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HOW TO ANALYZE AN INCOME 
STATEMENT  

1.​ Revenue  
●​ Steady vs. Suspicious Growth: Healthy revenue growth is 

usually consistent and in line with industry trends. Be wary of 
implausibly high or sudden revenue spikes, especially in tough 
economic conditions or relative to peers. A sudden sales surge 
with no clear business driver can be a red flag for aggressive 
revenue recognition or one-off deals. 

●​ Recurring vs. One-Time Sales Mix: A higher proportion of 
recurring revenue (subscriptions, repeat services) signals more 
durable sales. For example, software/SaaS companies strive for 
~80%+ revenue from subscriptions for stability. Recurring 
MRR is valued because it’s predictable, whereas one-time or 
transactional sales are volatile. An increasing share of 
subscription or maintenance revenue is a positive sign, while 
heavy reliance on one-off large deals may be unsustainable. 

●​ Red Flags, Channel Stuffing & One-Offs: Watch for 
end-of-quarter “hockey stick” sales or unusual surges that 
might indicate channel stuffing (pushing excess product to 
distributors). Such unsustainable spikes often reverse later (e.g. 
a big Q4 bump followed by a slump). Also, if receivables 
balloon faster than revenue, it could mean revenue is recorded 
aggressively without cash to show for it. 

●​ Industry Growth Benchmarks: Gauge revenue growth against 
the company’s business model. High-growth tech/SaaS firms 
often sustain 20%+ annual growth (public SaaS companies 
averaged ~16% recently, with private ones ~30%). In contrast, 
mature sectors like utilities or consumer staples usually grow 
in low single digits (utility companies ~2–3% historically). 
Compare to peers: if a company’s growth far outpaces its 
sector with no new product or market explained, question if 
it’s pulling future sales into the present. (Cross-sector rule of 
thumb: In SaaS, the “Rule of 40” combines growth + profit margin ≥ 
40% as a sign of a healthy balance.) 

2.​ Gross Margin  
●​ Sector Gross Margin Ranges: Gross margins vary widely by 

industry. Software and SaaS businesses often have very high 
gross margins (~70–80%+) due to low cost of goods. By 
contrast, manufacturers or retailers have lower gross margins 
– e.g. heavy industrial manufacturing or steel can be ~15–30%. 
Always benchmark a company’s gross margin against its 
industry: a 40% gross margin might be fantastic for an auto 
parts maker but poor for a software firm. 

●​ Trends Signal Pricing Power: Stable or rising gross margins over 
time indicate the company can maintain pricing or reduce 

unit costs – a sign of competitive advantage or “moat.” 
Companies with true pricing power tend to keep margins 
steady even when input costs rise or in downturns. 
Conversely, eroding gross margin is often a warning: it may 
mean rising input costs (materials, labor) that the firm can’t 
pass on, or increased discounting due to competition. For 
example, a steady decline in gross margin could signal loss of 
pricing power or higher discounting to drive sales. 

●​ “Normal” Variability vs. Anomalies: Gross margin will 
fluctuate with product mix and input costs, but large swings 
deserve scrutiny. A one-time drop in gross margin might be 
explained by an inventory write-down or commodity price 
spike. In manufacturing, a sustained decline in gross profit 
margin is a red flag – it might mean raw material costs are up 
or the company had to cut prices. Heuristic: In many 
businesses, +/- a couple percentage points QoQ is normal, but 
a 5+ point swing should prompt investigation (Was there a big 
clearance sale? New product intro? Input cost shock?). 

●​ Gross Margin and Moat Strength: Higher gross margins 
relative to peers often reflect a stronger moat (unique 
product, brand premium, or cost advantage). Equally 
important is gross margin stability – a company with a durable 
competitive advantage can keep gross margins steady over 
years. If a firm’s gross margin is not only high but also 
consistent, it indicates solid pricing power and cost control. 
Conversely, if gross margin is both low and volatile compared 
to peers, the business may be in a commoditized market or 
manipulating costs. 

●​ COGS Red Flags: Unusual movements in cost of goods sold 
can hint at issues. For instance, a big jump in COGS (hitting 
margin) could mean an inventory write-down or cost 
inflation that wasn’t hedged. Repeated inventory write-offs 
will drag gross margin and are themselves a red flag for poor 
inventory management (recurring write-downs suggest the 
firm might be inflating profits and later correcting). Analysts 
also watch inventory levels relative to sales – if inventory is 
piling up, future gross margins may suffer (discounting or 
write-downs ahead). 

3.​ Operating Expense Heuristics (SG&A 
and R&D) 

●​ SG&A % of Revenue Benchmarks: Selling, General & Admin 
expense as a percentage of revenue should be contextualized 
by industry. Retailers often have SG&A around 20–25% of 
sales (store labor, rent, marketing). Manufacturing companies 
run leaner, SG&A maybe ~10–15% of revenue. Tech and SaaS 
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companies can have very high Opex – it’s not uncommon to 
see 40–50% of revenue spent on SG&A in high-growth SaaS 
(heavy sales & marketing to fuel growth). If a company’s 
SG&A ratio is way out of line with peers – e.g. a manufacturer 
with 30% SG&A or a retailer with 10% – it warrants a deeper 
look into why (are they inefficient, or accounting 
classifications different?). 

●​ R&D Investment Levels: R&D spending likewise differs by 
sector. The general rule: the more technologically intensive the 
industry, the higher the R&D as a % of revenue. Pharma, biotech, 
semiconductors, software often top the charts – double-digit 
R&D ratios (10–20%+ of sales) are common, and in 
biotech/pharma it can even approach 40% in cases. 
Meanwhile, industries like utilities or transportation typically 
have minimal R&D (1–2% of revenue or less). Thus, an 
experienced analyst checks if R&D spend is in a normal range 
– e.g. a tech company with virtually no R&D might be 
underinvesting (or capitalizing costs), whereas a low-tech 
distributor spending 15% on R&D would be very unusual. 

●​ Operating Leverage vs. Cost Creep: One key heuristic is to 
track how operating costs move relative to revenue. Ideally, as 
revenue grows, SG&A grows slower, indicating operating 
leverage (fixed costs spread out). For example, if revenue is 
+10% but SG&A is only +2%, that’s a sign of improving 
efficiency and margins. If revenue rises sharply but operating 
expenses don’t budge at all, be skeptical – normally some costs 
increase with sales volume. (Too-good-to-be-true margin 
jumps can flag aggressive cost capitalization or cuts that may 
hurt long-term.) Conversely, if SG&A is growing faster than 
sales consistently, it shows negative leverage or poor cost 
discipline. Analysts often calculate SG&A (or Opex) per 
revenue dollar over time – a declining ratio signals cost 
discipline, while a rising ratio could signal inefficiency or 
growth investments. 

●​ R&D Productivity Heuristics: It’s not just how much is spent 
on R&D, but how effective it is. One rule of thumb in tech is 
to examine revenue generated per R&D dollar. For instance, 
private tech firms often target an “R&D productivity factor” 
~1.7, meaning $1.70 in new revenue for every $1 of R&D spend 
as a benchmark of efficient innovation. A consistently low 
payoff from R&D (e.g. flat revenue despite big R&D budgets) 
can imply poor R&D allocation or that the company may be 
expensing R&D that actually builds future assets (which could 
be good, but hurts current earnings). On the flip side, 
extremely high revenue/R&D could mean underinvesting – 
milking past innovations without adequately funding future 
products. 

●​ Efficiency vs. Underinvestment: Be cautious when a company 
touts extremely low overhead or dramatic cost cuts. While 
lower SG&A improves short-term profits, below-industry 
operating expense can signal underinvestment. For example, if a 
software firm spends only 5% on R&D when peers spend 15%, 
it may boost current earnings but jeopardize future product 

pipeline. Similarly, a company slashing marketing to “improve 
efficiency” might lose competitive edge later. The heuristic: a 
balanced approach is best – compare SG&A and R&D ratios 
to peers to see if the company is an outlier. If they are far 
below in spending, question whether they risk long-term 
growth; if far above, question efficiency or whether it’s a 
deliberate investment phase. 

4.​ Operating Margin & EBIT Analysis 
●​ Normalized EBIT Margins by Industry: Profitability varies by 

sector, so always judge EBIT margins against the appropriate 
benchmarks. Mature manufacturers or supermarkets often 
have low single-digit operating margins (e.g. auto 
manufacturers ~3–5% EBIT margin in normal years). Banks 
and utilities also tend to have single-digit margins on an 
unlevered basis. In contrast, software, pharma, or other 
high-moat industries can sustain 20%+ operating margins. So a 
“good” EBIT margin is relative: 15% might be mediocre for a 
software firm but outstanding for a retailer. As a rule, analysts 
define “mid-cycle” or normalized margins for each industry to 
avoid being misled by cyclical peaks. 

●​ Sustainable vs. Cyclical Margins: Determine if current 
margins are at a normal level or part of a boom/bust cycle. 
Cyclical industries (commodities, semiconductors, etc.) see 
margins expand in boom times and shrink (or turn to losses) 
in downturns. A classic heuristic is to use average margins 
over a cycle. For example, if a steel company normally has 
~10% EBIT margin mid-cycle but is currently at 25% due to 
record steel prices, one should expect reversion as prices 
normalize. Likewise, if margins are unusually low (or negative) 
at the bottom of a cycle, that may not reflect the true earning 
power mid-cycle. In analysis, replacing current margins with a 
normalized long-term average gives a better sense of 
sustainable profitability. 

●​ “Adjusted” EBIT and One-offs: Scrutinize adjustments to 
operating profit. Many companies report “Adjusted EBIT” or 
EBITDA excluding “non-recurring” costs – but frequent or 
large adjustments are a red flag. Rule of thumb: If every 
quarter there are significant “one-time” add-backs 
(restructuring charges, stock-based comp, etc.), those costs 
may actually be recurring. A major warning sign is when 
non-GAAP (adjusted) earnings are rising while GAAP earnings and 
cash flows stagnate. This suggests the company is achieving 
targets only by stripping out expenses. Quality analysis will 
add back those “one-time” costs if they recur. Similarly, watch 
for gains included in EBIT (like gain on asset sales) being 
labeled as operating income – true EBIT should reflect core 
operations. 

●​ Scale & Margin Expansion: A key income statement heuristic 
is that growth should drive margin expansion in scalable 
businesses. High fixed-cost companies (software, 
manufacturing) exhibit operating leverage – once past 
break-even, additional sales yield disproportionately higher 
profit. For instance, a software company might see operating 
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margin improve by 4 percentage points when revenue grows 
20% due to fixed R&D costs being spread out. If a company’s 
revenue has grown substantially but operating margins haven’t 
improved at all (or worse, declined), it signals something is off: 
maybe they’re having to spend more to sustain growth (e.g. 
marketing costs surging), or costs are inherently variable. 
High operating leverage cuts both ways too – in downturns, 
profits can shrink faster. So, compare margin trends to 
revenue: expanding margins during growth confirm 
scalability, while flat or shrinking margins with growth mean 
either reinvestment (which could be fine if deliberate) or 
inefficiency. 

●​ EBIT Quality – Depreciation & Intangibles: Check what’s 
driving EBIT. If D&A (depreciation & amortization) is very 
high relative to EBIT, the company might have heavy capital 
costs – consider looking at EBIT before depreciation 
(EBITDA) for such capital-intensive firms. Conversely, 
companies with large amortization of intangibles might 
report low GAAP EBIT but higher cash earnings – analysts 
often use EBIT before those amortizations for comparability. 
The key heuristic is to distinguish cash operating performance 
from accounting effects. Always reconcile adjusted EBIT to 
GAAP and note if, for example, capitalizing costs (like 
development costs) is boosting EBIT artificially. 

5.​ Interest, Taxes, and Non-Operating 
Items 

●​ One-Time Gains/Expenses: Income statements often include 
non-operating line items (below EBIT) – these need careful 
attention. A classic heuristic is to remove one-time gains or losses 
to assess recurring profit. For example, a big “Gain on sale of 
assets” or favorable lawsuit outcome can inflate net income in 
one period. Analysts will note such items and typically 
exclude them in evaluating ongoing performance. If a 
company’s quarterly profit beat was driven by a large “other 
income” gain, that’s not sustainable. Red flag: heavy reliance 
on non-recurring gains (selling real estate, investments, etc.) 
to prop up earnings – it suggests core operations might be 
weak. 

●​ FX Effects and Other Noise: Companies operating globally 
may have foreign exchange gains or losses in other income. 
These can swing with currency moves and are usually not 
reflective of core business (except for currency management). 
As a heuristic, analysts often evaluate earnings before FX 
gains/losses. The same goes for accounting adjustments like 
changes in fair value of financial instruments – isolate these if 
they’re significant. A sudden jump in “Other income/expense” 
should have a clear explanation (FX swing, asset sale, 
investment income spike). Unexplained “other income” spikes 
are a red flag that maybe prior reserves are being released to 
boost earnings. 

●​ Effective Tax Rate (ETR): The tax line can provide clues. A 
normal effective tax rate is roughly the blended statutory rates 

of where the company earns its profits (often ~20–30%). If a 
firm consistently shows a very low ETR (single digits), 
investigate why – it could be shifting income to tax-haven 
jurisdictions, using net operating losses, or aggressive tax 
shelters. Low taxes boost short-term earnings but could signal 
risk if tax laws change. Also watch for big swings in the ETR 
year to year. For instance, a drop from 25% to 5% tax rate due 
to a one-time tax credit or deferred tax asset usage will flatter 
net income that period. Analysts often compute earnings on a 
normalized tax rate (e.g. apply 25% to pre-tax income) to 
compare underlying performance. Heuristic: An ETR far 
below peer average or oscillating greatly year to year is worth 
dissecting in footnotes for non-recurring tax items or audit 
issues. 

●​ Interest Coverage: To judge financial risk, use the interest 
coverage ratio (EBIT or EBITDA divided by interest expense). 
Rules of thumb: a coverage below about 1.5x is a major warning 
sign – meaning earnings aren’t comfortably covering interest 
obligations. A ratio below 1.0 means interest exceeds 
operating profit, indicating likely distress (debt is too high or 
earnings too low). Healthy companies typically have interest 
coverage of 3x or more (the higher, the better, as it provides 
cushion). If coverage is thin, expect scrutiny on the income 
statement for any “capitalized interest” or unusual income 
boosting EBIT. Also consider cash versus accrual: check 
interest paid in cash flow versus interest expense – large 
differences could imply capitalized interest or payment 
timing issues. 

●​ Non-Operating Recurring Items: Determine if supposedly 
non-operating items are actually recurring. For example, some 
companies have regular gains from investments or regular 
losses from equity affiliates – though “non-operating,” if they 
happen every year, analysts might treat them as part of 
normalized earnings. A common heuristic is to look back 4–5 
years: if a company always has some “unusual” charge or gain, 
then its earnings may be perpetually adjusted. This ties into 
earnings quality – truly one-off items should average out over 
time, whereas recurring “one-offs” are a sign management is 
categorizing normal costs (like restructuring or stock comp) 
as special. 

6.​ Earnings Quality & Cash Conversion 
●​ Net Income vs. Cash Flow (CFO): High-quality earnings are 

backed by cash. A quick check is the cash conversion: does 
operating cash flow (CFO) meet or exceed net income? 
Ideally, CFO should be equal or greater than net income over 
time (CFO/NI ratio ≥ 1). If reported earnings are rising but 
CFO lags behind or is consistently lower, that’s a warning 
sign of aggressive accounting or revenue/expense deferrals. A 
common rule is to be alarmed if CFO is less than ~80% of net 
income for an extended period. For example, if a company 
shows $100m in profit but only $50m in CFO, it may be 
recording revenue too early or deferring payables – the 
earnings may not be “real.” Consistently CFO > NI is a 
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hallmark of conservative accounting (recognizing costs early 
and revenue only when collected). 

●​ Accruals and Working Capital Red Flags: Earnings that rely 
heavily on accruals (non-cash components) are lower quality. 
Signs include a growing gap between net income and cash 
flow, or large buildups in working capital. For instance, if 
accounts receivable or inventory grow much faster than sales, 
it can indicate revenue that isn’t being collected (potentially 
dubious sales) or overproduction. A simple heuristic is the 
accrual ratio: (Net Income – CFO) / Total Assets – a high 
positive number means lots of accrual accounting (potentially 
aggressive). Also, check deferred revenue for subscription 
businesses – if deferred revenue is shrinking while reported 
revenue rises, the company might be pulling forward sales. 
Healthy growth companies often have CFO > NI due to 
upfront cash (deferred revenue increasing). Deteriorating cash 
conversion or unusual working capital swings (e.g., payable 
stretch or inventory build) are key warning signs for earnings 
quality. 

●​ “Smooth” Earnings vs. Volatility: Companies naturally have 
some earnings volatility due to economic conditions. If a 
company reports uncannily smooth, ever-increasing earnings with 
little variation, be skeptical. Over-smoothness can imply 
“cookie jar” accounting – holding back reserves in good 
periods to plug numbers in weak periods. For example, 
management might under-report earnings in one quarter 
(creating reserves) and release them in a later quarter to hit 
targets. Conversely, watch for sudden earnings reversals: a 
firm that beat earnings for 16 quarters in a row then has a 
huge miss may have been exhausting its accrual tricks until a 
point where it couldn’t anymore. Seasoned analysts check the 
variability of earnings relative to variability of cash flow – if 
earnings are much smoother than cash flow, earnings may be 
managed. 

●​ Quality of Earnings Metrics: There are a few quick metrics 
used: one is the quality of income ratio = CFO / Net Income. 
A ratio consistently <1 (especially <0.8) is a red flag, whereas >1 
is good. Another is the cash ROE vs ROE: if return on equity 
based on cash flow is far lower than that based on net income, 
the earnings might be inflated by accruals. Additionally, 
examine recurring non-cash charges (like stock-based comp, 
amortization of intangibles). While these are real costs, some 
companies emphasize an adjusted earnings number excluding 
them – if those costs are significant, it can mean GAAP 
earnings overstate true cash profits. High earnings quality 
companies typically have small differences between GAAP 
earnings and adjusted earnings and straightforward 
reconciliations. 

●​ Earnings “Red Flags” Checklist: To sum up earnings quality 
heuristics, a few pattern red flags: (a) Revenues growing much 
faster than cash receipts (could signal premature revenue). (b) 
Net income growing while operating cash flow flat or falling 
(possible accrual buildup). (c) Lots of non-recurring items 

every period (earnings management via the income 
statement). (d) Big jumps in other income or one-time gains 
used to hit earnings targets. (e) Frequent accounting policy 
changes or large estimate changes that boost profit (LIFO to 
FIFO switch, pension assumption changes, etc.). The more of 
these present, the lower the “quality” of the reported earnings. 
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