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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

The Impacts of Operating Leases Moving to the Balance Sheet 

The Financial Accounting Standards Board (FASB) introduced a new accounting standard (ASU 2016-02) that 
requires companies to recognize operating lease assets and liabilities on the balance sheet. Our forensic 
accounting technology has applied this convention since inception, so all of our models and research already 
reflect and will continue to reflect this change. In other words, we have you covered.  

Note: The impact of this change is almost entirely around lessee accounting (companies that pay leases) and is 
the focus of this article. 

Background on This Change 

A company can lease assets in one of two ways: capital leases or operating leases.  

Capital leases effectively act as debt to own the underlying asset leased. A simple analogy is taking out a loan to 
purchase a car or home; payments are made periodically and, at the end of the term, the asset is owned outright 
with the loan repaid.  

Operating leases do not transfer ownership of the underlying asset, and payments are made for usage of the 
asset.  A simple analogy here is leasing a car from a dealer; the lessee makes payments for the right to use the 
car, but does not gain equity in the car itself and will not own the car at the end of the lease.  

Prior to this new accounting standard, GAAP required the assets and liabilities associated with capital leases to 
be on a company’s balance sheet. Typically, these leases are in relation to property, plant and equipment 
(PP&E), so the capital lease assets were recorded in PP&E while the lease liabilities were recorded in debt or 
other liabilities.  

On the other hand, operating leases, both the assets and liabilities, were not reported on the balance sheet, 
despite the fact that entities were using the assets and contractually obligated to pay the lease. Also prior to this 
change, capital leases required separate depreciation and interest expenses, whereas operating leases required 
a lump-sum lease payment or rental expense. A summary of historical accounting is shown in Figure 1, below. 

Figure 1: Historical Accounting for Capital vs Operating Leases 

 Balance Sheet Income Statement 

Capital Lease Assets/Liabilities reported 
Depreciation and interest 
expenses reported 

Operating Lease Assets/Liabilities not reported 
Single lease/rental expense 
reported 

Source: FASB Accounting Standards Update 2016-02 (see Appendix) 

The single largest change in FASB’s ASU 2016-02 is the requirement of operating leases to have the associated 
asset and liability recorded on the balance sheet at the present value of future lease payments. These large 
assets and liabilities, once hidden in the notes, will now be placed directly on the balance sheet, and we applaud 
FASB for requiring more transparency for investors in public equities. 

The new standard still requires just one lease/rental expense reported. However, because assets are now 
recognized, impairments will also be recognized on the income statement, outside of this single lease cost.  

Historical Treatment in Our Models 

Despite being off-balance sheet assets and liabilities, we have always included the effects of operating leases in 
its models. On the balance sheet side, we added the present value of the future minimum lease payments, 
discounted by a consistent cost of debt, to our measures of Invested Capital and Operating Debt. This 
methodology is virtually identical to the new treatment required by FASB.  

http://www.newconstructs.com
https://www.newconstructs.com/education-invested-capital/
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On the income statement, we subtracted an estimated interest cost component from operating expenses in our 
calculation of NOPAT. Because operating lease expenses are recorded as a lump-sum, we need to remove the 
financing component as a non-operating expense, as we do with other financing costs.  

Finally, along with other forms of debt, the operating lease liability is subtracted from Enterprise Value to arrive at 
Shareholder Value.  

More details are in the white papers on our treatment of off-balance sheet debt. 

Figure 2: Methodology/Impact of Operating Leases on Models/Metrics 

Invested Capital NOPAT DCF 

PV of Lease Payments included 
Estimated interest expense 
excluded, considered non-

operating/financing expense 

PV or Leases added to other 
forms of debt, which is deducted 

from Enterprise Value 

Source: New Constructs, LLC 

Future Treatment in Our Models 

After this accounting rule change goes into effect, we will continue to calculate operating lease liabilities and 
expenses as we always have. Given the likely variances in how companies will calculate their operating lease 
debt, we will remove what they report the on-balance sheet and replace it with our calculated value. Our values 
will provide far greater comparability for all companies with operating leases as well as for the year-over-year 
results of individual companies.  

Figure 3: Example of Cost Disclosure Under New Standard 

 

Source: FASB Accounting Standards Update 2016-02 (see Appendix) 

When operating lease costs are reported as a lump-sum item, as shown in Figure 3, above, New Constructs will 
continue to remove an estimated interest expense for operating leases from operating expenses. In the event 
companies disclose the interest expense portion of the operating lease expense, we will consider that value as a 
replacement for our estimated values.  

Impact on Our Models 

There will be no material change to our models as a result of this accounting update since we have always 
included the effects of these off-balance sheet liabilities when calculating ROIC, invested capital, NOPAT and 
Shareholder Value. There will, however, be a change in the reported total assets and liabilities of public 
companies. 

Although the change is not slated to be required until the 2019 calendar-year, a few companies have early-
adopted, e.g. Microsoft (MSFT). Figure 4, below, was taken from Microsoft’s first quarter filing of its current fiscal 
year. 

  

http://www.newconstructs.com
https://www.newconstructs.com/education-net-operating-profit/
https://www.newconstructs.com/education/accounting-loopholes/
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Figure 4: MSFT’s Operating Lease Asset/Liability Disclosure (from 9/30/2017 Q1 filing) 

 

Sources: New Constructs, LLC and company filings 

Microsoft reports operating lease assets of $6,844 million in Q1 under FASB’s new disclosure requirements. Per 
Figure 5, below, this compares to the $6,417 million we calculate and include in invested capital for Microsoft’s 
fiscal 2017 (there is no disclosure in the Q1 filing for year-end value of operating lease assets). Note also in 
Figure 5, the non-operating implied interest expense of $325 million that will be excluded in the calculation of 
Microsoft’s 2017 NOPAT. 
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Figure 5: New Constructs’ Calculation of Operating Lease Impact for MSFT 

 

Sources: New Constructs, LLC and company filings 

Microsoft’s operating lease liability is small relative to its total assets, which is likely why the company chose to 
early-adopt this new rule. Accordingly, we expect several other companies with relatively small operating lease 
liabilities may also early-adopt.  

However, for those where the operating lease liability/asset is relatively large, we do not expect early adoption, 
and we do expect significant disruption to analysts’ models that have not already accounted for operating leases 
prior to the requirement of adoption of the new rule. 

Figure 6 highlights companies that have large operating lease liabilities relative to their reported assets. In other 
words, these companies are likely to hold off on adopting the new standard to preserve any benefits gained from 
not disclosing the liability.  

Town Sports International Holdings Inc. (CLUB $8.15/share), for instance, will see their reported assets increase 
by ~224% or more than triple.  
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Figure 6: Largest Changes in Reported Assets from This Rule Change  

Ticker Company % Increase to Assets Market Cap ($ in millions) 

DVCR Diversicare Healthcare Services Inc 411% $45 

FVE Five Star Senior Living Inc 328% $60 

CLUB Town Sports International Holdings  224% $222 

TTS Tile Shop Holdings Inc 142% $313 

CMG Chipotle Mexican Grill Inc 135% $9,453 

DXLG Destination XL Group Inc 130% $85 

FRAN Francesca’s Holding Corp 125% $164 

PIR Pier 1 Imports Inc 121% $228 

NGVC Natural Grocers by Vitamin Cottage 120% $177 

TUES Tuesday Morning Inc 117% $179 

Sources: New Constructs, LLC and company filings 

In addition to the companies listed in Figure 6, we highlight a few larger cap companies where the new lease 
liability/asset will be impactful:  

Figure 7: Largest Changes in Reported Assets for Companies Greater than $100B in Market Cap 

Ticker Company % Increase to Assets Market Cap ($ in billions) 

MCD McDonald's Corporation 25% $127 

NKE NIKE Inc. 14% $106 

AMZN Amazon.com Inc. 13% $754 

ACN Accenture, PLC 13% $108 

SNP China Petroleum & Chemical Corporation 13% $118 

HD The Home Depot, Inc. 12% $205 

CHL China Mobile Limited 11% $190 

VZ Verizon Communications, Inc. 7% $198 

WMT Walmart Inc. 6% $259 

RDS.A Royal Dutch Shell, PLC 5% $295 

Sources: New Constructs, LLC and company filings 

Figures 7 and 8 show that many major companies will experience significant changes to their balance sheets 
because of this accounting rule change.  

Figure 8: Largest Changes in Reported Assets for Companies Greater than $50B in Market Cap 

Ticker Company % Increase to Assets Market Cap ($ in billions) 

TJX The TJX Companies, Inc. 56% $52 

SBUX Starbucks Corporation 37% $83 

WBA Walgreens Boots Alliance, Inc. 34% $65 

FDX FedEx Corporation 27% $67 

PBR Petroleo Brasileiro S.A. 26% $94 

MCD McDonald's Corporation 25% $127 

DPSGY Deutsche Post AG 24% $57 

AMT American Tower Corp 23% $61 

CVS CVS Health Corp 20% $67 

EL The Estee Lauder Companies, Inc. 15% $56 

Sources: New Constructs, LLC and company filings 

http://www.newconstructs.com
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Any investor using traditional metrics such as ‘Return on Assets’ will see sudden, large changes that 
misleadingly suggest changes in the underlying business when there are only changes in the accounting for that 
business. 

Our Goal 

We strive to be at the forefront of accounting standards changes. We prepare for months in advance of changes 
to ensure our models remain the best in the business.  

When meaningful rule changes are announced, we update our calculations and models to maintain as much 
historical comparability as possible while also accurately reflecting the true economics of the business. 

Regardless of whether companies adopt rules early, late or on time, our models will be consistent year-over-
year.  

This article originally published on April 23, 2018. 

Disclosure: David Trainer, Alec Estrada, Kyle Guske II, and Sam McBride receive no compensation to write 
about any specific stock, style, or theme. 

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research. 

http://www.newconstructs.com
https://www.newconstructs.com/the-impacts-of-operating-leases-moving-to-the-balance-sheet
https://twitter.com/NewConstructs
https://www.facebook.com/newconstructsllc/
https://www.linkedin.com/company/new-constructs
https://stocktwits.com/dtrainer_NewConstructs
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Appendix: Key Excerpt from the Official FASB Accounting Standards Update 

#1 Main Provisions 

“For finance leases, a lessee is required to do the following:  
1. Recognize a right-of-use asset and a lease liability, initially measured at the present value of the lease 
payments, in the statement of financial position  
2. Recognize interest on the lease liability separately from amortization of the right-of-use asset in the statement 
of comprehensive income  
3. Classify repayments of the principal portion of the lease liability within financing activities and payments of 
interest on the lease liability and variable lease payments within operating activities in the statement of cash 
flows.  
 
For operating leases, a lessee is required to do the following:  
1. Recognize a right-of-use asset and a lease liability, initially measured at the present value of the lease 
payments, in the statement of financial position  
2. Recognize a single lease cost, calculated so that the cost of the lease is allocated over the lease term on a 
generally straight-line basis 4  
3. Classify all cash payments within operating activities in the statement of cash flows.” 
  

http://www.newconstructs.com
http://www.fasb.org/jsp/FASB/Document_C/DocumentPage?cid=1176167901010&acceptedDisclaimer=true
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 

  

http://www.newconstructs.com
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management 
ties to the companies it covers.  None of the members of New Constructs’ management team or the management team of any New Constructs’ 
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers.  New Constructs does not perform any 
investment or merchant banking functions and does not operate a trading desk.   
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading 
whereby an employee may exploit inside information regarding our stock research.  In addition, employees and managers of the company are 
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration 
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on 
that security. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report 
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such 
investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results 
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of 
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions 
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New 
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the 
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared 
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making 
any investment decision or for any necessary explanation of its contents.   
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report.  Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in 
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks, 
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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