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ABSTRACT
This study investigates whether a firm’s financial strength, as measured by its net
profit margin (NPM) and return on net operating assets (RNOA), is an indicator of its
likelihood to capitalize on the accretive effects of gift card breakage income. Results
using 45 US publicly traded retail firms for the period 2002 – 2011 finds that retailers
with lower profit margins and retailers with lower returns on net operating assets
recognize more breakage income than their stronger retail counterparts, suggesting that
financially weaker retailers are more likely to use breakage income to improve their
financial results. The findings hint at earnings management. The results should be
informative for financial analysts who are responsible for evaluating the quality of
earnings and for accounting standard setters responsible for establishing treatment
guidance.
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INTRODUCTION
Gift cards represent significant sales for retail firms. CEB TowerGroup (2013) estimates
that sales of closed-loop gift cards in the retail trade sector will increase to $80 billion in 2016,
up from just $60 billion in 2008. A surprising by-product of gift card programs is breakage.
Breakage represents the unredeemed portion of gift card sales (Kile & Wall, 2008) and occurs
when gift cards are lost, or when consumers elect to partially redeem or never redeem their gift
cards. While there is no official estimate of breakage, some calculate that breakage is $2 - $7
billion annually (see e.g., O’Connell, 2010; TowerGroup, n.d.; “States Find Jackpot,” 2012).
It is widely understood among accounting practitioners that the sale of a gift card should
not be immediately recorded as revenue; instead, it should be considered both a receipt of cash
and the assumption of a liability, which is called deferred revenue. Upon redemption, the liability
is removed from the balance sheet, revenue is recognized, and a product or service is delivered.
However, an accounting conundrum exists for unredeemed gift cards; that is, when is the
earnings process complete for an unredeemed gift card and therefore recognizable in financial
statements (Marden & Forsyth, 2007) as breakage? On one hand, it could be argued that the
earnings process is not complete until a gift card is redeemed; therefore unredeemed balances
should remain on the balance sheet as indefinite deferrals. In contrast, it could be said that it is
necessary to keep the balance sheet up to date so as to reflect the true liability of future gift card
redemptions; therefore, it is necessary to remove unused balances when it is determined that the
gift card balances will not be redeemed. Both arguments have merits, but regardless of the
approach, the answer to this accounting puzzle is left solely to managements. Importantly,
whenever breakage is eventually recognized in the financial statements, it is accretive to income.
It should be evident that breakage income recognition is a subjective activity; the
determination of when the earnings process is complete will be different for each firm and can
change over time. The absence of clearly defined breakage recognition standards and bright-line
rules within generally accepted accounting principles (GAAP) fosters flexible breakage policies
(see e.g., Feinson, 2008; Hennes & Schenck, 2014; Kile, 2007) and contributes to an
environment where breakage recognition is susceptible to highly discretionary actions by
managements. Given that breakage is found throughout the entire retailing industry, it follows
that discretionary breakage recognition decisions have far-reaching effects in the financial
markets.
Yet there remains uncertainty as to which firms derive greater benefit from the decision
to recognize breakage income. That is to say, if breakage income is accretive, are some firms
more likely to accrue significant advantage from its recognition and therefore more likely to
recognize it? This study investigates whether a firm’s financial strength, as measured by its net
profit margin (NPM) and return on net operating assets (RNOA), is an indicator of a firm’s
likelihood to capitalize on the accretive effects of breakage income. Using quarterly financial
data, this study determined that lower profit margin retailers and retailers with lower returns on
net operating assets recognize more breakage income than their stronger retail counterparts,
suggesting that financially weaker firms are more likely to recognize breakage income.
LITERATURE REVIEW
Measuring a firm’s financial strength is a subjective discussion. Literature examining
financial performance and corporate results has a post-modern, du-jour feel; that is, the
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determination of financial strength is subjective and relative and changes over time. Numerous
articles have tried to articulate and summarize a “best” way (see e.g., Bacidore, Boquist,
Milbourn, & Thakor, 1997; Burns, Sale, & Stephan, 2008; Capon, Farley, & Hoenig, 1990;
Ferguson, & Leistikow, 1998), but no clearly defined way to assess financial strength exists.
Yet, widely accepted methods and practices do exist, namely assessments through
profitability and operational measures. Among the most popular profitability measures is net
profit margin; NPM assesses how much of a sales dollar results in profits. Generally speaking,
higher profit margins suggest financial strength, mostly due to good management of expenses
and taxes. Likewise, a popular operational metric is return on net operating assets; RNOA
differs from net profit margin in that it excludes the impact of taxes by focusing on operational
income, and it includes asset efficiency. Again, generally speaking, higher returns on net
operational assets are indicative of strong financial performance, as they demonstrate good
management of operational expenses and proper use of operating assets like inventory and
property, plant, and equipment to generate sales.
Importantly, the financial choices managements make affect profitability and operational
metrics. This topic has been fully explored in the accounting choice literature, starting with the
seminal articles of Watts and Zimmerman (1978) and Holthausen and Leftwich (1983). The
accounting choice research of the 1970s and 1980s focused mainly on contracting costs and
“hard” accounting choices like inventory valuation method and their impact on firm value or
cash flow. Since the 1990’s, the accounting choice literature turned to “softer” accounting
choices typically associated with earnings management and incorporated management incentives
(e.g., bonus plans or meeting external benchmarks) as possible motivators of management
decisions to affect financial outcomes. Today, the literature continues to explore both hard and
soft choices and remains a fruitful area of study.
Of particular interest here is an affirmation in extant literature that recognizes that
managements make accounting choices based on their assessments of their firms’ financial
strength. Frantz (1997) suggested that financially strong firms will signal their strength by
adopting conservative accounting policies; in contrast, it can be inferred from his work that
financially weak firms will signal their weakness by adopting aggressive accounting policies.
This may be especially true in the retail sector. For example, Chun, Eppli, and Shilling (2003)
observed that highly leveraged retail firms were more likely to adopt operational leases because
they can be expensed immediately; they called retailers acting in this manner “financially
constrained” which is akin to calling those retailers financially weak. It should be obvious
however that the financially weak retailers opted for the aggressive accounting policy because
adopting a contrarian capital lease convention would have been a more conservative choice. The
same logic of conservative/aggressive choice can be applied to breakage recognition; a
conservative policy of delayed or limited recognition suggests a retailer is in a position of
financial strength. That is, if a firm exhibits strong profitability and operational performance
metrics, there would be no need to take an aggressive approach on the removal of unredeemed
gift card balances from the balance sheet because the accretive income is not necessary. In
contrast, aggressive recognition of breakage income is a more assertive policy decision and
suggests financial weakness. Weak financial results in the absence of breakage income may spur
managers to use breakage income more aggressively to inflate profitability and operational
results. In this study, it is assumed that retailers’ breakage decisions are influenced by their
financial strength as measured by net profit margins and by returns on net operating assets. Thus,
it is hypothesized:
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H1: Lower net profit margin retailers recognize more breakage income than higher net
profit margin retailers.
H2: Lower RNOA retailers recognize more breakage income than higher RNOA retailers.
METHODOLOGY
The purpose of this study is to evaluate whether retail firms with lower net profit margins
and retail firms with lower returns on net operating assets (RNOA) recognize more breakage
income than their financially stronger counterparts. This is accomplished by first determining
whether there is a negative correlation between the level of breakage income and net profit
margin and return on net operating assets, respectively. A negative correlation suggests that the
lower the net profit margin or return on net operating asset, the higher the level of breakage
income. Assuming a negative correlation exists, the study then stratifies net profit margins and
RNOA values for US publicly traded retailers into quartiles and determines mean breakage
income as a percent of net sales for the first and fourth quartile, respectively. Two-sample t-tests
are used to test for differences in the mean; significance suggests that financially weaker firms
accrue significant advantage from the recognition of breakage income and therefore are
leveraging it to a greater extent.
The study begins by identifying publicly traded firms that disclosed quarterly breakage
income. SEC EDGAR was queried for “breakage,” “gift cards,” “stored value cards,” or
“unredeemed” within six lines of retail trade including apparel and accessories; building
material, hardware, and garden supply; eating and drinking; food stores; home furniture,
furnishings, and equipment; and miscellaneous retail. These retail groups were selected because
it was assumed that gift card activity within them is high. While 187 publicly-traded retail firms
were identified in the six retail groups, only 45 disclosed quarterly breakage income values
during the sample period, 2002 – 2011. Breakage income (BRKG) was disclosed for 594 firm
quarters. All other financial data, including profit and loss and balance sheet values for the 45
sampled firms, was obtained from Thomson One.
To test H1 lower net profit margin retailers recognize more breakage income than higher
net profit margin retailers, it was assumed that lower profit margin retailers benefit more from
breakage recognition than higher profit margin firms; that is, there is more up-side potential from
breakage income for lower profit margin firms to improve profitability since breakage income
falls directly to the bottom line. Here, breakage income as a percent of sales (BRKG/SALES%)
is a proxy for the level of breakage. To test the hypothesis, the null (1) hypothesis is:
(1) H μBRKG/SALES%୪୭୵ ୮୰୭୧୲ ୫ୟ୰୧୬ ୧୰୫ୱ ≤ μBRKG/SALES%୦୧୦ ୮୰୭୧୲ ୫ୟ୰୧୬ ୧୰୫ୱ
Quarterly sales (SALES) and net income available to common shareholders excluding
extraordinary items (NETINC) for all firms were downloaded from Thomson One. Both SALES
and NETINC were adjusted for pre-tax and post-tax breakage, respectively. Breakage income
was removed from the firm’s actual result to eliminate its effect on both net margin and revenue
in order to create baseline financial values. Net profit margin without breakage, calculated by
dividing quarterly net income available to common, excluding extraordinary items and breakage
income by quarterly net sales excluding breakage income, was determine for the 45 firms,
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resulting in 1,335 firm quarters. To minimize the impact of year-on-year business fluctuations,
an average net profit margin was calculated for each retailer over an 8-year period, 2003-2010
(32 quarters); 8-years was deemed sufficient to smooth results stemming from normal business
cycles. The 8-year average net profit margin data of all firms was sorted, ranked, and divided
into quartiles with the top quartile (top 25% of firms) considered “high net profit margin” and the
bottom quartile (bottom 25% of firms) considered “low net profit margin.” Quarterly breakage
income as a percent of sales (BRKG/SALES%) for each retailer was calculated for all quarters
following the initial recognition of breakage income, and each quarterly observation was
assigned to an NPM quartile, depending on how a firm was ranked. For example, if firm i was
classified as a high margin retailer, then each of its BRKG/SALES% by quarter was assigned to
the first quartile. The mean for each quartile was calculated, and one-tailed t-statistic (twosample t-test) assessed the null hypothesis. The critical level of significance is .05.
For H2 lower RNOA retailers recognize more breakage income than higher RNOA
retailers, this study leveraged a modified DuPont model which is widely recognized in literature
(see e.g., Pratt & Hirst, 2009; Soliman, 2008) as an indicator of overall financial performance
and operational efficiency. The modified DuPont model measures RNOA as the product of an
operating product margin and asset turnover ratio (Soliman, 2008). Again, breakage income as a
percent of sales (BRKG/SALES%) is a proxy for the level of breakage. To test the hypothesis,
the null (2) hypothesis is:
(2) H μBRKG/SALES%୭୵ ୖ ୧୰୫ୱ ≤ μBRKG/SALES%ୌ୧୦ ୖ ୧୰୫ୱ
Quarterly sales (SALES), operating income (OPINC) and balance sheet values necessary
to compute net operating assets (NOA) were downloaded from Thomson One for each sampled
firm. NOA was determined by summing cash, accounts receivable (net of allowances),
inventory, and property/plant/ equipment (net of depreciation) and subtracting accounts payable
for each firm. Cash was included in NOA because some cash is necessary for operations, and it
is a non-interest bearing asset (Brigham & Daves, 2013). One quarterly NOA observation had to
be imputed by mean substitution due to incomplete quarterly data. SALES and OPINC were
adjusted for pre-tax breakage; breakage income was removed from the firm’s actual result to
eliminate its effect on operating margin and net sales in order to create baseline financial values.
The return on net operating assets (RNOA) was determined for the 45 firms, resulting in 1,335
firm quarters. Four quarterly observations could not be computed due to zero sales (i.e., a divide
by zero error) and were discarded. To minimize the impact of year-on-year business fluctuations,
an average RNOA was calculated for each retailer over an 8 year period, 2003-2010 (32
quarters); 8-years was deemed sufficient to smooth fluctuations arising during a normal business
cycle. The 8-year average RNOA data of all firms was sorted, ranked, and divided into quartiles
with the top quartile (top 25% of firms) considered “high RNOA firms” and the bottom quartile
(bottom 25% of firms) considered “low RNOA firms.” Quarterly breakage income as a percent
of sales (BRKG/SALES%) for each retailer was calculated for each quarter following initial
recognition of breakage income, and each quarterly observation was assigned to an RNOA
quartile, depending on how a firm was ranked. For example, if firm j was classified as a high
RNOA retailer, then each of its BRKG/SALES% by quarter was assigned to the first quartile.
The mean for each quartile was calculated, and a one-tailed t-statistic (two-sample t-test)
assessed the null hypothesis. The critical level of significance is .05.
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FINDINGS OF THE STUDY
Correlation analysis suggests a significant, inverse relationship between the level of
breakage and net profit margin, and the level of breakage and return on net operating assets;
here, breakage income as a percent of sales is a proxy for the level of breakage. Both
relationships are in the expected direction, suggesting that as profitability or operational
efficiency falters, retail firms recognize more breakage income. Due to violations of normality,
both Pearson and Spearman rho correlation coefficients were reviewed; the results did not
appreciably differ across each combination of variables between the two test statistics. Table 1
(Appendix) provides the correlation results.
For H1, eleven retailers were classified as high net profit margin firms (M = 7.44%, SD =
.041, Mdn = 7.25%) while 11 retailers were classified as low net profit margin retailers (M = 17.06%, SD = 3.711, Mdn = -0.79%). Table 2 (Appendix) presents descriptive statistics for net
profit margin for all quartiles.
Breakage income as a percentage of sales (BRKG/SALES%) was calculated for each
firm quarter, resulting in 594 firm quarters, of which 304 were assigned to either the first and
fourth quartile, respectively. Error! Reference source not found. (Appendix) presents
descriptive statistics of BRKG/SALES% for high net profit margin firms and low net profit
margin firms.
The BRKG/SALES% data did not follow a normal distribution (AD = 109.09, p < .005).
Attempts at data transformation did not improve normality. Therefore, the underlying
assumption of normality required for a two-sample t-test was violated. As such, the research used
the Mann-Whitney test as a non-parametric, but widely accepted alternative to a two-sample
independent t-test. The results of the Mann-Whitney test were in the expected direction and
significant at a 95% confidence level (U = 15039, Z = 4.569, p = .000, r = .26), indicating that
breakage income as a percentage of sales is greater for lower profit margin retailers (Mdn =
0.19%, Range = 7.40%, n = 157) than for higher profit margin retailers (Mdn = 0.10%, Range:
1.30%; n = 147). Therefore, the null hypothesis for H1 is rejected.
For H2, Eleven retailers were classified as high RNOA firms (M = 9.17%, SD = .015,
Mdn = 8.49%); also, 11 retailers were classified as low RNOA firms (M = -122.35%, SD =
4.008, Mdn = -0.73%). Table 4 (Appendix) presents descriptive statistics for RNOA by quartile.
Breakage income as a percentage of sales (BRKG/SALES%) was calculated for each
firm quarter, resulting in 594 firm quarters, of which 307 were assigned to either the first and
fourth quartile, respectively. Table 5 (Appendix) presents descriptive statistics of
BRKG/SALES% for high RNOA firms and low RNOA firms.
The BRKG/SALES% data did not follow a normal distribution (AD = 109.09, p < .005).
Attempts at data transformation did not improve normality. Therefore, the underlying
assumption of normality required for a two-sample t-test was violated. As such, the research used
the Mann-Whitney test as a non-parametric, but widely accepted alternative to a two-sample
independent t-test. The results of the Mann-Whitney test were in the expected direction and
significant at a 95% confidence level (U = 16588, Z = 6.283, p = .000, r = 0.36), indicating that
breakage income as a percentage of sales is greater for low RNOA retailers (Mdn = 0.19%,
Range = 7.42%, n = 165) than for high RNOA retailers (Mdn = 0.06%, Range = 1.30%, n =
142). Therefore, the null hypothesis for H2 is rejected.
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DISCUSSION
For consumers, unredeemed gift cards are merely lost opportunities; in the retail sector,
unredeemed gift card balances might be a cookie-jar reserve that firms can use to improve
financial results. Consistent with the accounting choice literature, this study provides evidence
that a firm’s financial strength – as measured by either profitability or operational efficiency
ratios – may be an indicator of whether a firm will pull the breakage lever. Here, both less
profitable and less operationally efficient firms recognized more breakage income as a percent of
sales than more profitable and efficient firms, respectively. A likely inference is that a financially
weak retailer would be more likely to tap into its gift card liability to improve the appearance of
its actual financial results. The results give the impression that the decision to recognize
breakage income may be an intentional, managed choice. If so, then it is also highly likely that
the results hint at earnings management.
STUDY LIMITATIONS AND FUTURE RESEARCH
There are several limitations to this study, with the most noteworthy being the selected
sample. Because retail firms voluntary disclose breakage income values, the research relied on a
non-probability sampling technique. As such, the firms used in this study may not represent the
retail sector at large, and the results may be biased. Moreover, the period of this study contained
abnormal economic conditions resulting from the economic crash of 2008 which may have
negatively affected the financial performance of retail firms. As such, the implied negative
relationship between the level of breakage and profitability and operating efficiency,
respectively, may be overstated. A final limitation stems from significant violations of
normality. While it is the opinion of the researcher that non-parametric tests overcome much of
this limitation, the insights yielded may be biased. While this research adds to the body of
literature on accounting choice, many questions remain unanswered such as whether other
financial or non-financial metrics are better indicators of accounting action, especially in the
context of breakage income. Likewise, natural extensions to this study could be completed using
different research methodologies or different firms and time periods. These would be fruitful
areas to review.
SUMMARY
In this study, it was hypothesized that retailers’ breakage recognition decisions are
influenced their financial strength as measured by profitability (net profit margin) and
operational efficiency (return on net operating assets). Here, it seems clear that retailers in poor
financial health attempt to increase their financial performance by recognizing more breakage
income than their stronger counterparts. The implication is that a firm’s financial strength seems
to be an important indicator of the level of breakage income firms will recognize. Another
implication of this study is that retail managers seem to be sensitive to their firm’s financial
health and make financial decisions accordingly, which suggests a managed choice to influence
accounting results and potentially hints at earnings management. The results should be relevant
to external stakeholders, like financial analysts, who are responsible for assessing earnings
quality. Likewise, this study seems to highlight the need for greater oversight from standard
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setters who may want to establish clear accounting standards (i.e., bright-line rules) on breakage
recognition.
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APPENDIX
Table 1: Correlation Matrix
Variables

N*

Breakage – NPM

594

Breakage – RNOA

594

Pearson r

Spearman rs

(0.196)

(0.107)

p = .000

p = .009

(0.174)

(0.221)

p = .000

p = .000

* Firm quarters

Table 2: Descriptive Statistics of Net Profit Margin by Quartile
Quartile

N*

M

SD

Median

1 (High NPM)
2
3
4 (Low NPM)

11
11
12
11

7.44%
4.00%
1.48%
-17.06%

0.041
0.029
0.058
3.711

7.25%
3.84%
2.07%
-0.79%

* Number of retailers
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Table 3: Breakage % of Sales by High/Low NPM Retailers
Quartile
High
NPM
Low
NPM

M

SD

Min

147 0.16%

0.002

0.00%

0.10% 1.30%

2.73

9.99

157 0.41%

0.008

0.00%

0.19% 7.42%

5.65

42.16

Max Skewness

Kurtosis

N*

Median

Max Skewness

Kurtosis

* Firm quarters

Table 4: Descriptive Statistics of RNOA by Quartile
Quartile
1 (High RNOA)
2
3
4 (Low RNOA)

N*

M

SD

Median

11
11
12
11

9.17%
5.79%
2.53%
-122.35%

0.015
0.010
0.006
4.008

8.49%
5.68%
2.54%
-0.73%

* Number of retailers

Table 5: Breakage as % of Sales by High/Low RNOA Retailers
Quartile
High
RNOA
Low
RNOA

M

SD

Min

142 0.15%

0.002

0.00%

0.06% 1.30%

2.95

10.82

165 0.40%

0.008

0.00%

0.19% 7.42%

5.88

45.26

N*

Median

* Firm quarters
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