertical analysis compares financial statements of different companies and financial statements of the same 

company across time after controlling for differences in size.  
§ When comparing companies of different sizes, it is useful to standardise the statements. 
§ Vertical analysis is a method of comparing a company’s account balances within one year.  
§ It also is normally conducted on both the statement of financial position and the statement of comprehensive 

income 
 

A common sized financial statement is a statement in which all accounts have been standardised by the overall 
size of the company.  
 
§ Common size statement are very useful because they allow investors and creditors to determine the 

importance of each account to the overall company and to compare that importance to other company’s, 
even those of vastly different sizes.  

§ Common-size financial statements are statements in which all items have been restated as a percentage of a 
selected item on the statements.  

	  

 Horizontal analysis : 
	  

Dollar change in account balance = current year balance – prior year balance 
 

Percentage change in account balance = dollar change / prior year balance 


