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By Trudy Shelley

M
anaging a busy medical
practice is not easy, con-
sidering the hectic sched-
ule of most physicians.
That’s why it is so impor-

tant for the physician owner(s) to receive
relevant and reliable information. Using
financial statements is essential to
understand what is occurring financially
within your practice; gone are the days
when simply being a good physician
would allow the practice to thrive. 

In this newly competitive environ-
ment, physicians must be effective busi-
nesspersons as well. To do so, you need
to make use of the same tools available
in the corporate world. The three main
financial statements are the balance
sheet, the income statement, and cash
flow statement. Following is a closer
look at the income statement, which can
provide information of how a practice is
doing from a profit perspective.

State the Income
An income statement compares a prac-
tice’s revenues or monies collected for
goods or services to the expenses
incurred during a specific period of time
in order to generate these revenues. The
format for income statements is straight-
forward and consistent across all types of
businesses, including a medical practice.
Revenue minus cost of goods sold equals
a company’s gross margin or gross prof-
it. Subtracting the operating costs from
the gross margin derives operating
income or net income. The following
formula summarizes this:

Gross Margin = Revenues - Cost of
Goods 

Net Operating Income = Gross Margin
- Operating Expenses

To maximize the value of your prac-
tice’s income statement when analyzing
your practice’s financial health, consider
using the acronym DTC. An income
statement that is Detailed, provides
Timely and Comparable (DTC) informa-
tion to previous periods, can be a power-
ful tool to easily assess a practice’s prof-
itability over a specific period of time. 

The following case study illustrates
the importance of DTC and how it can
help to maximize the utilization of your
practice’s income statement.

Case Study
Consider this real-life scenario: Dr.
Smith (fictitious name) is the owner of a
single-specialty medical practice, which
has shown significant growth over the
last few years, especially in revenue gen-

erated from cos-
metic procedures
and products.
Within the last
18 months, Dr.
Smith hired a
physician, an
additional mid-
level provider,
and expanded
the practice. To
a c c o m m o d a t e
these additional
providers and
services, Dr.

Smith leased an additional 1,000 square
feet of space adjacent to his existing
facility.

In February 2006, the physician con-
tacted me about the practice’s financial
performance for the prior year. He told
me that while revenues were up by
almost 25 percent compared to the pre-
vious year, the net income available to
him as an owner had decreased by
$185,000. He expressed that his office
manager could not explain the reason
for this situation, so I asked him to send
me the practice’s income statements for
the prior two years for analysis. Upon
reviewing the income statement, I
applied the DTC exercise to illustrate
improvements necessary to get a true
depiction of the practice’s financial
activity.

Detailed (Organized and Accurate): A
well-designed income statement must
reflect as accurately as possible the
sources of revenue. In Dr. Smith’s case,
revenue was listed as “Patient Fees,” with
no further detail. To be more useful, Dr.
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Smith’s revenue needed to be broken out
by the source of the revenue. For exam-
ple, the following categories could be
delineated: revenue generated by Dr.
Smith, revenue generated by the
employed physician and revenue gener-
ated by the mid-level provider.
Additionally, physician and mid-level
revenue could be further dissected to
include the following categories:
Medicare, other third-party plans, and
private pay. This type of detail provides
a clear picture of the source of revenue
and the performance of the practice’s
revenue producers.

Similarly, detailed and accurate ac-
counting of expenses is critical to under-
stand profitability for the period. In
reviewing Dr. Smith’s income statement, I
found several examples of expenses that
were dropped into broad categories. For
example, an expense category simply list-
ed as “office expense” had gone from
$43,000 for the year ending 2004 to
almost $260,000 in 2005. Originally, this
category included items such as dispos-
able office supplies that were put on the
practice’s credit card and paid off each
month. 

As the practice’s volume increased, and
the office manager found that vendors
and other companies that provided goods
and services to the practice accepted pay-
ment by credit cards, the credit card bal-
ance began to grow substantially. These
credit card expenses were automatically
dropped into the “office expense” catego-
ry. To use the credit card was acceptable,
but the items should have been entered
into their proper expense category instead
of entered as an office expense.
Additionally, there was a huge increase in
the expense category titled “insurance.” 

By expanding this line item of
expense into the different types of insur-
ance, i.e., malpractice insurance, health
insurance, etc., I was able to determine
that the increase was largely due to
health insurance provided to employees.
Now that the reason for the increase was

identified, Dr. Smith requested that his
office manager begin researching other
plans and options available to the prac-
tice. Finally, payroll was up by $180,000
in 2005. By listing employee payroll into
departments, i.e., administrative, patient
care staff, and back office, Dr. Smith was
able to identify and gain a better under-
standing of the increase in payroll. 

Timely: When talking with Dr. Smith
in February, I learned that he never
reviewed the practice’s income statement
until year-end. Throughout the year, he
would occasionally see reports generated
by his practice management software sys-
tem that showed collections were up over
the previous year. Without an accurate
understanding of expense outlays, he
assumed he would realize a significant
increase in profits as well. Hence, he had
an unfortunate surprise when his
accountant reported that the net income
available to him as an owner was actually
$185,000 less than in 2004.

Ideally, to manage the practice, Dr.
Smith should have required his office
manager to provide an updated income
statement within 10 days of the close of
each month. Additionally, Dr. Smith
needed to review the income statement
to understand what was generating the
most revenue and what items were caus-
ing the greatest expense. This type of
timely reporting and analysis is critical
to keeping your finger on the pulse of
your practice.

Comparative: You cannot look at the
income statement in a vacuum. Com-
parative analysis is necessary to clearly
see your practice’s financial picture. The
income statement should report the cur-
rent month and current year-to-date rev-
enues and expenses, as well as the same
month and year-to-date information for
the previous year. Line items of expense
should also be reflected as a percentage
of total income to facilitate efficient
analysis. A column added to the right of
the report that depicts the variance to
the same period of the prior year pro-

vides a comparative format that can be
more easily understood.

Even if Dr. Smith had looked at the
income statement on a regular basis
throughout the year without comparison
to the same period of the prior year, he
would have difficulty putting the infor-
mation in a context that was meaning-
ful. Just as important is a comparison of
the current operating results to the prac-
tice’s budgeted amounts. This compari-
son would allow Dr. Smith to identify
and research any aberrant amounts listed
in the revenue or expense categories.

Clear Picture
When it comes to financial reports like
the income statement, the knowledge
you derive is only as good as the infor-
mation it contains. In order to develop a
clear picture of your practice’s financial
health, make sure you follow the DTC
exercise: Detailed (line items that accu-
rately reflect revenue generation and
expense attribution; Timely (at a mini-
mum, a monthly income statement
should be generated and reviewed 10
days after the close of the month); and
Comparative (to track trends and finan-
cial progress, you must use the same data
recorded for prior months and the prior
year or budgeted amounts to put the
numbers into the proper context). 

The income statement is an impor-
tant resource for physicians managing a
practice. When used correctly, it is a
powerful tool that can help shape the
decisions necessary to keep a practice on
course.  PN
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