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Income Statement Classification

The income statement of International Business Machines Corp. (IBM) for the third quarter of 1999 is presented below.

                   INTERNATIONAL BUSINESS MACHINES CORPORATION

                            AND SUBSIDIARY COMPANIES

                       CONSOLIDATED STATEMENT OF EARNINGS

                                   (UNAUDITED)

(Dollars in millions except          Three Months Ended   Nine Months Ended
per share amounts)                      September 30,       September 30,
                                     ------------------   -----------------

                                       1999       1998      1999      1998

                                     -------    -------   -------   -------

Revenue:

Hardware                             $ 8,840    $ 8,920   $26,803   $23,952

Global Services                        7,898      7,046    23,436    20,356

Software                               3,010      2,808     9,056     8,318

Global Financing                         774        679     2,222     2,110

Enterprise Investments/Other             622        642     1,849     1,800

                                     -------    -------   -------   -------

Total revenue                         21,144     20,095    63,366    56,536

Cost:

Hardware                               6,610      6,101    19,559    16,667

Global Services                        5,715      5,222    17,003    14,917

Software                                 567        544     1,642     1,632

Global Financing                         335        351       978     1,108

Enterprise Investments/Other             353        410     1,138     1,149

                                     -------    -------   -------   -------

Total cost                            13,580     12,628    40,320    35,473

                                     -------    -------   -------   -------

Gross profit                           7,564      7,467    23,046    21,063

Operating expenses:

Selling, general and administrative    3,501      4,057    10,284    11,588
Research, development and

  engineering                          1,383      1,240     3,857     3,639

                                     -------    -------   -------   -------

Total operating expenses               4,884      5,297    14,141    15,227

Operating income                       2,680      2,170     8,905     5,836

Other income, principally interest       134        122       423       402

Interest expense                         185        160       556       500

                                     -------    -------   -------   -------

Income before income taxes             2,629      2,132     8,772     5,738

Income tax provision                     867        638     3,149     1,756

                                     -------    -------   -------   -------

Net income                             1,762      1,494     5,623     3,982

Required:

1. Compute the ratio of selling, general, and administrative expenses-to-total revenue for the 3- and 9-month periods ending 9/30/99. What do these ratios imply?

2. The following disclosures are made elsewhere in IBM's quarterly report.

Sale of the Global Network. In December 1998, the company announced that it would sell its Global Network business to AT&T for $5 billion. The IBM Global Network generated revenues of approximately $1.2 billion in 1998.

During the third quarter of 1999, the company completed the sales of its Global Network business in 34 countries for approximately $727 million, bringing the year-to-date total to 38 countries and $4,919 million. More than 5,100 IBM employees joined AT&T as a result of these sales.

The company recognized a pre-tax gain of $586 million on the third-quarter sales ($366 million after tax, or $.19 per diluted common share). The net gain reflects dispositions of Plant, rental machines and other property of $62 million and contractual obligations of $79 million.

Selling, general and administrative expense for the third quarter and first nine months of 1999 decreased 13.7 percent and 11.2 percent, respectively, from the same periods in 1998. The decrease in the third quarter of 1999 was primarily driven by the net pre-tax benefit…associated with the sale of the Global Network…The decrease in the first nine months of 1999 reflects the net pre-tax benefit of $2,066 million associated with the sale of the Global Network…

Where in a multi-step income statement should a gain on the sale of a business be reported?

3.
Recompute the ratio of selling, general, and administrative expenses-to-total revenue for the 3- and 9-month periods ending 9/30/99 after eliminating the gain on the sale of the Global Network. How is your inference from part 1 altered?
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