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CHAPTER 01

Introduction: Two Numbers, Two Stories

If you only glance at one number on your income statement, you're seeing a fraction of the picture.
Gross profit and net income each tell a different — and equally important — story about your
business.

Ask most business owners how the company is doing and you'll get an answer rooted in revenue: "Sales are
up.” But revenue alone says nothing about what it costs to generate those sales, and even less about what's left
after every bill is paid. That's where gross profit and net income come in.

Gross profit tells you whether your core operation — making, buying, and selling your product or service —
is fundamentally sound. Net income tells you whether the entire business, overhead and all, actually makes
money at the end of the day. Together, they work like a doctor's blood pressure reading and a cholesterol
panel: one isn't a substitute for the other. Understanding the relationship between them is the single most
powerful diagnostic skill a business owner can develop.

WHAT YOU'LL LEARN IN THIS EBDOK

01 Introduction: 02 Gross 03 MNet 04 Key 05 Why 06 Why 07 Common 08 Real- 09 How
Two Numbers, Profit Income  Differences Gross Net Misconceptions  World TLC
Two Stories Defined Defined ataGlance Profit Income Scenario  Business
Matters  Matters Solutions
Helps

KEY TAKEAWAY

Gross profit measures the efficiency of your core operations. Net income measures the profitability of
your entire business. You need both to know the full story.
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CHAPTER 02

Gross Profit Defined

Gross profit is the money left over after you subtract the direct costs of producing your goods or
services from your revenue. It is the first and most fundamental measure of whether your core
business model works.

THE FORMULA

Gross Profit = Revenue - Cost of Goods Sold (COGS)

What It Reveals

Gross profit answers a deceptively simple question: Does it cost you less to produce your product than you
charge for it? If yes, you have a viable core operation. If no, no amount of cost-cutting elsewhere will save the
business — the model itself is broken. Specifically, it tells you about two things:

Production efficiency — How well you manage the direct costs of labor, materials, and manufacturing.
Rising gross profit means you're producing more economically; shrinking gross profit means costs are
creeping up or waste is growing,

Pricing strategy — Whether your prices adequately reflect the cost of what you sell. If revenue rises but
gross profit falls, your pricing hasn't kept pace with your costs — a classic and dangerous pattern.
SIMPLE EXAMPLE — MAPLE & OAK FURNITURE CO.

Revenue (sold 100 tables at $500 each) $50,000

Cost of Goods Sold (woed, hardware, direct labor) $28,000

Gross Profit $22,000

Gross margin = 522,000 + $50,000 = &&%. For every dollar of sales, Maple & Oak keeps 44 cents to cover overhead

and, ho,

WHERE IT SITS ON THE INCOME STATEMENT

Gross profit appears near the top of the income statement, immediately after revenue and COGS. It
represents the "top half" of your profitability picture.
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CHAPTER 03

Net Income Defined

Net income is the bottom line — what remains after every single expense has been deducted from
your revenue, It answers: "Did the business make money?”

THE FORMULA

Net Income = Revenue - Total Expenses

"Total expenses” is the key phrase. Unlike gross profit, which only subtracts direct production costs, net
income subtracts everything: COGS, operating expenses (rent, utilities, marketing, admin), non-production
salaries, interest on loans, depreciation, and taxes.

What It Reveals

Net income reveals overall profitability — whether the business generates wealth or consumes it. Positive
net income means the business is self-sustaining. Negative net income (a net loss) means the business is
spending more than it earns, and that gap must be funded from savings, loans, or owner contributions.

CONTINUED — MAPLE & OAK FURNITURE CO.

Gross Profit (from previous example) $22,000
Operating expenses (rent, utilities, marketing, admin) $14,000
Interest on equipment loan $1,200

Taxes $2,000

Net Income $4,800

Net m n = $4,800 + §50,000 = 9,6%. Of the S22 000 in gross profit, overhead, interest, and taxes consumed $17,200

155 than a dime per dollar of sales as true profit.

WHERE IT SITS ON THE INCOME STATEMENT

Net income is the literal bottom line — the last number on the income statement. It flows into retained
earnings on your balance sheet and is the figure lenders, investors, and the IRS care about most.
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CHAPTER 04

Key Differences at a Glance

The fastest way to understand these two metrics is to see them side by side. Here's how gross profit

and net income compare across the dimensions that matter most.

Dimension

What it measures

Formula

Where it appears

What it ignores

Healthy signal

Unhealthy signal

Who watches it

Gross Profit

Efficiency of your core production — how
profitably you make and sell your product.

Revenue - COGS only

Top of the income statement, just below
revenue and COGS.

Overhead, salaries, rent, interest, taxes —
everything except direct production costs.

A gross margin that holds steady or grows,
meeting or beating industry benchmarks.

Shrinking gross margin — costs rising faster
than prices, or discounting eroding margin.

Operations managers, production leads,
pricing strategists.

The Income Statement Waterfall

Net Income

Overall profitability of the entire
business after every cost is paid.

Revenue - All expenses (COGS,
operating, interest, taxes)

The bottom line — the very |ast figure
on the statement.

Nothing — it accounts for every dollar
spent.

Consistently positive net Incorme with a
margin that survives seasonal dips.

Net loss, or net income far below what
gross profit would suggest.

Owners, lenders, investors, tax
authorities.

Revenue cascades down, with each layer of cost taking a bite, until what remains is net income.

- COGS

= Gross Profit

- Operating Exp.

- Interest & Tax

= Net Income

Each green bar is money retained, each red bar is money subtracted. Net

HOW REVENUE BECOMES NET INCOME

Total Sales

Direct production costs

Left for overhead & profit

Rent, salaries, marketing

Debt & tax

The true
bottom line

TLC Business Solutions - Financial Foundations
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53,200

$4,800
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CHAPTER 05

Why Gross Profit Matters

Gross profit is the foundation everything else is built on. If the core operation doesn't generate a
surplus, no amount of overhead trimming will produce lasting profit.

Pricing Strategy Insights

Your gross margin is the most honest feedback you'll ever get on your pricing. If you raise prices and gross
margin climbs, your market accepts the value you deliver. If you raise prices and volume drops, you may
have hit a ceiling. Tracking gross profit over time lets you test and refine pricing with real data rather than
guesswork.

Production Cost Management

Gross profit isolates your direct costs — materials, labor, manufacturing — from everything else. When gross
margin shrinks, you know exactly where to look: supplier prices, labor efficiency, waste, or product mix. It
turns a vague sense that "costs are up” into a targeted investigation.

Benchmarking Against Industry Standards

Gross margins vary enormously by industry. A grocery store might run 25%, a software company 80%, a
restaurant 60%. The absolute number matters less than how you compare to peers. If your gross margin trails
your industry average, there is almost certainly a fixable inefficiency in your operation.

Waming Signs What It Usually Means

+ Gross margin shrinking quarter over quarter » Production costs outpacing price increases
Revenue growing but gross profit flat or falling + Price erosion or competitor discounting
Rising material costs not passed through in = Supplier dependency without alternatives

pricing Pricing set by hope, not by cost-plus logic
+ Discounting becoming a habit, not a strategy

THE TLC PERSPECTIVE

When gross profit shrinks, the cause is almost never a single event — it's a slow drift. Regular monthly
review catches the drift while it's still a small, fixable gap rather than a crisis. This is one of the first
things we examine in every client review.
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CHAPTER 06

Why Net Income Matters

If gross profit is the engine, net income is whether the car actually arrives. A brilliant core operation
buried under crushing overhead is still a business that loses money.

Overall Business Sustainability

Net income determines whether your business can sustain itself without constant infusions of owner cash or
debt. Consistently positive net income builds retained earnings, strengthens your balance sheet, and creates
the reserves that carry you through slow seasons. Consistently negative net income drains reserves and
pushes the business toward insolvency.

Investor and Creditor Decision-Making

Banks look at net income to assess your ability to repay loans. Investors look at its trajectory to judge whether
the business is a worthwhile place for capital. A strong gross profit paired with weak net income tells a lender
your problem is overhead, not your product — and they'll price your risk accordingly.

Tax Implications

Net income is the starting point for your tax bill. Understanding what drives it — and managing the timing
and classification of expenses legally and strategically — is one of the most impactful things a business
owner can do. This is where professional accounting pays for itself many times over.

Healthy Signals Warning Signs

Net income positive across most months - Strong gross profit but weak or negative net

Net margin consistent with industry norms Income

Net income growing in step with gross profit Net income swinging wildly month to month

Reserves building, not shrinking, year over year Overhead growing faster than revenue

Dependence on one-time gains to show a profit

THE GAP THAT MATTERS MOST

The space between gross profit and net income is where overhead, interest, and taxes live. When that gap
is wide and growing, your core operation may be healthy but your business is not. That gap deserves as
much attention as either number alone.
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CHAPTER 07

Common Misconceptions

Even experienced business owners fall into these traps. Each one can lead to costly decisions made
on incomplete information,

MYTH £1
"Our gross profit is strong, so we must be profitable.”
REALITY

A healthy gross profit only means your core operation generates a surplus. It says nothing about whether
overhead, loan interest, and taxes consume that surplus entirely. We've seen businesses with excellent gross
margins operate at a net loss because rent, staffing, and debt service swallowed every dollar. Gross profit is
necessary for profitability, but it is not sufficient.

MYTH 2
"Net income is all that really matters.”

REALITY

Net income tells you the outcome but not the cause. A business can show decent net income one year because it

slashed marketing and deferred maintenance — decisions that hurt future revenue. Without watching gross
profit, you can't tell whether net income is built on a strong core or on luck and short-term cuts.

MYTH #3

"As long as revenue is growing, the numbers will work out.”

REALITY

Growth can mask a deteriorating core. If your gross margin is shrinking — from discounting to win volume or

costs rising faster than prices — growth in revenue can actually accelerate your losses. More sales of a
progressively less profitable product scales a problem, not a solution.

MYTH #4

"The gap between gross profit and net income doesn’t need monitoring.”

REALITY

That gap is your overhead. A widening gap — even when both numbers stay positive — signals your cost

structure is growing faster than your core operation can support. Left unchecked, it's the slowest and most
easily missed path to a cash crisis.
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CHAPTER 08

Real-World Scenario

Let's walk through two small businesses. Each looks healthy on the surface — and each hides a very
different problem.,

Scenario A: Bluebird Bakery — Strong Gross Profit, Weak Net Income

Bluebird Bakery has a loyal following and a gross margin most food businesses envy. But the owner is
perpetually short on cash. Here's why:

Line Item Amount

Revenue $120,000

Cost of Goods Sold (ingredients, packaging) §42,000

Gross Profit (65% margin — excellent) $78,000
Rent (prime downtown location) 530,000
Staff wages (3 part-time employees) §34,000
Marketing, utilities, insurance §12,000
Equipment loan interest $3,500

Taxes $1,000

Net Income -$2,500

The diagnosis: The bakery's core operation is outstanding — a 65% gross margin is exceptional. But
overhead, particularly rent and staffing, consumes the entire surplus and then some. The fix is not in the
kitchen,; it's in the cost structure. Renegotiating rent, scheduling staff more tightly, or raising prices slightly
would flip this business to profitability.

Scenario B: Summit Gear — Healthy Net Income, Shrinking Gross Profit

Summit Gear, an outdoor equipment retailer, shows a comfortable net income this year. But the owner should
be worried:
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Line Item

Revenue $200,000 $180,000

Cost of Goods Sold $150,000 $120,000

Gross Profit (margin) $50,000 (25%) $60,000 (33%)
Operating expenses $32,000 $33,000

Interest & taxes 56,000 $6,000

Net Income $12,000 $21,000

The diagnosis: Revenue grew and the business is still profitable — so it looks fine. But gross margin collapsed
from 33% to 25%, and net income fell by nearly half. The cause: aggressive discounting to drive volume plus
rising supplier costs not passed on. If this trend continues, gross profit won't cover overhead at all. The fix is
in pricing and supplier management — and it needs to happen now.

THE LESSON

Bluebird Bakery's problem was invisible if you only watched gross profit. Summit Gear's problem was
invisible if you only watched net income. Neither number alone tells the truth — you need both, and you
need to watch the trend, not just the snapshot.

TLC Business Solutions - Financial Foundations
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CHAPTER 09

How TLC Business Solutions Helps

Reading your numbers is the first step. Acting on them — with accurate books, strategic insight, and
predictable costs — is where TLC Business Solutions comes in.

For over 30 years, TLC Business Solutions has helped small business owners in Ukiah and across California
remove anxiety and unpredictability from their finances. We do the job right the first time — backed by a
billing model designed to give you complete cost certainty.

30+ Flat $600K+

YEARS OF EXPERIENCE RATE BILLING ERRORS FOUND & FIXED

Comprehensive Services Under One Roof

01 02 03

Accounting & Bookkeeping Tax Services Payroll

Full-service or after-the-fact Preparation and e-filing of business Full-service payroll with tax filing,
bookkeeping, A/R, AP, and clean and personal returns (1120, 11208, W-2s, 10995, and direct deposit —
financial statements you can trust. 1065, 1040) with statement review. paydays without the headache.

04 05 06
Financial Consulting Business Management Consulting Flat-Rate Billing

Custom spreadsheets, cash flow Operational bottlenecks, process Phone calls, troubleshooting, and
analysis, and insight to turn gross streamlining, and creative problem- reviews never cost a penny more.
profit and net income into action. solving at the root cause. Predictable support, every time.

WHY THE FLAT-RATE MODEL MATTERS

Hourly billing punishes you for asking questions — exactly the behavior that leads to better financial
decisions. Our flat-rate model means you can review a worrying trend or plan for tax season without
watching a meter run. It's accounting designed to be used, not rationed.
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CHAPTER 10

Conclusion & Next Steps

Gross profit and net income are not competing numbers — they're partners. Together, they tell you
whether your core operation is sound and whether your business as a whole is sustainable. Apart,
each tells only half the story.

What to Do Starting Now

+ Review both numbers monthly, not just at year-end. Trends are visible in months, not in annual
snapshots.

Track your gross margin as a percentage, not just gross profit dollars. The percentage reveals efficiency;
the dollars reveal scale.

- Watch the gap between gross profit and net income. A widening gap is the earliest warning of overhead
trouble.

Benchmark against your industry. Knowing whether your margins are normal for your sector turns raw
numbers into actionable insight.

- Get professional eyes on your books. The cost of an error or a missed trend almost always exceeds the
cost of good accounting.
Ready for a Financial Health Check?

The most valuable thing you can do with this ebook is simple: put it down and look at your own numbers. If
you're not sure what they're telling you — or if what they're telling you is worrying — that's exactly when a
conversation with a trusted accountant pays for itself.

Let's Look at Your Numbers Together

TLC Business Solutions offers a financial health check that examines your gross profit, net income, and
the all-important gap between them — then translates the findings into ¢ al steps. No
jargon, No houtly billing. Just straight answers from 30+ years of experience helping businesses li
yours thrive.

- Ukiah, California 95482
Phone: 916.596.0 - Email: tena zbusinesssolutions.com - Web: ticbusinesssolutions.com

prehen Financial Management & | Services — Flat-Rate Billing,
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