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Abstract

We provide a brief explanation of the new Financial Accounting Standards Board (FASB) standard
requiring firms to move their off-balance sheet operating leases onto the balance sheet beginning in
2019, and then discuss how the new rule might affect the stock and bond values in the largest 1,000
listed firms. In short, despite dramatic increases in on-balance sheet liabilities in several industries, we
caution investors not to anticipate changes in their stock or bond valuations resulting from this change.
Because asset values change in response to new information, and the information we present in this
article regarding changes in total assets and debt ratios is currently available in the notes to the
financial statements and from data providers such as Bloomberg, it is already being used by
professionals to forecast asset values. © 2017 Academy of Financial Services. All rights reserved.
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1. Introduction

In February 2016, the Financial Accounting Standards Board (FASB) released a revised
standard (FASB 2016) on the accounting for leases. The most notable impact of this new
standard will be the required capitalization of almost all leases that are currently categorized
as operating leases. That is, under current standards operating leases have been not been
reported as liabilities on the sheet, but the new standards will bring these obligations onto the
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balance sheet. As we will show and discuss in this article, the impact on corporate balance
sheets will range from minor to dramatic for U.S. companies. These changes will affect
public companies in the United States beginning with their fiscal 2019 statements.1 However,
since U.S. Generally Accepted Accounting Principles (U.S. GAAP) and the SEC require the
presentation of the prior year’s historical balance sheet and two prior years of income
statements and statements of cash flow, the impact of this new standard will be felt by U.S.
corporations almost immediately.2

The purpose of this article is to detail the impact of this new standard on the top 1,000
largest firms and to provide insights for individual investors on the impact of this change. We
focus on individual investors because they are most likely to be unfamiliar with the
accounting for operating leases and with the impact of the pending change. Individuals who
have been relying on corporate balance sheets to measure the debt levels of the companies
in which they invest may be surprised by the sometimes dramatic changes in the apparent
debt load of companies most affected by the new standards. In contrast, most professional
investment researchers, starting with Graham and Dodd, 1934, have long been adjusting for
the impact of off-balance sheet operating leases. For example, the curriculum of the
Chartered Financial Analyst (CFA) program includes coverage of how to capitalize operating
leases and restate the balance sheet for firm’s utilizing off-balance sheet financing (see, e.g.,
CFA, 2012).

This article is organized as follows. We next provide a brief explanation of the change and
how it will affect financial statements. We then discuss the literature regarding off-balance
sheet accounting. In the following section, we discuss the data and methodology. We then
discuss the impact of the change on all firms in the sample and then on specific subsets by
industry. We then address key questions that may be on the mind of individual investors. We
conclude with a brief summary and conclusion.

2. Changing standards for lease accounting

Under the existing standards, U.S. corporations have long accounted for leases by
categorizing them as either financial leases (sometimes referred to as capital leases) or
operating leases. The distinction between the two has been driven by four criteria set out
under U.S. GAAP. Essentially, leases could be treated as operating as long as their lease term
was (1) less than 75% of the assets life, there was (2) no free transfer of the asset to the lessee
at lease end, no (3) bargain price transfer of the asset to the lessee at the end of the lease
period, and (4) the present value of the contractual lease payments did not exceed 90% of the
value of the assets at the inception of the lease. Firms are required to report operating leases
in footnotes,3 but by carefully structuring the terms of the lease contracts, companies have
been able to acquire the use of a wide range of assets without the need to record any liability
on their balance sheets.

Operating leases, which are typically long-term and non-cancellable, are liabilities that are
the equivalent of debt, and the existing standard has systematically understated those
liabilities on the balance sheet of companies utilizing these leases. The recognition of this
problem is not new. For example, in a November 2003 speech by former SEC Chairman
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Arthur Levitt, Jr. (Levitt, 2004) to the partners of the accounting firm KPMG, he noted that
“billions of dollars of lease financing fail to show up on balance sheets.” More recently, Katz
(2016) noted that FASB technicians found approximately “north of a trillion [dollars] in
undiscounted lease obligations that are reported in the footnotes.”

Under the new standards, the distinction between financial and operating leases will be
maintained, but both types of leases must be capitalized, eliminating most opportunities for
off-balance sheet financing. The balance sheet treatment of both types of leases will be
identical with the present value of lease payments being recorded as debt and the corre-
sponding asset value recorded as an asset. The difference between the two types of leases will
show up on the income statement. Finance leases, as they will now be called, will be
expensed through a combination of depreciation of the asset and the amortization of the
interest portion of the debt obligation with the total expense depending on both the implicit
interest rate of the lease and the depreciation rate of the asset. In contrast, the periodic
expenses of Operating leases will equal the lease payments. This treatment of operating
leases will result in an expense stream essentially identical to the expenses for current
operating leases.4

A major driver of this rule change has been the ongoing attempt of FASB and its
international counterpart, the International Accounting Standards Board (IASB) to bring the
two sets of standards closer together, commonly referred to as “convergence.” This change
in leasing standards will accomplish this but the two sets of standards will still not be
identical. The IASB does require the capitalization of all operating leases except those that
are truly short-term, defined as less than one year and without renewal options. However, the
IASB does not differentiate between finance and operating leases like the FASB standards.
While this will result in somewhat different expense recognition patterns for operating leases
in the U.S., the balance sheet treatments will be essentially identical.

3. Literature

There is a voluminous literature on leases and lease accounting (e.g., see Wheeler Spencer
& Webb, 2015) but we concentrate on two questions: How has the use of operating leases
changed over time and why have companies chosen to use them?

As we show in this study, operating leases are currently an important form of financing
for many firms. The usage of these leases has grown over time. For example, Cornaggia,
Franzen, and Simin (2013) tracked the use of leases for all firms in the merged CRSP-
Compustat database (essentially all U.S.-listed public firms) excluding financial and utilities
from 1980 to 2007. They document a dramatic increase in the use of operating leases
(off-balance-sheet) compared with capital (on-balance-sheet) leases. Specifically, they com-
pared the proportion of total debt represented by each lease type and document a 745%
increase in the use of operating leases compared to (on-balance sheet) capital leases.

Why is there such a significant increase in the use of operating leases? While some
companies are able to capture tax benefits through leasing versus buying, the tax benefits are
not affected by whether a particular lease is classified as capital or operating. Beatty, Liao,
and Weber (2010) find that companies with lower accounting quality tend to make higher use
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of leases. This may reflect lenders’ desires to maintain formal title to the assets when dealing
with firms with lower accounting quality or a preference on the part of the companies to keep
debt off-balance sheet with operating leases.

Perhaps the use of operating leases is driven by the belief that since these obligations do
not appear on the balance sheets they are “free debt” and not recognized by lenders and
investors. Bryan, Lilien, and Martin (2010) address this motivation, concluding that firms
using operating leases count on “functional fixation,” a term for market participants who
blindly use only balance sheet and income statements, ignoring reporting in footnotes. This
belief, if true, is misguided at least for lenders and professional investors. Beatty et al., (2010)
note that bank monitoring, and access to private information from the firms to which they
lend, substitute for the lower quality of accounting in these firms. Also, as noted earlier
professional investors are well aware of the impact of operating leases and routinely make
adjustments for this off-balance sheet debt when evaluating firms as potential investors.
Certainly, neither of these groups are ignoring information reported in the notes to financial
statements. It may be possible that individual investors have a higher propensity to display
“functional fixation.” Indeed, it is the purpose of this article to reduce this propensity by
educating investors to the significance of off-balance sheet debt as well as the minor impact
of the coming rules changes on securities prices.

4. Data and methodology

Data for the largest 1,000 firms by market capitalization (number of outstanding shares
times price per share) was taken from Bloomberg in early May 2016. This time selection was
based on the desire to have all firms with fiscal year ends in both December 2015 and January
2016 included with their most recent annual information. Under Security and Exchange
Commission (SEC) reporting requirements, firms have 60 to 75 days, depending on size,
from the end of their fiscal year to file their annual report (10k). Most retailers end their fiscal
years at or near the end of January so all should have completed their filing by mid-April.
We allowed about three weeks to ensure that our data sources would be complete and up to
date.

To estimate the amount of off-balance sheet debt represented by operating leases, we
calculated the estimated present value of the minimum rental obligations as provided by
Bloomberg and taken from each firm’s 10k. A detailed example using Urban Outfitters is
included in the Appendix. Current reporting requirement for operating leases require firms to
report the minimum operating lease payments for each of the next five years and lump all
subsequent payments into one sum, labeled “thereafter” in the notes to the financial state-
ments. To estimate the present value of these payments, two assumptions are required. First,
one must make some assumption about how payments beyond year five will occur. We
assumed that payments beyond year five would occur at the same rate as those in year five.

Second, a discount rate is required to calculate the present value of the series. Bloomberg
provides an estimate of each firms after-tax cost of debt from its overall weighted average
cost of capital (WACC). Of the 1,000 firms in the sample, 938 had values for this after-tax
cost of debt provided. Because the discount rate is approximately the pretax cost of debt, we
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estimated this value for each firm by dividing the after-tax cost by 0.65, or (1–0.35),
assuming a marginal tax rate of 35%, the top marginal U.S. federal corporate tax rate.

Sixty two firms did not have cost of debt estimates provided by Bloomberg, requiring us
to make other estimates. Seven of these firms had Standard and Poor’s debt ratings provided
by Bloomberg and, in these cases we used the average rates of other firms in the sample with
the same rating as proxies for the cost of debt. Two additional firms had Moody’s debt
ratings, one provided by Bloomberg and the other reported on FactSet. In these cases, we
matched the Moody’s rating to its equivalent Standard and Poor’s rating and followed the
same process as above.5

We could find no direct indicator of credit risk for six of the firms. These ranged from the
238th largest firm by market capitalization, Sigma Aldrich, to the 990th firm, Kite Pharma.
For these firms, we made the assumption that their credit rating would be the same as other
firms with the same four-digit Standard Industrial Classification (SIC) code. Although this
approach does not consider differences in leverage and profitability, it does take into
consideration similarities in the business and industry.

For industry classifications, we used two digit Standard Industrial Classification (SIC)
codes. We experimented with using three-digit codes, which provide more specific defini-
tions but result in very small industry groups. For example, food stores fall under SIC Codes
54 and this group is further subdivided into codes 541 through 546 plus a miscellaneous
category that distinguish between grocery stores (541), fish markets (542) and fruit and
vegetable stores (543), and so forth. For purposes of examining the usage of operating leases,
the two digit codes provide sufficient detail.

For each company, we estimated the dollar value of off-balance sheet operating leases. We
also looked at the impact of capitalizing this off-balance sheet debt on three metrics. First,
we examined the change in total assets that results from the recognition of the assets acquired
through operating leases. Second, since operating leases represent hidden debt, we examined
the impact on two debt-related metrics, Book Value Debt to Total Assets and Book Value
Debt to Total Capital. This last metric is calculated as the book value of short and long term
debt to the sum of the book value of short and long term debt plus the market value of the
equity. This is not a perfect measure of firms’ market value debt ratios but substituting the
market value of equity results in a measure that more closely approximates true effective
leverage than the book value measure.

5. Impact of the new leasing standards

To examine the potential impact of the new standards on financial reporting, we focused
on how the largest 1,000 firms’ financial statements would have been different if the
standards had been in place for fiscal 2015. The total amount of off-balance sheet financing
utilized by the 1,000 largest companies is estimated to be $742 billion, almost three quarters
of a trillion dollars. The largest amount of off-balance sheet operating leases were held by
Walgreens Boots Alliance with $30.8 billion, followed by AT&T ($25.7 billion), CVS
Health ($23.8 billion), Wal-Mart ($18.9 billion), and United Continental Holdings ($16.4
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billion). Of the 1,000 firms included in our analysis, only 18 reported no material operating
leases.

Table 1 shows the value of off balance sheet financing for the 25 industries most affected.
The number one industry by dollar value of operating leases is air transportation. Most
airlines use operating leases to acquire at least a portion of their fleets. However, even within
this industry, the usage of operating leases varies significantly. United Continental, as
previously noted, is in the top five largest users of operating leases while its smaller rival
Allegiant has only $33.1 million. Part of this difference is certainly the difference in size of
the two airlines but may also reflect differences in business practices. For example, Alle-
giant’s business model relies heavily on acquiring older aircraft that may be more difficult
to structure as operating leases. Retailers are also heavily represented in this listing. From
drug stores to restaurants to hardware discounters to grocery stores, these companies tend to
be heavy users of operating leases. For most of these companies, the bulk of their operating
leases are on their stores.

While the above numbers are large, their relative importance of operating leases for each
company must be gauged relative to its size. To do this, we examined the percentage change
in total assets that would result from the inclusion of off-balance sheet operating leases. For
the 1,000 firms in total, the median change in total assets is only 2.6% and the average is only
7.3%. Taken alone, these values might suggest that the pending change to the new standards
is only a minor adjustment best left for the accountants to worry about. However, the median
and average reflect the wide differences that occur between companies and across industries.
Firms in some industries tend to use operating leases much more aggressively and the degree
of operating lease usage differs even within specific industries. For example, four firms had
off-balance sheet assets and corresponding debt that exceeded the total of assets shown in
their fiscal 2015 balance sheets. Whole Foods’ total assets are 125.3% greater (i.e., 2.25
times) when the impact of operating leases are included. The other three exceeding the 100%
level are Chipotle Mexican Grill (110.8%), Jack in the Box (104.0%), and Regal Entertain-
ment Group (101.3%). This suggests that investors must look at specific industries and
companies when considering the impact of operating leases, because average market statis-
tics can be misleading.

Table 2 shows the percentage change in total assets that would result from the capital-
ization of operating leases. The top three industries and five of the top eight industries are in
retail. However, even within this industry, there are wide variations in the use of operating
leases as a percentage of total assets. The group with the largest overall change is Retail
Trade–Apparel and Accessory stores with an average of 63.3% overall. However, there is
still a wide range with Urban Outfitters with 97.1% of additional assets off-balance sheet
while Under Armour shows only a 22.5% increase.

One of the most important results of the new standard will be to make the balance sheet
more reflective of the true debt usage of the firm. To examine the impact of including
operating leases as debt, we estimated the change in each firm’s book value debt ratio,
defined as total liabilities divided by total assets. While this measure may not be as important
as the market value measures of leverage that will be discussed shortly, it is the measure that
can be directly computed from a firm’s balance sheet. For the entire 1,000 firms, the average
change in debt ratio was 3.9% and the median change was 1.6%. As with the change in total

210 J. Trifts, G.E. Porter / Financial Services Review 26 (2017) 205–220



T
ab

le
1

V
al

ue
of

of
f-

ba
la

nc
e

sh
ee

t
op

er
at

in
g

le
as

es
L

ar
ge

st
25

di
vi

si
on

s,
by

tw
o-

di
gi

t
SI

C
co

de
s

20
15

fis
ca

l
ye

ar

D
iv

is
io

n
SI

C
Fi

rm
s

D
iv

is
io

n
m

ea
n

($
m

il)

Fi
rm

s
w

ith
la

rg
es

t
le

as
t

ob
lig

at
io

ns
Fi

rm
s

w
ith

sm
al

le
st

le
as

t
ob

lig
at

io
ns

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–T
ra

ns
po

rt
at

io
n

by
A

ir
45

10
$6

,2
41

.2
8

$1
6,

40
6.

40
U

ni
te

d
C

on
tin

en
ta

l
H

ol
di

ng
s

$3
3.

10
5

A
lle

gi
an

t
T

ra
ve

l
C

o
R

et
ai

l
T

ra
de

–M
is

ce
lla

ne
ou

s
R

et
ai

l
59

19
$4

,4
71

.0
2

$3
0,

78
8.

64
W

al
gr

ee
ns

B
oo

ts
A

lli
an

ce
In

c
$3

5.
77

8
V

is
ta

O
ut

do
or

In
c

R
et

ai
l

T
ra

de
–G

en
er

al
M

er
ch

an
di

se
St

or
es

53
12

$3
,9

65
.6

4
$1

8,
89

3.
05

W
al

-M
ar

t
St

or
es

In
c

$3
.2

35
C

as
ey

’s
G

en
er

al
St

or
es

In
c

R
et

ai
l

T
ra

de
–F

oo
d

St
or

es
54

5
$3

,3
80

.1
2

$7
,4

02
.3

4
K

ro
ge

r
C

o
$5

36
.3

98
G

N
C

H
ol

di
ng

s
In

c-
C

la
ss

A
R

et
ai

l
T

ra
de

–A
pp

ar
el

&
A

cc
es

so
ry

St
or

es
56

11
$3

,0
16

.9
4

$7
,3

76
.9

7
T

JX
C

om
pa

ni
es

In
c

$6
45

.6
46

U
nd

er
A

rm
ou

r
In

c–
C

la
ss

A
R

et
ai

l
T

ra
de

–B
ui

ld
in

g
M

at
er

ia
ls

,
H

ar
dw

ar
e,

G
ar

de
n

Su
pp

ly
an

d
M

ob
ile

H
om

e
D

ea
le

rs
52

5
$2

,9
88

.1
3

$6
,5

34
.3

8
H

om
e

D
ep

ot
In

c
$2

87
.9

13
Fa

st
en

al
C

o

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–C
om

m
un

ic
at

io
ns

48
30

$2
,8

73
.2

1
$2

5,
72

2.
36

A
T

&
T

In
c

$0
.0

00
C

B
S

C
or

p–
C

la
ss

A
vo

tin
g

R
et

ai
l

T
ra

de
–E

at
in

g
&

D
ri

nk
in

g
Pl

ac
es

58
14

$2
,2

45
.1

9
$1

0,
67

8.
50

M
cD

on
al

ds
C

or
p

$4
40

.3
52

B
ri

nk
er

In
te

rn
at

io
na

l
In

c
R

et
ai

l
tr

ad
e–

H
om

e
Fu

rn
itu

re
,

Fu
rn

is
hi

ng
,

&
E

qu
ip

m
en

t
St

or
es

57
4

$2
,1

78
.2

3
$3

,1
43

.9
9

B
es

t
B

uy
C

o
In

c
$9

95
.2

51
G

am
es

to
p

C
or

p-
C

la
ss

A

Se
rv

ic
es

–M
ot

io
n

Pi
ct

ur
es

78
8

$1
,5

61
.1

0
$3

,3
51

.8
9

A
M

C
E

nt
er

ta
in

m
en

t
H

ld
s-

C
la

ss
A

$9
9.

21
2

L
io

ns
G

at
e

E
nt

er
ta

in
m

en
t

C
or

p
M

an
uf

ac
tu

ri
ng

–P
et

ro
le

um
R

efi
ni

ng
an

d
R

el
at

ed
In

du
st

ri
es

29
14

$1
,4

02
.2

1
$4

,6
44

.5
1

E
xx

on
M

ob
il

C
or

p
$9

1.
79

2
M

ur
ph

y
U

SA
In

c

R
et

ai
l

T
ra

de
–A

ut
om

ot
iv

e
D

ea
le

rs
an

d
G

as
ol

in
e

Se
rv

ic
e

St
at

io
ns

55
10

$1
,3

10
.4

4
$4

,1
55

.9
2

Pe
ns

ke
A

ut
om

ot
iv

e
G

ro
up

$1
38

.8
42

C
op

ar
t

In
c

Fi
n

In
s

an
d

R
ea

l
E

st
at

e–
In

su
ra

nc
e

A
ge

nt
s,

B
ro

ke
rs

an
d

Se
rv

ic
e

64
5

$1
,1

73
.4

9
$2

,1
10

.9
8

M
ar

sh
&

M
cL

en
na

n
C

os
$1

80
.7

74
B

ro
w

n
&

B
ro

w
n

In
c

M
an

uf
ac

tu
ri

ng
–A

pp
ar

el
,

an
d

ot
he

r
Fi

ni
sh

ed
Pr

od
uc

ts
M

ad
e

fr
om

Fa
br

ic
an

d
Si

m
ila

r
M

at
er

ia
ls

23
8

$1
,1

20
.3

8
$2

,0
21

.8
5

B
ur

lin
gt

on
St

or
es

In
c

$3
11

.8
78

C
ol

um
bi

a
Sp

or
ts

w
ea

r
C

o

M
an

uf
ac

tu
ri

ng
–L

ea
th

er
an

d
L

ea
th

er
Pr

od
uc

ts
31

2
$1

,0
88

.8
7

$1
,2

20
.7

0
C

oa
ch

In
c

$9
57

.0
44

Sk
ec

he
rs

U
SA

In
c–

C
la

ss
A

A
gr

ic
ul

tu
re

–A
gr

ic
ul

tu
ra

l
Se

rv
ic

es
07

1
$9

96
.1

8
$9

96
.1

8
V

C
A

In
c

$9
96

.1
77

V
C

A
In

c
T

ra
ns

po
rt

&
Pu

bl
ic

U
til

ity
–R

ai
lr

oa
d

T
ra

ns
po

rt
at

io
n

40
6

$8
96

.7
5

$3
,0

89
.8

1
U

ni
on

Pa
ci

fic
C

or
p

$2
83

.7
78

K
an

sa
s

ci
ty

So
ut

he
rn

Se
rv

ic
es

–S
oc

ia
l

Se
rv

ic
es

83
1

$7
17

.0
7

$7
17

.0
7

B
ri

gh
t

H
or

iz
on

s
Fa

m
ily

So
lu

tio
ns

$7
17

.0
70

B
ri

gh
t

H
or

iz
on

s
Fa

m
ily

So
lu

tio
ns

Se
rv

ic
es

–H
ea

lth
Se

rv
ic

es
80

16
$6

98
.8

1
$2

,6
21

.4
6

D
av

ita
H

ea
lth

ca
re

Pa
rt

ne
rs

In
c

$7
3.

94
8

C
he

m
ed

C
or

p
M

an
uf

ac
tu

ri
ng

–R
ub

be
r

an
d

M
is

ce
lla

ne
ou

s
Pl

as
tic

Pr
od

uc
ts

30
7

$6
06

.9
1

$2
,6

42
.6

5
N

ik
e

In
c-

C
la

ss
B

$2
2.

86
7

A
rm

st
ro

ng
W

or
ld

In
du

st
ri

es

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–T
ra

ns
po

rt
at

io
n

Se
rv

ic
es

47
6

$5
64

.0
5

$1
,8

98
.5

2
X

PO
L

og
is

tic
s

In
c

$1
25

.2
32

E
xp

ed
ito

rs
In

tl
W

as
h

In
c

Se
rv

ic
es

–A
m

us
em

en
t

an
d

R
ec

re
at

io
n

Se
rv

ic
es

79
4

$5
49

.2
4

$1
,8

01
.0

6
L

iv
e

N
at

io
n

E
nt

er
ta

in
m

en
t

In
c

$3
5.

13
7

C
hu

rc
hh

ill
D

ow
ns

In
c

C
on

st
ru

ct
io

n–
H

ea
vy

C
on

st
ru

ct
io

n
ot

he
r

th
an

B
ui

ld
in

g
C

on
st

ru
ct

io
n

C
on

tr
ac

to
rs

16
2

$5
38

.4
2

$8
19

.7
4

Ja
co

bs
E

ng
in

ee
ri

ng
G

ro
up

In
c

$2
57

.1
04

Fl
uo

r
C

or
p

M
an

uf
ac

tu
ri

ng
–I

nd
us

tr
ia

l
an

d
C

om
m

er
ci

al
M

ac
hi

ne
ry

an
d

C
om

pu
te

r
E

qu
ip

m
en

t
35

53
$5

02
.1

3
$5

,7
14

.8
0

A
pp

le
In

c
$9

.6
45

B
W

X
T

ec
hn

ol
og

ie
s

In
c

Se
rv

ic
es

–H
ot

el
s,

R
oo

m
in

g
H

ou
se

s,
C

am
ps

,
an

d
O

th
er

L
od

gi
ng

Pl
ac

es
70

12
$4

98
.1

2
$1

,9
49

.1
7

H
ilt

on
W

or
ld

w
id

e
H

ol
di

ng
s

In
c

$5
7.

17
6

E
xt

en
de

d
St

ay
A

m
er

ic
a

In
c

211J. Trifts, G.E. Porter / Financial Services Review 26 (2017) 205–220



T
ab

le
2

C
ha

ng
e

in
to

ta
l

as
se

ts
If

pr
op

os
ed

ch
an

ge
s

w
er

e
ap

pl
ie

d
to

20
15

fis
ca

l
ye

ar
la

rg
es

t
25

di
vi

si
on

s,
by

tw
o-

di
gi

t
SI

C
co

de
s

D
iv

is
io

n
SI

C
Fi

rm
s

D
iv

is
io

n
av

er
ag

e
ch

an
ge

L
ar

ge
st

ch
an

ge
in

di
vi

si
on

Sm
al

le
st

ch
an

ge
in

di
vi

si
on

R
et

ai
l

T
ra

de
–A

pp
ar

el
&

A
cc

es
so

ry
St

or
es

56
11

63
.3

%
97

.1
%

U
rb

an
O

ut
fit

te
rs

In
c

22
.5

%
U

nd
er

A
rm

ou
r

In
c-

C
la

ss
A

R
et

ai
l

T
ra

de
–F

oo
d

St
or

es
54

5
53

.8
%

12
5.

3%
W

ho
le

Fo
od

s
M

ar
ke

t
In

c
18

.7
%

D
un

ki
n’

B
ra

nd
s

G
ro

up
In

c
R

et
ai

l
T

ra
de

–E
at

in
g

&
D

ri
nk

in
g

Pl
ac

es
58

14
51

.5
%

11
0.

8%
C

hi
po

tle
M

ex
ic

an
G

ri
ll

In
c

4.
8%

A
ra

m
ar

k
A

gr
ic

ul
tu

re
–A

gr
ic

ul
tu

ra
l

Se
rv

ic
es

07
1

39
.7

%
39

.7
%

V
C

A
In

c
39

.7
%

V
C

A
In

c
R

et
ai

l
T

ra
de

–H
om

e
Fu

rn
itu

re
,

Fu
rn

is
hi

ng
&

E
qu

ip
m

en
t

St
or

es
57

4
39

.5
%

66
.1

%
W

ill
ia

m
s-

So
no

m
a

In
c

23
.0

%
G

am
es

to
p

C
or

p-
C

la
ss

A

M
an

uf
ac

tu
ri

ng
–L

ea
th

er
an

d
L

ea
th

er
Pr

od
uc

ts
31

2
36

.5
%

46
.7

%
Sk

ec
he

rs
U

SA
In

c-
C

la
ss

A
26

.2
%

C
oa

ch
In

c
Se

rv
ic

es
–S

oc
ia

l
Se

rv
ic

es
83

1
33

.3
%

33
.3

%
B

ri
gh

t
H

or
iz

on
s

Fa
m

ily
So

lu
tio

ns
33

.3
%

B
ri

gh
t

H
or

iz
on

s
Fa

m
ily

So
lu

tio
ns

R
et

ai
l

T
ra

de
–M

is
ce

lla
ne

ou
s

R
et

ai
l

59
19

31
.8

%
95

.8
%

D
ic

k’
s

Sp
or

tin
g

G
oo

ds
In

c
0.

5%
E

xp
re

ss
Sc

ri
pt

s
H

ol
di

ng
C

o
M

an
uf

ac
tu

ri
ng

–A
pp

ar
el

,
an

d
ot

he
r

Fi
ni

sh
ed

Pr
od

uc
ts

M
ad

e
fr

om
Fa

br
ic

an
d

Si
m

ila
r

M
at

er
ia

ls

23
8

30
.5

%
78

.4
%

B
ur

lin
gt

on
St

or
es

In
c

6.
6%

H
an

es
br

an
ds

In
c

B
ui

ld
in

g
M

at
er

ia
ls

,
H

ar
dw

ar
e,

G
ar

de
n

Su
pp

ly
an

d
M

ob
ile

H
om

e
D

ea
le

rs
52

5
30

.1
%

86
.0

%
T

ra
ct

or
Su

pp
ly

C
om

pa
ny

11
.4

%
Fa

st
en

al
C

o

Se
rv

ic
es

–M
ot

io
n

Pi
ct

ur
es

78
8

28
.6

%
10

1.
3%

R
eg

al
E

nt
er

ta
in

m
en

t
G

ro
up

-A
1.

8%
T

im
e

W
ar

ne
r

In
c

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–T
ra

ns
po

rt
at

io
n

by
A

ir
45

10
26

.3
%

55
.8

%
Sp

ir
it

A
ir

lin
es

In
c

2.
4%

A
lle

gi
an

t
T

ra
ve

l
C

o
R

et
ai

l
T

ra
de

–G
en

er
al

M
er

ch
an

di
se

St
or

es
53

12
21

.3
%

56
.6

%
D

ol
la

r
G

en
er

al
C

or
p

0.
1%

C
as

ey
’s

G
en

er
al

St
or

es
In

c
R

et
ai

l
T

ra
de

�
A

ut
om

ot
iv

e
D

ea
le

rs
an

d
G

as
ol

in
e

Se
rv

ic
e

St
at

io
ns

55
10

18
.3

%
51

.8
%

Pe
ns

ke
A

ut
om

ot
iv

e
G

ro
up

In
c

2.
7%

C
ar

m
ax

In
c

Se
rv

ic
es

–A
m

us
em

en
t

an
d

R
ec

re
at

io
n

Se
rv

ic
es

79
4

11
.3

%
29

.3
%

L
iv

e
N

at
io

n
E

nt
er

ta
in

m
en

t
In

1.
5%

C
hu

rc
hi

ll
D

ow
ns

In
c

Se
rv

ic
es

–E
du

ca
tio

na
l

Se
rv

ic
es

82
2

10
.8

%
12

.8
%

G
ra

ha
m

H
ol

di
ng

s
C

o-
C

la
ss

B
8.

9%
H

ou
gh

to
n

M
if

fli
n

H
ar

co
ur

t
C

o
T

ra
ns

po
rt

&
Pu

bl
ic

U
til

ity
–T

ra
ns

po
rt

at
io

n
Se

rv
ic

es
47

6
7.

2%
15

.0
%

X
PO

L
og

is
tic

s
In

c
2.

4%
Pr

ic
el

in
e

G
ro

up
In

c/
T

he

C
on

st
ru

ct
io

n–
H

ea
vy

C
on

st
ru

ct
io

n
ot

he
r

th
an

B
ui

ld
in

g
C

on
st

ru
ct

io
n

C
on

tr
ac

to
rs

16
2

6.
9%

10
.5

%
Ja

co
bs

E
ng

in
ee

ri
ng

G
ro

up
In

c
3.

4%
Fl

uo
r

C
or

p

Fi
n

In
s

an
d

R
ea

l
E

st
at

e–
In

su
ra

nc
e

A
ge

nt
s,

B
ro

ke
rs

an
d

Se
rv

ic
e

64
5

6.
7%

11
.6

%
M

ar
sh

&
M

cl
en

na
n

C
os

3.
6%

B
ro

w
n

&
B

ro
w

n
In

c

Se
rv

ic
es

–H
ea

lth
Se

rv
ic

es
80

16
6.

7%
26

.0
%

B
ro

ok
da

le
Se

ni
or

L
iv

in
g

In
c

2.
1%

M
ed

na
x

In
c

W
ho

le
sa

le
T

ra
de

–D
ur

ab
le

G
oo

ds
50

20
6.

6%
17

.6
%

A
ir

ga
s

In
c

1.
7%

A
rr

ow
E

le
ct

ro
ni

cs
In

c
Se

rv
ic

es
–B

us
in

es
s

Se
rv

ic
es

73
12

0
6.

5%
36

.6
%

T
ab

le
au

So
ft

w
ar

e
In

c-
C

la
ss

A
0.

0%
V

er
is

ig
n

In
c

Se
rv

ic
es

–E
ng

in
ee

ri
ng

,
A

cc
ou

nt
in

g,
R

es
ea

rc
h,

M
an

ag
em

en
t

an
d

R
el

at
ed

Se
rv

ic
es

87
13

6.
4%

13
.6

%
Pa

re
xe

l
In

te
rn

at
io

na
l

C
or

p
0.

5%
Se

rv
ic

em
as

te
r

G
lo

ba
l

H
ol

di
ng

W
ho

le
sa

le
T

ra
de

–N
on

-d
ur

ab
le

G
oo

ds
51

14
6.

1%
31

.9
%

D
om

in
o’

s
Pi

zz
a

In
c

0.
5%

Pi
nn

ac
le

Fo
od

s
In

c
Se

rv
ic

es
–H

ot
el

,
R

oo
m

in
g

H
ou

se
s,

C
am

ps
,

an
d

ot
he

r
L

od
gi

ng
Pl

ac
es

70
12

5.
8%

13
.8

%
M

ar
ri

ot
t

In
te

rn
at

io
na

l-
C

la
ss

A
0.

5%
L

as
V

eg
as

Sa
nd

s
C

or
p

212 J. Trifts, G.E. Porter / Financial Services Review 26 (2017) 205–220



assets, these relatively small values might suggest that the capitalization of operating leases
is a relatively unimportant issue as the change in leverage is small. However, as before, these
overall statistics mask the wide range of values across the entire sample. For example, the
firm showing the largest change in their debt ratio is Whole Foods that shows a debt ratio of
1.1% without operating leases and 56.1% with the inclusion of the off-balance sheet debt.
Second is Chipotle (0% before, 52.6% after inclusion), Dick’s Sporting Goods (0.2% to
49.0%), and American Eagle Outfitters (0% to 47.8%). The magnitude of these differences
illustrates an important point about analyzing financial statements. Investors who relied on
the unadjusted balance sheets to assess financial risk would logically assess the above firms
as having no financial risk because they each carry effectively no debt. However, in reality,
these firms have debt equal to about half of the book value of their total assets.

Table 3 shows the changes in ratio of book value of debt to total assets by industry group.
The retail industry is highly represented among those companies with the greatest change.
However, as with other metrics, a key result is that there is substantial variation even within
industry segments. For example, the segment with the largest change in debt ratio is Retail
Trade–Apparel and Accessory Stores. On average, retailers in this segment show debt ratios
that are 30.9 percentage points higher when operating leases are capitalized. However,
American Eagle Outfitters debt ratio rises 47.8 percentage points while L Brands ratio
increases only by 10.8 percentage points. While potential investors would be wise to be
suspicious of the impact of operating leases on the debt loads of all retailers, they also need
to carefully look at differences across firms, not just rely on industry averages. Even
industries that tend to use relatively few operating leases can have wide ranges of metrics
across firms. Consider the Services–Business Services segment near the bottom of Table 3.
Across the 120 firms in this segment, the average change in book value debt ratio is only
4.4%. This relatively low number might lead some investors to not worry about off-balance
sheet debt for firms in this segment. However, Tableau Software does make substantial use
of operating leases and their debt ratio is 26.8 percentage points higher when those leases are
capitalized.

The capitalization of leases adds debt to the balance sheet and thus increases the debt ratio
for almost all firms. However, it is possible that book value debt ratios could actually
improve with the inclusion of capitalized operating leases. For example, in the Retail
Trade–Miscellaneous Retail segment, note that Michaels Company shows a change in the
debt ratio of �17.2 percentage points. This results because the company has total debt that
exceeds the book value of its total assets (i.e., negative equity). In this unusual case, adding
the present value of the operating leases to both the firm’s debt and total assets actually
decreases the debt ratio. This anomaly was seen in four additional firms: Choice Hotels, SBA
Communications, Cablevision Systems NY, and Domino’s Pizza.

While book value measures of leverage are frequently reported, market value measures
more accurately portray the true leverage position of firms. To examine this, we calculated
each firm’s debt to total capital ratio, defined as (book value) total short and long-term debt
divided by the sum of total short and long-term debt plus the market value of equity. Ideally
the market value of debt should be used in this ratio, but this value is unobtainable for most
firms. Furthermore, unless a firm’s default rate has changed dramatically or interest rates
have moved dramatically, the book value of debt will closely approximate its market value.
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In contrast, the market value of equity typically will exceed a firm’s book value of equity by
a substantial margin.

Table 4 shows the changes in firms’ debt to total capital ratio. Overall, the results are very
similar to those shown in Table 3. Eight of the top ten industries in Table 4 are in the top 10
of Table 3, the other two ranking in the top 15. In most cases, the impact of including the
capitalized operating leases is less dramatic in Table 4. Consider, for example, the top
segment in Table 4, Retail Trade–Home Furniture, Furnishings and Equipment Stores. The
firm with the largest change was Williams-Sonoma that showed an increase in its debt to
capital ratio of 22.7 percentage points, compared with a 39.8 percentage point change in its
debt to (book value) total assets, as shown in Table 3.

For 80% of the firms in top 1,000, their leverage as measured by the book value debt to
total asset ratio is higher than when measured by the debt to total capital ratio that uses the
market value of equity. However, for 200 of the firms the result is opposite with their debt
to total capital ratio falling below their book value debt ratio. This occurs because of
differences in how the metrics are calculated and differences in the use of operating liabilities
across firms. For example, without including operating leases Best Buy’s debt ratio is 12.83
and its debt to total capital ratio is 14.20. Best Buy’s market value of equity, used in the debt
to total capital ratio is $10.476 billion, $6.098 larger than its book value of equity. The firm’s
total capital includes $1.734 billion of debt, making its total capital $12.210 billion. How-
ever, the firm’s total book value of assets is $13.519 billion resulting in a lower book value
debt ratio. This result occurs because total assets include those financed both with capital
(equity plus interest bearing debt) and with operating liabilities, $6.530 billion of working
capital liabilities in Best Buy’s case. Because the firm’s operating liabilities exceed the
difference between its book and market values of equities, the Debt to Total Capital ratio is
less than its book value debt ratio. This result is also reflected in the values after including
the firm’s operating leases, valued at $3.144 billion. Its book value debt ratio is then 29.27
compared with a higher debt to capital ratio of 31.77.

6. Implications for investors

For individual investors, two things should be clear from the discussion so far. First, firms
have been allowed to keep massive amounts of debt off-balance sheet through the use of
operating leases. Second, the changes that have been announced by FASB will correct this
situation and make unadjusted leverage metrics based on the balance sheet much more
representative of the true leverage of the firm. However, as noted, these changes will not
appear until 2019 so, in the interim, individual investors should either learn how to adjust
leverage measures for operating leases or rely on a data source, such as Bloomberg, that does
that for them.

However, this pending change is likely to raise other questions. For example, will stock
and bond prices be affected when this large amount of previously hidden debt comes onto
balance sheets? Will firms suddenly violate their debt covenants when high amounts of
off-balance sheet debt appear on their balance sheet, pushing them into default? Will
estimates of future cash flows increase when income statements reveal an increase in

215J. Trifts, G.E. Porter / Financial Services Review 26 (2017) 205–220



T
ab

le
4

C
ha

ng
e

in
va

lu
e

of
de

bt
to

to
ta

l
ca

pi
ta

l
If

pr
op

os
ed

ch
an

ge
s

w
er

e
ap

pl
ie

d
to

20
15

fis
ca

l
ye

ar
la

rg
es

t
25

di
vi

si
on

s,
by

tw
o-

di
gi

t
SI

C
co

de
s

D
iv

is
io

n
SI

C
Fi

rm
s

D
iv

is
io

n
av

er
ag

e
ch

an
ge

L
ar

ge
st

ch
an

ge
by

di
vi

si
on

Sm
al

le
st

ch
an

ge

R
et

ai
l

T
ra

de
–H

om
e

Fu
rn

itu
re

,
Fu

rn
is

hi
ng

,
&

E
qu

ip
m

en
t

St
or

es
57

4
20

.0
%

22
.7

%
W

ill
ia

m
s-

So
no

m
a

In
c

17
.6

%
B

es
t

B
uy

C
o

In
c

R
et

ai
l

T
ra

de
–A

pp
ar

el
&

A
cc

es
so

ry
St

or
es

56
11

18
.1

%
34

.0
%

A
m

er
ic

an
E

ag
le

O
ut

fit
te

rs
3.

1%
U

nd
er

A
rm

ou
r

In
c-

C
la

ss
A

R
et

ai
l

T
ra

de
–F

oo
d

St
or

es
54

5
16

.7
%

41
.3

%
W

ho
le

Fo
od

s
M

ar
ke

t
In

c
5.

1%
D

un
ki

n’
B

ra
nd

s
G

ro
up

In
c

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–T
ra

ns
po

rt
at

io
n

by
A

ir
45

10
13

.2
%

21
.4

%
U

ni
te

d
C

on
tin

en
ta

l
H

ol
di

ng
s

0.
7%

A
lle

gi
an

t
T

ra
ve

l
C

o
M

an
uf

ac
tu

ri
ng

–L
ea

th
er

an
d

L
ea

th
er

Pr
od

uc
ts

31
2

12
.8

%
16

.9
%

Sk
ec

he
rs

U
SA

In
c-

C
la

ss
A

8.
7%

C
oa

ch
In

c
R

et
ai

l
T

ra
de

–E
at

in
g

&
D

ri
nk

in
g

Pl
ac

es
58

14
12

.6
%

26
.3

%
C

he
es

ec
ak

e
Fa

ct
or

y
In

c/
T

he
2.

1%
A

ra
m

ar
k

A
gr

ic
ul

tu
re

–A
gr

ic
ul

tu
ra

l
Se

rv
ic

es
07

1
12

.4
%

12
.4

%
V

C
A

In
c

12
.4

%
V

C
A

In
c

R
et

ai
l

T
ra

de
–M

is
ce

lla
ne

ou
s

R
et

ai
l

59
19

10
.7

%
39

.0
%

D
ic

k’
s

Sp
or

tin
g

G
oo

ds
In

c
0.

3%
E

xp
re

ss
Sc

ri
pt

s
H

ol
di

ng
C

o
Se

rv
ic

es
–S

oc
ia

l
Se

rv
ic

es
83

1
10

.4
%

10
.4

%
B

ri
gh

t
H

or
iz

on
s

Fa
m

ily
So

lu
tio

ns
10

.4
%

B
ri

gh
t

H
or

iz
on

s
Fa

m
ily

So
lu

tio
n

Se
rv

ic
es

–E
du

ca
tio

na
l

Se
rv

ic
es

82
2

9.
6%

13
.3

%
G

ra
ha

m
H

ol
di

ng
s

C
o-

C
la

ss
B

5.
9%

H
ou

gh
to

n
M

if
fli

n
H

ar
co

ur
t

C
o

M
an

uf
ac

tu
ri

ng
–A

pp
ar

el
,

an
d

ot
he

r
Fi

ni
sh

ed
Pr

od
uc

ts
M

ad
e

fr
om

Fa
br

ic
an

d
Si

m
ila

r
M

at
er

ia
ls

23
8

9.
5%

20
.6

%
B

ur
lin

gt
on

St
or

es
In

c
2.

2%
H

an
es

br
an

ds
In

c

R
et

ai
l

T
ra

de
–G

en
er

al
M

er
ch

an
di

se
St

or
es

53
12

8.
9%

26
.3

%
B

ig
L

ot
s

In
c

0.
1%

C
as

ey
’s

G
en

er
al

St
or

es
In

c
Se

rv
ic

es
–M

ot
io

n
Pi

ct
ur

es
78

8
8.

5%
23

.6
%

A
M

C
E

nt
er

ta
in

m
en

t
H

ld
s-

C
la

ss
A

0.
8%

N
et

fli
x

In
c

C
on

st
ru

ct
io

n–
H

ea
vy

C
on

st
ru

ct
io

n
ot

he
r

th
an

B
ui

ld
in

g
C

on
st

ru
ct

io
n

C
on

tr
ac

to
rs

16
2

6.
9%

11
.2

%
Ja

co
bs

E
ng

in
ee

ri
ng

G
ro

up
In

c
2.

6%
Fl

uo
r

C
or

p

R
et

ai
l

T
ra

de
–A

ut
om

ot
iv

e
D

ea
le

rs
an

d
G

as
ol

in
e

Se
rv

ic
e

St
at

io
ns

55
10

6.
2%

16
.5

%
A

dv
an

ce
A

ut
o

Pa
rt

s
In

c
0.

9%
C

ar
m

ax
In

c

B
ui

ld
in

g
M

at
er

ia
ls

,
H

ar
dw

ar
e,

G
ar

de
n

Su
pp

ly
an

d
M

ob
ile

H
om

e
D

ea
le

rs
52

5
5.

6%
14

.2
%

T
ra

ct
or

Su
pp

ly
C

om
pa

ny
2.

0%
Fa

st
en

al
C

o

Se
rv

ic
es

–A
m

us
em

en
t

an
d

R
ec

re
at

io
n

Se
rv

ic
es

79
4

5.
1%

14
.8

%
L

iv
e

N
at

io
n

E
nt

er
ta

in
m

en
t

In
0.

8%
C

hu
rc

hi
ll

D
ow

ns
In

c
C

on
st

ru
ct

io
n–

Sp
ec

ia
l

T
ra

de
C

on
tr

ac
to

rs
17

3
4.

5%
5.

8%
E

m
co

r
G

ro
up

In
c

3.
3%

C
hi

ca
go

B
ri

dg
e

&
Ir

on
C

o
N

v
Fi

n
In

s
an

d
R

ea
l

E
st

at
e–

In
su

ra
nc

e
A

ge
nt

s,
B

ro
ke

rs
an

d
Se

rv
ic

e
64

5
4.

0%
4.

8%
M

ar
sh

&
M

cl
en

na
n

C
os

2.
3%

B
ro

w
n

&
B

ro
w

n
In

c

W
ho

le
sa

le
T

ra
de

–D
ur

ab
le

G
oo

ds
50

20
3.

3%
6.

3%
A

ir
ga

s
In

c
0.

9%
W

W
G

ra
in

ge
r

In
c

M
an

uf
ac

tu
ri

ng
–P

et
ro

le
um

R
efi

ni
ng

an
d

R
el

at
ed

In
du

st
ri

es
29

14
3.

2%
7.

4%
T

es
or

o
C

or
p

0.
5%

M
ar

at
ho

n
O

il
C

or
p

Se
rv

ic
es

–P
er

so
na

l
Se

rv
ic

es
72

3
3.

0%
7.

6%
H

&
R

B
lo

ck
In

c
0.

7%
Se

rv
ic

e
C

or
p

In
te

rn
at

io
na

l
M

an
uf

ac
tu

ri
ng

–P
ri

nt
in

g,
Pu

bl
is

hi
ng

an
d

A
lli

ed
In

du
st

ri
es

27
9

2.
9%

12
.3

%
N

ew
s

C
or

p-
C

la
ss

A
0.

0%
C

im
pr

es
s

N
V

T
ra

ns
po

rt
&

Pu
bl

ic
U

til
ity

–C
om

m
un

ic
at

io
ns

48
30

2.
5%

11
.1

%
U

S
C

el
lu

la
r

C
or

p
0.

0%
C

B
S

C
or

p-
C

la
ss

A
V

ot
in

g
Se

rv
ic

es
–H

ea
lth

Se
rv

ic
es

80
16

2.
5%

7.
2%

B
ro

ok
da

le
Se

ni
or

L
iv

in
g

In
c

1.
0%

M
ed

na
x

In
c

216 J. Trifts, G.E. Porter / Financial Services Review 26 (2017) 205–220



expenses related to these leases? Fortunately, for investors, the answer to each of these
questions is “probably not.”

The primary reason for this optimism is that significant revaluations in stock prices occur
in response to new information and while the impact of off-balance sheet leases may be news
to some individual investors, it is not news to the professional investment community.
Furthermore, none of the information we have reported is “hidden.” As discussed earlier, that
data are reported in footnotes and analysts have long been estimating the value of
off-balance sheet debt and revising reported balance sheets with this information. As a
result, metrics used to provide valuation estimates for the stocks of these firms already
reflect this information.

Debt covenants may be affected by this new standard and in some cases companies and
their lenders will have to renegotiate existing covenants to adjust for the newly reported
on-balance sheet debt. In a 2011 survey by Deloitte of 178 executives of firms with operating
leases, 44% of respondents reported that the new standards would likely affect their com-
panies’ existing debt covenants. They note that “this may lead to renegotiation of outstanding
debt instruments, which could provide a potential opportunity to exact more concessions
from lenders or borrowers, depending on the condition” (Deloitte 2011). However, the
impact of this is also likely to be small as Paik et al., (2015) notes that lenders to companies
with significant operating leases already tend to focus on income statement based coverage
ratios rather than balance sheet ratios in their covenants. Because the income statements of
these companies will be essentially unchanged, the impact on these covenants should be
small.

Overall, it is likely that the impact of this change on security prices will be small and
insignificant. The market value of a company can be estimated in a number of ways.
Discounted cash flow models estimate the present value of future free cash flows at a
discount rate that is appropriate for the firm’s business and financial risk. Values can also be
estimated based on various multiples, including sales and EBITDA. The capitalization of
operating leases will not affect the cash flows to the firm and professional investors have
already been including the impact of operating leases in their estimations of leverage and cost
of capital. While companies will now provide estimates of the present value of their
operating leases that may be somewhat more accurate than those previously done by analysts
based on footnote disclosures, there is no reason to think that these values will be consistently
higher or lower and therefore any impact is likely to be small and random.6

7. Conclusion

This article discusses the new FASB standard that will require firms to capitalize their
operating leases beginning in 2019, and the implications to investors. We provide a brief
explanation of the new standard and how it will affect financial statements, and we reveal
which of the largest 1,000 firms and industries will be impacted significantly by the change.
We then ask, “What impact will this have on the stock and bond value of these firms?” In
short, while firms that are taking advantage of the current standard, those in the retail trade
being the heaviest users for example, will show dramatic increases in liabilities and expenses
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as a result of moving their operating leases onto their balance sheets, we caution investors
not to anticipate changes in their stock or bond valuations resulting from this change. Asset
values change in response to new information, and the information we present in this article
regarding changes in total assets and debt ratios is currently available from data providers
such as Bloomberg, and is already being used by professionals to forecast asset values and
future cash flows.

Notes

1 Specifically, public companies will be required to meet the new standards beginning
with financial statements for periods that begin after December 15, 2018.

2 Lessees will be required “to apply a modified retrospective transition approach to each
lease that existed at the beginning of the earliest comparative period presented in the
financial statements, as well as leases entered into after that date.” (Pricew-
WaterhouseCoopers, 2016) Consistent with accounting standard ASC 250, companies
will report the effect of the change on prior periods and the cumulative effect on
balance sheet accounts.

3 See the Appendix for an example from Urban Outfitters.
4 The criteria for determining a lease’s status is more subjective under the new stan-

dards. For example, a lease may be considered a finance lease if its term is for the
“major part” of the assets remaining economic live or its present value exceeds
“substantially all” of the fair value of the asset. (Spiceland et al, 2017).

5 For the remaining 53 firms, we next searched Value Line for each firm’s “Financial
Strength” rating and used this as a proxy for the firm’s debt rating. Value Line (2008)
notes that their “Financial Strength ratings take into account a lot of the same
information used by the major credit rating agencies. Our analysis focuses on net
income, cash flow, the amount of debt outstanding, and the outlook for profits, and the
stability of the industry and the individual company returns. Other factors also enter
into the equation.” Using this indicator as a proxy for debt credit ratings, we estimated
the cost of debt for an additional 47 firms.

6 Boatsman and Dong (2011) and Altamuro et al. (2014) provide evidence that off-
balance sheet leases are priced by investors.

Appendix: The reporting and valuation of operating leases

Shown below is Note 13 from Urban Outfitters Annual Report for the 12 months ending
January 31, 2016. To estimate the present value, we assumed that after 2021, the remaining
$772,226 will be paid at the same annual rate as in 2021. That is, the estimated lease
payments in 2022, 2023 and 2024 will be $199,685 per year leaving a remainder of $173,171
in 2025. Discounted at the firm’s estimated pretax cost of debt of 2.39%, the present value
of the firm’s operating leases is estimated to be $1,780,113.
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13. Commitments and contingencies

Leases

The Company leases its stores, certain fulfillment and distribution facilities, and offices
under non-cancelable operating leases. The following is a schedule by year of the future
minimum lease payments for operating leases with original terms in excess of one year:

Fiscal year

2017 $272,255
2018 263,876
2019 246,043
2020 228,091
2021 199,685
Thereafter 772,226
Total minimum lease payments $1,982,176

Amounts noted above include commitments for 37 executed leases for stores not
opened as of January 31, 2016. The majority of our leases allow for renewal options
between five and ten years upon expiration of the initial lease term. The store leases
generally provide for payment of direct operating costs including real estate taxes.
Certain store leases provide for contingent rentals when sales exceed specified levels,
in lieu of a fixed minimum rent, that are not reflected in the above table. Additionally,
the Company has entered into store leases that require a percentage of total sales to be
paid to landlords in lieu of minimum rent.
Rent expense consisted of the following:

Fiscal year ended January 31

2016 2015 2014

Minimum and percentage rentals $245,474 $234,982 $205,759
Contingent rentals 2,704 3,901 5,542
Total $248,178 $238,883 $211,301

The Company also has commitments for unfulfilled purchase orders for merchandise
ordered from our vendors in the normal course of business, which are satisfied within
twelve months, of $407,833. The majority of the Company’s merchandise commit-
ments are cancellable with no or limited recourse available to the vendor until the
merchandise shipping date. The Company also has commitments related to contracts
with construction contractors, fully satisfied upon the completion of construction,
which is typically within twelve months, of $1,535.
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