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ABSTRACT 

When standards for financial reporting are amended, potential for change in the 

appearance of financial position for companies reporting under those standards arises.  

Currently standards set forth by the Financial Accounting Standards Board (FASB) allow for two 

methods of reporting lease obligations on the financial statements.  The first of these methods 

is the operating method, which allows lease payments to be expensed within the period they 

are incurred and only a decrease in cash or an increase in an account payable is recognized on 

the balance sheet.  The second method is the capital method, which requires the present value 

of the future lease payments to be recognized on the balance sheet as an asset and a 

corresponding liability.  Both are reduced annually through depreciation and lease payments 

respectively.  The FASB has recently proposed discontinuing the operating method of reporting 

a lease obligation and allowing only for the capital method to be used.   

 The objective of this study is to examine some of the changes in appearance of financial 

position that might be brought on by this potential change in reporting standards.  The airline 

industry has been selected to illustrate the effects of capitalizing future operating lease 

payments on the balance sheet.  These future payments under operating leases for companies 

within the industry are capitalized using two different methods of depreciation. The companies 

are then ranked in order of proximity to an industry average for eight well known financial 

ratios.  The rankings for each treatment on a given ratio are compared and differences between 

the expensed ranking and each capitalized ranking are measured and discussed.    
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INTRODUCTION 

The presentation and disclosure of financial data has been a topic of controversy since 

the practice of investing first came into being.  Investors and creditors rely on financial reports 

that are accurate, relevant, reliable, complete, comparable, and material in order to make 

decisions on where to invest their capital.  In the event that any changes occur in the methods 

of financial reporting, an appropriate analysis of the effects of those changes on the 

appearance of a company’s financial position is important.   

Since its inception in 1979, the Financial Accounting Standards Board (FASB) Statement 

13: Accounting for Leases (FAS 13), has been a topic of controversy.  Currently standards set 

forth by the FASB allow for two methods of reporting lease obligations on the financial 

statements.  The first of these methods is the operating method, which allows lease payments 

to be expensed within the period they are incurred and only a decrease in cash or an increase in 

an account payable is recognized on the balance sheet.  The second method is the capital 

method, which requires the present value of the future lease payments to be recognized on the 

balance sheet as an asset and a corresponding liability that are reduced by annual depreciation 

and lease payments respectively.  The FASB has recently proposed discontinuing the operating 

method of reporting a lease obligation and allowing only for the capital method to be used. 

This proposed change in reporting standards was brought on in part due to increasing 

concerns that many “off balance sheet” financing occurrences arising from operating lease 

arrangements fail to faithfully represent the substance of the transaction that actually takes 

place.  The FASB also mentions a lack of comparability and undue complexity that arise from 
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differences between operating and capital lease structures as a reason for change.  Another 

factor to consider is the FASB’s efforts to converge US Generally Accepted Accounting Principles 

(GAAP) with the International Financial Reporting Standards (IFRS).  IFRS currently employs 

similar criteria to US GAAP for reporting capital and operating leases with a few differences that 

will be discussed later in the report.  The International Accounting Standards Board (IASB) 

agrees with the FASB that the operating method fails in many cases to adequately represent 

the substance of leasing transactions.  As a result both the boards have “initiated a joint project 

to develop a new approach to lease accounting that would ensure that assets and liabilities 

arising under leases are recognized in the statement of financial position” (FASB, 2013). 

The effects of recognizing assets and liabilities associated with all lease agreements will 

have an impact on the financial statements of many companies that currently report operating 

leases.  As mentioned earlier, investors and creditors make use of financial statements to 

estimate the future profitability and health of a business.  One way the users of financial 

statements make these inferences is through the use of financial ratios that are based on 

account balances found in the balance sheet and income statement.  If the account balance for 

assets and liabilities are changed, the ratios might also change.  This thesis examines ways and 

degrees that the balance sheet (statement of financial position), the income statement and 

eight of the key financial ratios for companies within a specific industry might be impacted by 

the proposed changes to lease reporting.  Since different industries will likely be affected 

differently by these changes in reporting, the airline industry has been selected to illustrate the 

effects of differences between the operating and capital methods of lease reporting.  
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CAPITAL VS. OPERATING LEASES 

When it comes to financing assets, it seems that many companies in America prefer to 

lease from the owner or manufacturer rather than borrow from a bank or financial institution 

to make a purchase.  One 2010 survey conducted by the AICPA shows that 8 out of 10 

companies in the U.S. lease all or some of their equipment (Kieso et al. 2011).  When an asset is 

leased, ownership of that asset may or may not be transferred.  A lease as defined by the FASB 

is an “agreement conveying the right to use property, plant or equipment (land/depreciable 

assets) usually for a stated period of time.”   

When a lease agreement is signed, two parties are formed. The first party is the original 

owner of the asset who collects payment for its use over a term and is referred to as the lessor. 

The second party is the user of that asset who makes the payments to the lessor and is referred 

to as the lessee.  This study focuses on the recording and reporting of leased assets by the 

lessee.  As mentioned in the introduction, there are two methods companies use to report 

these leases in their financial statements; capital and operating.   

Capital Leases 

FAS 13 on leases includes four general requirements which mandate the capital method 

of reporting a lease.  If a lease fails to meet any one of the four requirements, then it is treated 

as an operating lease.  Payments associated with a lease reported under the capital method are 

said to be “capitalized”.  Capitalization for this study means recognition of a depreciable asset 

on the balance sheet as well as a related long term liability. The four requirements of 

capitalization as mandated by GAAP under FASB 13 are as follows: 
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1. Transfer of Ownership: 

If the lease agreement has a provision that transfers ownership of the leased asset from 

the lessor to the lessee then the lease must be capitalized. 

2. Bargain Purchase Option: 

If the lease agreement has a provision for a bargain purchase option that may be 

exercised at the end of the term by the lessee, then the lease must be capitalized.  A bargain 

purchase option is an option to purchase the leased asset at the end of the lease term for 

“significantly lower” than the expected fair value of that asset.  The difference between the 

option price and the expected value must be large enough to make exercise of the option 

reasonably assured (Kieso et al. 2011). 

3. 75 Percent of Economic Life of the Asset 

If the lease term exceeds 75 percent of the economic life of an asset, the lease must be 

capitalized. 

4. 90 Percent Recovery of Investment 

If the present value of the lease payments equals more than 90 percent of the value of 

the leased asset (at the inception of the lease), the lease must be capitalized. 

When a lessee capitalizes a lease they must make an entry to record the lease asset and 

the liability of the payments. This entry is equal to the present value of the minimum lease 

payments as calculated using either the lower of the incremental borrowing rate or the implicit 

rate if the implicit rate is known and is lower than the incremental rate. The incremental 

borrowing rate is defined as “the rate that, at the inception of the lease, the lessee would have 
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incurred to borrow the funds necessary to purchase the leased asset on a secured loan with 

repayment terms similar to the payment schedule called for in the lease” (Kieso et al. 2011). 

The implicit rate is defined as “the discount rate that, when applied to the minimum lease 

payments and any unguaranteed residual value accruing to the lessor, causes the aggregate 

present value to equal the fair value of the leased property” (Kieso et al. 2011). The lease 

liability is then reduced by each annual payment and interest expense is recorded and 

accounted for using an amortization schedule. The lease asset is reduced using an acceptable 

method of depreciation either over the term of the lease if ownership is not transferred or the 

economic life of the asset if ownership is transferred. 

Operating Leases 

A lessee reporting an operating lease does not recognize an asset and a corresponding 

liability on its balance sheet.  The lessee only records the annual lease payment as a “rent 

expense” and debits cash or accounts payable. 

Synthetic Leases 

The current rules that govern accounting for leases have come under criticism for being 

overly subjective in recent years.  One article by Julian Lyon published in the Journal of Property 

& Finance even went so far as to say, “[the] almost arbitrary treatment of leases has never been 

satisfactory.”    This is because many companies have found and exploited loopholes between 

the classifications of capital and operating leases.  It can sometimes be very advantageous for 

companies with small amounts of capital to finance their assets off of the balance sheet in 

order make their returns appear more favorable to investors and creditors.  At the same time, 
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for tax purposes it can also be advantageous to claim ownership of an asset and claim 

additional expenses. 

The two desirable effects mentioned previously have led to the rise of what is known as 

a “synthetic” lease arrangement.  A synthetic lease is designed to qualify as an operating lease 

under FAS 13 but transfer enough control over an asset to qualify for ownership under the 

Internal Revenue Service (IRS) tax code (Dorsey, 2000).  The donut chain Krispy Kreme provides 

us with a textbook example of this type of transaction.  The company set up a synthetic lease 

agreement for a $30 million mixing plant and warehouse with Wells Fargo.  Krispy Kreme was 

required to make annual lease payments to Wells Fargo for six years following the construction 

of the property.  Although the assets were designed and used exclusively by Krispy Kreme, the 

recognition of those assets and the corresponding liability of the lease payments were not 

recorded on Krispy Kreme’s statement of financial position.  This arrangement was 

accomplished by using a special purpose entity (SPE) established as a subsidiary of Wells Fargo.  

The SPE borrowed money from Wells Fargo to finance the construction of the assets that it 

then subsequently leased to Krispy Kreme.   The SPE was the owner of the asset under the 

guidelines set forth by FAS 13 while Krispy Kreme owned the asset under the IRS tax code. 

Unfortunately for Krispy Kreme, upon discovering the omission of such a large 

investment and obligation from the balance sheet the public demanded change.  In response to 

the public outcry, Krispy Kreme ultimately ended up capitalizing the lease on its balance sheet 

and abandoned the synthetic lease structure (Louis, 2002).  This study does not attempt to 

delve too far into the concepts of synthetic leasing.  However two aspects of the Krispy Kreme 
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anecdote are relevant.  The first is that some companies believe operating leases can improve 

the appearance of their financial position or they might not go through the trouble of setting up 

a synthetic lease.  The second is that many users of the financial statements feel that the 

omission of information on balance sheet regarding large asset financing is misleading and or 

confusing.   

Differences between Capital and Operating Leases 

A different expense pattern emerges between a lease that is reported as an operating 

lease and another that is reported as a capital lease of the same value. There are also major 

differences in the accounts that appear on the annual financial statements between the two 

reporting methods.  These differences form the reason why some companies prefer to use the 

operating lease rather than the capital lease or vice versa and are the primary focus of this 

study.  The primary objective of this study is to examine the effects of the two different lease 

reporting methods regarding the presentation of a company’s four financial statements.  Eight 

key financial ratios that are affected by differences in account balances among the income 

statement and balance sheet will also be analyzed. 
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The Four Financial Statements 

The four financial statements that appear in a company’s annual 10-K filing provide 

users with a summary of transactions the business incurred during the year.  The four financial 

statements include the balance sheet, income statement, statement of cash flows, and the 

statement of equity (or change in retained earnings).  When a lease transaction occurs it will 

affect accounts in the four financial statements regardless of whether it is reported as a capital 

or operating lease.   

The Balance Sheet 

The balance sheet represents the total assets, liabilities and equity that form a company 

and is often referred to as the statement of financial position.  The accounting equation states 

that assets = liabilities + shareholder’s equity.  Assets are recorded on the left side of the 

balance sheet and hold debit (left side) balances.  Liabilities and equity are typically recorded on 

the right side of the balance sheet and hold credit (right side) balances.   

At the inception of a capital lease, two accounts on the balance sheet of the lessee are 

created.  The journal entries involve a debit to an asset account representing the lessee’s right 

to use the property being leased.  A liability account is credited to represent the lessee’s 

obligation to pay for the right to use the asset that now appears on the balance sheet.   

Right to Use Asset 
  Lease Liability 
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These two accounts start at equal values.  If the lease payment is due at the beginning of the 

period, then the payment amount reduces the cash account and also reduces the lease liability 

account.   

Lease Liability 
  Cash 

Interest and depreciation have not yet been accrued when the transaction is made.  At the end 

of the period, the lessee increases the accumulated depreciation account for the appropriate 

amount and also records the interest payable that will be due at the beginning of the next 

period.  Proper depreciation methods must be observed.  FAS 13 specifically states that “the 

asset shall be amortized in a manner consistent with the lessee's normal depreciation policy for 

owned assets”. (Note: some debits appear on the income statement and will be discussed later) 

  Interest Payable 
  Accumulated Depreciation (Right to Use Asset) 

At the beginning of the second lease period the interest payable and lease liability accounts and 

the cash account are reduced. 

 Interest Payable 
 Lease Liability 
   Cash 

The interest is amortized according to a schedule and the annual cycle continues until the lease 

term expires. 

At the inception of an operating lease, only the cash account is reduced in the amount 

of the lease payment on the balance sheet. 

  Cash 
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This annual cycle repeats until the lease term expires. 

We can see here that the operating method does not account for interest, nor does it 

represent a commitment to make annual payments.  A good deal of information about the 

nature of an operating lease is kept off of the balance sheet, which has an impact on ratios that 

are sourced from balance sheet accounts.   

The Income Statement 

The income statement represents the amounts of annual revenue a company earns 

from providing sales and or services net of annual operating expenses.  Expenses are 

represented by a debit balance; revenues are represented by a credit balance.   

When a lease is capitalized, there is no effect on the income statement at the beginning 

of the period even if a cash payment is made.  At the end of the period, depreciation and 

interest expenses are increased by the appropriate amounts. 

Depreciation 
Interest Expense 

These expenses are recognized annually until the lease term expires.  Interest is amortized and 

has a decreasing balance each successive year. 

A lease reported as an operating lease increases rent expense when it is paid at the 

beginning of the period. 

Rent Expense 

This expense pattern repeats annually until the lease term expires. 
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The Statement of Cash Flows 

The statement of cash flows is a summary of all the inflows and outflows of cash for a 

company within a reporting period.  This statement will not be affected by the differences in 

reporting methods.  Whether the cash balance is credited relative to an expense or a reduction 

in a liability will not affect the end balance of cash from operating activities.  An equal outflow 

of cash will appear on the statement of cash flows for either of the two lease reporting 

methods. 

The Statement of Change in Equity 

The statement of change in equity reflects the previous year’s balance in retained 

earnings adjusted by the net income (loss) from the current period income statement to reflect 

the new balance for retained earnings on the current period balance sheet.  Differences in the 

expenses reported between the two reporting methods will affect net income and therefore 

will affect the new retained earnings balance on the statement of change in equity. 

A capital lease affects two accounts on the income statement, depreciation expense and 

interest expense.  An operating lease affects one account on the income statement, rent 

expense.  If the amount of rent expense for a lease reported as operating does not equal the 

amount of depreciation and interest expense for a capital lease of an equal value, then the 

difference will produce differing balances in the current period retained earnings account for 

the two methods.  As mentioned in the income statement section, the depreciation practices of 

a company will also affect differences between the two expense patterns. 
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Scope Regarding the Four Financial Statements 

This study will focus on the changes in the balance sheet and income statement 

resulting from the two different lease reporting methods (capital and operating).  These two 

statements will be recast and eight financial ratios calculated from figures in these statements 

will be compared for the lease reporting methods.  The statement of cash flows and statement 

of change in equity will not be recast nor extensively evaluated although these statements are 

relevant to the subject.  Further examination of the effects of different lease reporting methods 

on these two statements has potential to provide a great additional topic for study.    
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THE AIRLINE INDUSTRY 

Many industries use operating leases for many different reasons, some of which have 

little to do with reporting. This study examines the impacts of the two lease reporting methods 

rather than attempting to uncover the reasons why companies in a given industry choose to use 

operating leases.  The American airline industry stands out among other industries as one of 

the more prevalent users of the operating lease.  A recent 2009 analysis of company reports for 

five major airlines found that the companies leased on average approximately 25% of their total 

fleets through operating leases (Kieso et al. 2011).  An article from the Airfinance Journal states 

“operating leases can form an important part of an airline's fleet-management program” 

(Pritchard and Tenev, 1998).  Credit rating companies have also taken notice of the airline 

industry and its use of the operating lease.  In a recent release in the Journal of Transportation, 

Fitch Group explains that the company “reviews the operational practices of the servicers of 

aircraft operating lease transactions” when assigning credit ratings to airlines (Fitch, 2012).  

More on credit ratings and implications will be discussed in the Credit Evaluations and Key 

Financial ratios chapters. 

The focus of this study is to illustrate differences in the reports of capital and operating 

leases.  In order to provide strong contrast between the two methods, the airline industry has 

been chosen for analysis based on its high volume of operating lease arrangements.  The size of 

the industry has also played a role in its selection.  There are thirteen publicly traded companies 

in the industry for scheduled flights.  This manageable size allows for the use of actual figures 
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spanning the entire publicly traded segment of the industry rather than creating a need to rely 

upon figures from a sample representing a larger population. 

Industry Profile 

The segment of the airline industry analyzed in this study is classified under the 

standard industrial classification (SIC) code 4512.  SIC 4512 represents all scheduled flight air 

transportation companies.  To qualify as a scheduled flight provider an airline must obtain a 

fitness certificate from the Department of Transportation (DOT).  The fitness certificate 

indicates that they have the managerial and financial capacity to provide consistent scheduled 

flights.   

Scheduled flight providers are divided into three categories based on size in annual 

revenue and area of operation.  These three categories are major, national, and regional.  

Major carriers typically generate annual revenues in excess of $1 billion and provide national 

and/or international flight service.  National carriers generate annual revenue between $100 

million and $1 billion and provide regional, national and occasionally international flight service.  

Regional carriers provide annual revenue less than $100 million and offer flight service to 

specific regions of a country (Avjobs, 2013). 

The thirteen airlines analyzed in this study are all classified as major airlines and all 

generate annual revenues over $1 billion.  Financial information is more readily available for 

publicly traded companies due to the annual 10-k reports these companies are required to file 

with the Securities and Exchange Commission (SEC).  Due to this availability of information, the 

publicly traded major airlines are the focus of this study.    
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CREDIT EVALUATION 

It is important for investors and creditors to have a reasonable understanding of their 

investment interests when it comes to providing capital to a business.  These parties need to 

have some idea about the amount of risk involved in their investments.  Many of these 

investors and creditors use the information from the four financial statements of publicly 

traded companies for making informed estimates on the future health and profitability of a 

company.  One downside to an investor relying solely on his or her direct knowledge of a 

company’s financial statements is the difficulty in comprehending the immense complexity of 

the documents.  As a result, credit rating agencies have emerged.  Credit rating agencies 

analyze companies’ financial statements and make comparisons between companies within an 

industry to determine financial health metrics.  They then rate the companies based on future 

possibility of default on debt obligations (typically bonds).  Rating agencies also issue ratings for 

specific debt instruments.  A credit rating that indicates an obligor’s ability and willingness to 

make its interest and principle payments on time is referred to as a corporate family rating 

(CFR).  A credit rating that applies to a specific financial obligation is usually referred to as a 

corporate credit rating (CCR) (Gootkind, 2012, p. 226).  This study pertains more to corporate 

family ratings.  Most investors require that companies issuing long term debt obtain some form 

of credit rating from a rating agency.  While the current methods credit rating agencies used to 

make these evaluations are unavailable, the traditional credit measures and limited disclosures 

these companies provide can be used to understand some of the basic mechanics behind a 

credit score.   
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The Basics 

It is important to know a few of the reasons why investors, creditors and rating agencies 

rely on financial ratios.  For this purpose, only a very basic understanding of credit ratings is 

needed.  First, there are two general types of credit risk; default risk and downgrade risk.  

Default risk is the risk that a company may not be able to meet its debt obligations when they 

come due.  Downgrade risk is the risk that the credit quality of an issue will deteriorate.  Credit 

quality is indicated by a credit rating.  Credit ratings pertaining to long term debt obligations are 

forward looking assessments of the probability of both default and the magnitude of loss in the 

event that default actually occurs (Fabozzi, 2012, p. 139).  Credit ratings pertaining to short 

term debt are forward looking assessments of the probability of default (p. 139).   

Traditional Credit Analysis 

In order to provide a credit rating, a rating company will often utilize several methods of 

evaluation.  This study utilizes aspects of the traditional credit analysis. In the traditional 

analysis, the capacity to pay, the availability of collateral, the presence of covenants and the 

character of the company are considered.  These aspects are referred to collectively as the four 

C’s of credit (Fabozzi, 2012, p. 141). 

Of the four C’s of credit in the traditional model, this study focuses on the capacity to 

meet debt obligations.  When evaluating a company’s ability to meet its debt obligations, two 

factors considered are industry trends and the financial position and sources of liquidity for a 

debt issuer.  Rating companies analyze the financial statements of an issuer and project future 

statements based on assumptions of past performance.  They then compute various measures 
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of performance (Fabozzi, 2012, p. 142).  Included in the measures of performance are sets of 

traditional financial ratios and measures of cash flow.  This study examines the sets of 

traditional financial ratios used to make assumptions about a company’s capacity to meet debt 

obligations.  Each ratio examined in this study will be included in the following financial ratios 

chapter. 
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FINANCIAL RATIOS 

As mentioned in the earlier chapter on credit evaluation, users of the financial 

statements compute ratios based on figures found in those statements.  These ratios are used 

to determine various aspects of a company’s performance.  It is important to remember that 

ratios are used to raise questions and indicate a need for further analysis rather than to provide 

standalone answers on performance (Fabozzi, 2012, p. 143).  They serve as indicators of change 

or normality.  Creditors categorize financial ratios by the information that the ratios provide.  

This study analyzes the impacts of the previously discussed methods of lease reporting on eight 

financial ratios from four categories; profitability, short-term solvency, capitalization (or 

leverage), and coverage.   

Profitability Ratios 

In order for companies to meet their debt obligations and satisfy shareholders they 

need to turn a profit.  Credit analysts study the operating income and operating profit margins 

over time to get a feel for future profitability trends.  Companies that stay profitable can 

typically continue to service their debt obligations.  Profitability or return ratios are measures of 

the relationship between income earned by a company and the amount of capital invested in a 

company by various parties (Porter and Norton, 2010, p. 741).  The two ratios from the 

profitability group selected for this study are the return on common stockholder’s equity (ROE) 

and the return on assets (ROA) because they are versatile and can serve as useful measures in 

any industry.  The application of general standards for these ratios is often an ineffective 
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performance measure.  It is usually best to measure profitability ratios relative to an industry 

average. 

Return on Assets 

The ROA is a measure of a company’s annual returns on total capital from all providers.  

It is considered to be the broadest return ratio and is calculated as: 

                                        

                    
 

The numerator of the ratio represents the amount of income generated for the period. The 

denominator represents the total amount of financial capital used to produce that income.  The 

accounting equation tells us that total assets equal total liabilities plus shareholder’s equity so 

we total assets to represent the two part figure (Porter and Norton, 2010, p. 741).   

Return on Common Stockholder’s Equity 

 The ROE is a measure of a company’s annual returns on capital provided by the common 

shareholders.  The ratio is computed as: 

                              

                                   
 

The higher this ratio is, the greater the return on the capital invested by the common 

shareholders.  Shareholders typically prefer high returns although high returns do not always 

indicate effective company performance.   
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Short Term Solvency Ratios 

Short term solvency ratios measure a company’s liquidity, which translates into ability 

to meet short term debt obligations as they come due. Liquidity ratios also provide an insight 

into the management of working capital.  Working capital is simply a company’s current assets 

net of current liabilities.  The numerator of these liquidity ratios represents either all or a 

portion of current assets and the denominator represents current liabilities.  The two liquidity 

ratios examined in this study are the current and quick (or acid test) ratios.  Like the profitability 

ratios, comparisons of short term solvency ratios to industry averages is often more useful than 

the application of general standards. 

Current Ratio 

The current ratio measures the amount of current assets a company has available 

relative to the current liabilities that come due in the period.  Current assets are defined as 

assets that can be realized in cash, sold, or consumed within a company’s operating cycle or 

reporting period (Porter and Norton, 2010, p. 66).  Current assets typically include cash, 

accounts receivable, and inventory.  The current ratio is calculated as: 

              

                   
 

 It indicates the amount of current debt obligations that can be met upon liquidation of all 

current assets.  This ratio assumes that current assets, including Inventory, can be liquidated to 

meet debt obligations as they come due. 
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Quick Ratio 

The quick ratio is viewed as a more stringent version of the current ratio.  It measures 

quick assets rather than total current assets that a company has available relative to current 

liabilities.  Quick assets are defined as cash or cash equivalents and include cash, marketable 

securities and current receivables.  The quick ratio is calculated as: 

                                              

                   
 

It indicates the amount of current debt obligations that can be met with liquid assets on hand 

without assuming other current assets (such as inventory) can be quickly liquidated. 

Capitalization Ratios 

Capitalization ratios indicate the degree of which a company utilizes its financial 

leverage.  Creditors interpret the results of capitalization ratios in the context of the stability of 

the industry, company earnings, and cash flow (Fabozzi, 2012, p. 144).  The general assumption 

is that as these three factors increase, so does a company’s ability to accept the risks involved 

with financial leverage (p. 145).  The numerator of these ratios represents debt and the 

denominator represents the debt from the numerator added to shareholder’s equity including 

non-controlling interest.  Higher capitalization ratios indicate a higher degree of financial 

leverage.  Since the acceptable amount of risk associated with financial leverage can vary from 

industry to industry, it is important to keep these figures in perspective of an industry average.  

The two capitalization ratios examined in this study are the long term debt to capitalization 

ratio and the total debt to capitalization ratio.   
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Long Term Debt to Capitalization 

Long term debt to capitalization measures the amount of long term debt against 

capitalization.  For this ratio and the next, capitalization refers to the sum of long term sources 

of funding found on the balance sheet.  This includes bonds, notes, obligations from capital 

leases, common and preferred stockholder’s equity, additional paid in capital and non-

controlling interest or minority interest (the portion of a subsidiary’s stock not owned by the 

parent).  The long term debt to capitalization ratio is calculated as: 

              

                                                                 
 

While very useful for measuring long term financial leverage, this ratio does not consider short 

term obligations. 

Total Debt to Capitalization 

Total debt to capitalization is similar to long term debt to capitalization with the 

addition of current liabilities.  Total debt to capitalization is calculated as: 

                                  

                                                                                   
 

This equation was designed to include the short term debt obligations that the long term debt 

to capitalization ratio failed to consider.  When used together, the ratios can serve as good 

indicators of overall financial leverage. 

Coverage Ratios 

Similar to profitability ratios, coverage ratios indicate the amount of debt that can be 

serviced by annual earnings.  Debt service means coverage of annual interest payments.  The 
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numerator of these ratios represents an earnings figure while the denominator is usually the 

annual interest expense.  It is important to note that annual interest expense includes 

capitalized interest.  Capitalized interest is interest imputed for capitalized assets which include 

assets leased under the capital reporting method (Fabozzi, 2012, p. 145)  The two most 

common coverage ratios are the EBIT to interest expense and the EBITDA to interest expense 

ratios (Gootkind, 2012, p.239).  These two ratios have been selected for analysis in our study.  

Like many financial ratios, it is always important to use industry averages as a frame of 

reference when using coverage ratios as performance indicators. 

EBIT to Interest Expense Ratio 

EBIT stands for earnings before interest and taxes.  The EBIT to interest coverage ratio is 

calculated as: 

    

                       
 

This ratio indicates the ability of a company to service its debt through its earnings from 

operations.  Tax is omitted from the EBIT ratio because tax is figured after deducting interest 

expenses. 

EBITDA to Interest Expense Ratio 

EBITDA stands for earnings before interest, taxes, depreciation and amortization.  

EBITDA alone serves as a very crude measure of cash flows since two major non-cash expenses 

(depreciation and amortization) are added back into EBIT.  It is important to note however that 
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using EBITDA as a measure of cash flow does not consider changes in working capital that may 

also seriously impact annual cash flows.    The EBITDA to interest expense ratio is calculated as: 

      

                       
 

This ratio indicates the ability of a company’s EBITDA to provide annual debt service.  Tax is 

omitted from from EBITDA for the same reason it is omitted from EBIT. 
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LITERATURE REVIEW 

Existing literature on the effects that different leasing methods have on the financial 

statements has helped to provide insight into the purpose and design of this study. While the 

concept that different lease reporting methods have an effect on the presentation of the 

financial statements is not new, research indicating the effects of capitalizations on the 

rankings among companies within the same industry has been difficult to come by.  This 

literature review presents some existing knowledge on the subject. 

The Leasing Environment 

Aristotle once said, “Wealth does not lie in ownership but in the use of things.” Figures 

from the Equipment Leasing Association (ELA) certainly support that statement. The ELA 

estimates that of the $850 billion in total fixed investment expected by domestic business 

within the United States in 2010, $521 billion would be financed through leasing (Kieso et al.  

2011, p. 1290).  The authors discussed problems that have arisen regarding the presentation of 

these leasing obligations, the largest being the problem of off balance sheet financing via the 

use of operating leases. When lease obligations are kept off the balance sheet, it can become 

difficult for investors and creditors to obtain accurate measures of financial performance.  

Rating agencies have had to make special adjustments to account for operating leases when 

evaluating a debt issuer (Gootkind, 2012). 

Many companies resist capitalization because they believe that showing lease liabilities 

on the balance sheet may negatively impact their financial position.  Three reasons for this 

assumption are: 1) an increase in the amount of total debt appears under a capital lease 
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(affecting debt to equity) 2) an increase in the amount of total assets appears on the balance 

sheet (affecting ROA) and 3) lower income is recognized early in the life of a capital lease than 

would be recognized under an operating lease for the same period (affecting retained earnings) 

(Kieso et al. 2011, p. 1303). 

FASB Response 

The FASB is currently working on a joint project with the IASB that will require all lease 

agreements to be capitalized (Kostolansky et al. 2011).  The FASB’s project update on leases 

states the following: 

The existing accounting models for leases require lessees to classify their leases as 

either capital leases or operating leases. However, those models have been criticized for 

failing to meet the needs of users of financial statements because they do not provide a 

faithful representation of leasing transactions. In particular, they omit relevant 

information about rights and obligations that meet the definitions of assets and 

liabilities in the Boards’ conceptual framework. The models also lead to a lack of 

comparability and undue complexity because of the sharp bright-line distinction 

between capital leases and operating leases. (Project Objective and Summary of the 

Proposed Model, 2013) 

As a result, the FASB and the IASB are working on a new model that will mandate the 

recognition of assets and liabilities arising from lease arrangements. (FASB, 2013)  The new 

standard will apply to companies reporting under both US GAAP and IFRS. 

 



27 
 

The Imhoff, Lipe, and Wright Model  

 Over the years, several studies involving the constructive capitalization of operating 

lease obligations have been conducted in an effort to predict the effects of these different 

reporting methods on financial statements.  The idea of constructive capitalization, or recasting 

the financial statements to include obligations that would not appear under a different 

reporting method, is not new. Creditors and rating agencies have been using constructive 

capitalization methods for years in order to gain a better insight into the economic health of 

companies.  

 When creditors make adjustments to the balance sheet for operating leases, they need 

to apply a discount rate in order to discount the sum of the future lease payments found under 

operating leases to their present value.  Imhoff, Lipe, and Wright (ILW) performed two studies 

on the effects of capitalization on the financial statements and a few selected ratios (ROA and 

ROE).  Their first study in 1991 focused on the effects of capitalization on the balance sheet 

only, assuming that the effect of capitalization on income and operating profit would be zero. 

Research by ILW (1991) references the Standard and Poor (S&P) rating agency’s discount rate 

for capitalization of 10% in two of their studies.  Their study suggests that the S&P applies a 

general discount rate when making adjustments to their calculations for operating leases.  This 

study uses the 10% rate for lease calculations since it represents an average between ILW’s 

rates of 8%, 10% and 12% and also represents the rate employed by a major rating agency.  For 

their 1991 model, ILW used discount rates of 8%, 10% and 12% along with lease lives of 10, 15, 

20, 25, and 30 years.  Their results illustrated material effects of constructive capitalization on 
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the balance sheet.  In 1997, the authors revisited their 1991 model and conducted a similar 

second study that measured and demonstrated the effects of constructive capitalization on the 

income statement.  The results proved to contradict their assumption for the 1991 model 

showing that the effects of constructive capitalization on the income statement were also 

material (Imhoff et al. 1997). In 1998 Beattie, Edwards and Goodacre adapted the ILW 1991 and 

1997 models to measure the effects of capitalization on Firms in the UK (Beattie et all 1998). 

Prior Studies Involving Lease Capitalizations and Financial Ratios 

 Several studies have been conducted in the past that test the effects of changes in 

financial statements on financial ratios.  One of the earliest models was developed by A. J. 

Nelson in 1963.  It tested the effect of capitalizing operating lease obligations on the debt to 

equity ratio for 11 US companies.  Nelson found a significant change in rankings among the 

companies between pre and post capitalization (Beattie et al. 1998).  A later model created by 

R.K. Ashton (1985) took six financial ratios and ranked a sample of 23 companies according to 

those ratios.  He used a spearman rank coefficient to test the significance of change among the 

ranks before and after capitalization.  His conclusion was that comparative ranks were only 

mildly affected by the capitalizations (Ashton, 1985).  A third study was conducted in 1991 by 

Imhoff, Lipe, and Wright (ILW) which estimated the effects of capitalization on the return on 

assets and debt to equity ratios for 14 different companies paired by 7 different industries.  The 

accuracy of this procedure, however, was somewhat limited by access to public domain data 

(Beattie et al. 1998).  This study uses several assumptions drawn from these prior studies but 

targets the effects of capitalizations on a specific industry rather than a random sample.  
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METHOD 

Hypothesis 

 When the future payments of operating leases are discounted and capitalized on the 

statement of financial position, accounts on the statement of financial position and accounts in 

the income statement will change. These changes will affect financial ratios that are calculated 

from balances in accounts on the statement of financial position and the income statement.  

The eight financial ratios examined in this study are the return on assets, return on equity, 

current, quick, EBIT to interest expense, EBITDA to interest expense, long term debt to 

capitalization and total debt to capitalization ratios (discussed in the financial ratios chapter).  

Companies from the airline industry are ranked according to these ratios by proximity to an 

industry average under the operating method and under two methods of capitalization.  The 

hypotheses being tested assume that 1) the rankings of companies by specific financial ratios 

within the major scheduled flight airline industry will change as a result of the different 

methods of lease reporting and 2) the resulting changes will be material as indicated by 

spearman’s rank order coefficient. 

Objectives 

This study has two objectives.  The first objective is to examine and discuss the rankings 

from the hypothesis.  Any indication of change in those ranks will then be analyzed and 

discussed.   The significance of the changes in rank serves as an indicator of the magnitude of 

effect capitalization might have on the appearance of these companies to creditors and rating 

agencies.  The second objective is to examine and discuss whether or not the results of the 
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tests for this industry will have an effect on creditors and rating agencies.  If evidence is found 

that there is a material effect on the appearance of financial health for these companies, the 

findings would support the FASB’s decision to take steps toward eliminating the operating lease 

method of reporting for lease transactions.  

The Test Industry 

 The sample this study analyzes includes all of the major publicly traded airlines based in 

the United States.  There are 13 companies in this industry as mentioned in the earlier chapter 

on the airline industry.  These companies in alphabetical order are Alaska Air Group Inc., 

Allegiant Travel Company, American Airlines, Continental Holdings Inc., Delta Airlines, Hawaiian 

Holdings Inc., JETBLUE Airways, Pinnacle Airlines, Republic Airways Holdings Inc., SKYWEST Inc., 

Southwest Airlines, Spirit Airlines, and US Airways Group.  The sample excludes the parent 

companies AMR and United Airlines Corporation because their subsidiary companies within the 

industry are fully represented and values would be repeated.   

 Although these companies are all from the same industry, it is important to keep in 

mind that the effects of capitalization for each company will vary due to differing management 

policies governing the amount of assets financed through operating leases vs. capital.  The 

airline industry has been selected due to the impression from several sources that companies 

within the industry rely heavily on operating leases.  If this is the case, the effects of capitalizing 

the future operating lease obligations should be maximized when compared to industries that 

do not make as much use of this type of financing. 
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Sourced Data 

 The data for the financial statements and future operating lease obligations for the 

airline companies are collected from their respective 10-K filings with the SEC for the year 

ended December 31, 2011.  Data are collected from the balance sheet, the income statement, 

and the future obligations from operating leases sections of each company’s 10-K.  Figures 

collected from the balance sheet include Current Assets, Quick Assets, Long Term Assets, Total 

Assets, Current Liabilities, Long Term Debt, Long Term Liabilities, Total Liabilities, Shareholder's 

Equity, and Average Common Shareholder's Equity.  Figures collected from the income 

statement include Revenues, Operating Expenses, Depreciation and Amortization Expense, 

Interest Revenue, Interest Expense(Income), Other Income, Annual Interest Expense (net of 

tax), Tax Rate, Income Tax Expense, and Net Income.  The future obligations under operating 

leases are estimated in annual increments for 5 years after the reporting date with a single 

amount representing payments to be made after 5 years.  Once the data are collected, the 

balance sheet and the income statement are reconstructed with the figures as reported prior to 

any adjustments.  The future obligations from operating leases are entered into a capitalization 

model. 

Models Used 

 Three models are used to collect information for analysis.  The first model recasts the 

balance sheets and income statements for each company under three lease treatments.  The 

second model calculates financial ratios for each company based on the three treatments in 

model 1 and ranks companies based on proximity to an industry average for each ratio.  The 
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third model shows the strength of correlation between the expensed rank set and each 

capitalized rank set using Spearman’s Rank Order Coefficient.  The collective purpose of these 

models is to illustrate differences between the three lease treatments. 

Model I: Recast Income Statement and Balance Sheet 

 Once the data are sourced from the company 10-K filings, the balance sheets and 

income statements for each company analyzed are reconstructed as they are reported for the 

year ended 2011.  This represents the beginning balance of the next reporting period 2012.  

These beginning 2012 figures are then adjusted for the operating lease obligations.  Three 

treatments are used and compared to illustrate the effects of capitalization. 

 Treatment I expenses the operating lease payment estimated in the 2011 10-K.  

Treatment II discounts the cash flows from the estimated operating lease obligations to the 

present value and assumes a straight line method of depreciation for the leased asset.  

Treatment III discounts the cash flows from the estimated operating lease obligations to the 

present value and assumes a double-declining balance method of depreciation for the leased 

asset.  Treatment I represents payments under the operating lease method of reporting, 

Treatments II and III represent the capitalization of the predicted future operating lease 

obligations.  Data resulting from the expensed treatment is then compared with data resulting 

from the two capitalization treatments. 

 The treatments for the balance sheets and income statements in the first model 

consider only transactions that result from the operating lease transactions that have been 

estimated and reported in the 2011 10-K filings.  In order to determine differences that arise as 
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a result of the different lease reporting methods, comparability must be maintained. The 

accounts that change between the original statements and the treatments are Cash, Long Term 

Assets, Accumulated Depreciation, Interest Payable, Long Term Liabilities (Lease Liabilities), 

Retained Earnings, Rent Expense, Interest Expense, Depreciation Expense, and Income Tax 

Expense.  This scope has been set in order to isolate the effects of capitalizing the operating 

lease obligations.  The objective is to show the effects on the appearance of companies’ 

financial statements and financial ratios resulting from different lease reporting methods. This 

model does not reflect the true account balances reported at year end for 2012, but rather the 

estimated values based on the 2011 account balances on the financial statements and the 

treatments of the estimated operating lease obligations.  

Assumptions for Model I 

 Model I assumes a discount rate of 10%.  Since the incremental and implicit borrowing 

rates are unknown, 10% has been selected for three reasons.  The first reason is that 10% 

represents the discount rate used by a major rating agency to adjust for operating leases 

(Imhoff et al 1997).  The second reason is that it has been used in a previous study where it 

represented the average between an 8% rate and a 12% rate (Imhoff et al 1997). The third 

reason is that 10% is a figure that is easy to work with, allowing for better transferability of this 

method for other industries. 

 Model I assumes a 10 year lease life for the operating lease obligations capitalized.  

Since the cash flows resulting from the operating leases are uneven, it is not feasible to 

amortize the interest payments evenly.  As a result, interest is amortized unevenly relative to 
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the actual payment made in the reporting period.  This leaves only the estimated future 

payments occurring after 5 years to be divided by the remaining years of the lease term.  In 

order to keep the value of all annual payments to a material amount, a lease life of 10 years 

was selected.  A lease term longer than 10 years could cause the later payments to become 

immaterial in amount after discounting them to the present value. 

 Model I assumes a 38% tax rate.  This tax rate reflects the actual tax rate that each 

company within the industry was exposed to (with the exception of American Airlines which 

has filed for bankruptcy under chapter 11).  

  Model I assumes straight line depreciation for the second treatment.  Straight line 

depreciation is the method used by every company examined for this study and therefore is the 

most relevant depreciation method when considering the scheduled flight airline industry. 

 Model I assumes double-declining balance depreciation for the third treatment.  

Double-declining balance depreciation is used to illustrate the potential effects resulting from 

the use of an accelerated depreciation method. 

 Model I assumes that lease payments are made at the beginning of the period.  This 

assumption is necessary due to the fact that the 10-K reports aggregated data and there is no 

way of knowing when each operating lease contract originated.  The effects of different term 

origin assumption are assumed to be immaterial.  Researcher preference has determined the 

payment origin assumptions used for this model. 
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Model I Illustrated 

Alaska Air Group has filed its 10-k in 2012 for the period ending December 31, 2011. Its 

operating lease liabilities after 2011 (assuming due at the beginning of the period) were as 

follows: 

Model I: Future Operating Lease Payment Schedule 

Figure 1: Estimated Future Operating Lease Payments for Alaska Air Group 

Date Amount Due in Millions 
of Dollars 

2012 $200 
 

2013 
$167 

2014 
$153 

2015 
$122 

2016 
$91 

Thereafter 
$242 

 

To determine the present value of these cash flows, the discount rate of 10% is used.  Since the 

cash flows are different, they are discounted independently using the PV formula: 

PVF = 1 / (1+i)n 

Where i is set at .1 and n represents the number of periods. The PVF is then multiplied by the 

appropriate lease payment to obtain the PV of the operating lease payment. 

Since the actual cash flows of the $242 figure for leasing obligations thereafter are unknown, 

we divide the $242 evenly over 5 years to accommodate a lease period of 10 years. 
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$242 / 5 = $48 

The PV of the operating lease will equal (rounded to the nearest million dollars): 

$200 + $152 + $127 + $91 + $62 + $30 + $27 + $25 + $23 + $21 = $758 

Depreciation is calculated using both Straight Line (SL) and Double Declining Balance (DBD) 

methods (amounts rounded to the nearest million dollars). 

Straight Line: 

$758/ 10 years = $76 in year one 

$758 / 10 years = $76 in year two 

Double Declining Balance: 

100% / 10 years = 10% for SL 2 x 10% = 20% for DBD 

$758(.2) = $152 in year one 

$606(.2) = $121 in year two 

The Journal Entries for the treatments are then recorded as follows: 

*Assuming payment at the beginning of the period 

January 1, 2012  

Entries under Operating Method 

Rent Expense $200 

Cash 200 

Entries under Capital Method 

 Leased Equipment – Capital Leases $758 

Lease Liability 758 
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 Lease Liability 200 

Cash 200 

December 31, 2011 

Entries under Operating Method 

 None 

Entries under Capital Method (Interest 10% and Depreciation SL and DBD) 

 Interest Expense $55.8 

Interest Payable 55.8 

Depreciation Expense (SL) 76 

Accumulated Depreciation – Capital Leases (SL) 76 

Depreciation Expense (DBD) 152 

Accumulated Depreciation – Capital Leases (DBD) 152 

The balance sheets and income statements are recast for each treatment: 

Model I: Balance Sheet 

Figure 2: Treatments for Alaska Air Group’s Balance Sheet 

Account As Reported 
FYE 2011 

TI 
Expensed 

TII 
Capitalized with 

SL 

TIII 
Capitalized with 

DBD 

Current Assets $  1596 $  1396 $  1395 $  1395 

Long Term Assets 3599 3599 4281 4205 

Total Assets $  5195 $  4995 $  5676 $  5600 

Current Liabilities (1510) (1510) (1565) (1565) 

Long Term Liabilities (2512) (2512) (3069) (3069) 

Total Liabilities (4022) (4022) (4634) (4634) 

Total Equity (1173) (973) (1042) (966) 

Total Liabilities + $  (5195) $  (4995) $  (5676) $  (5600) 
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Model I: Income Statement 

Figure 3: Treatments for Alaska Air Group’s Income Statement 

Account As Reported TI 
Expensed 

TII 
Capitalized with 

SL 

TIII 
Capitalized with 

DBD 

Revenues (4318) (4318) (4318) (4318) 

Operating Expenses 3612 3812 3612 3612 

EBITDA (706) (506) (706) (706) 

Depreciation 247 247 323 398 

EBIT (459) (259) (383) (308) 

Interest Expense 65 65 121 121 

EBT (394) (194) (262) (187) 

Tax Expense (38%) 149 74 100 71 

Net Income 245 120 162 116 

 

It is evident that the account balances change between each of the three treatments.  The 

effects of these changes on the eight key financial ratios are then compared. 

Model II: Financial Ratio Ranked for Each Treatment 

 Once the balance sheet and income statement for each company has been recast under 

the three treatments, eight financial ratios are calculated for each company under each 

treatment.  The ratios tested are the Return on Assets, Return on Equity, Current, Quick, 

EBITDA to Interest Expense, EBIT to Interest Expense, Long Term Debt to Capitalization, and 

Total Debt to Capitalization ratios.  Since the evaluation of what makes each ratio appear 

favorable varies with the interpreter and the industry, the industry average for each ratio is 

used as the benchmark to indicate change under each treatment.   
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Assumptions for Model II 

 Model II assumes that the ratios under each treatment are not indicative of the true 

overall financial performance of each company.  The changes in the ratios reflect the 

differences between each treatment for each financial ratio.   

 Model II assumes that if the ranks of proximity to the industry average for a company 

change between treatments, the appearance of financial health of that company relative to 

other companies in the industry must change as well.  

Model II Illustrated  

Model II: Return on Assets Ratio Rankings 

Figure 4: Ranks per Treatment based on proximity to Industry Average for the Return on Assets Ratio 

Company Name ROA TI Rank ROA TII Rank ROA TIII Rank

Alaska Air Group 0.0315 0.048 10 0.0437 0.039 11 0.0353 0.050 11

Allegian Travel Co. 0.0643 0.081 13 0.0700 0.066 13 0.0665 0.081 13

American Airlines -0.0665 0.050 11 -0.0475 0.052 12 -0.0651 0.051 12

United Continental -0.0193 0.003 1 0.0051 0.001 2 -0.0156 0.001 2

Delta Airlines 0.0030 0.020 5 0.0094 0.005 3 -0.0032 0.011 5

Hawaiian Holdings -0.0025 0.014 3 -0.0011 0.006 4 -0.0109 0.003 3

JETBLUE Airways 0.0109 0.028 6 0.0181 0.014 6 0.0090 0.023 7

Pinnacle Airlines -0.0665 0.050 12 -0.0247 0.029 8 -0.0522 0.038 10

Republic Airways -0.0627 0.046 9 -0.0329 0.037 10 -0.0515 0.037 9

Skywest Inc -0.0562 0.040 8 -0.0209 0.025 7 -0.0453 0.031 8

Southwest Airlines -0.0046 0.012 2 0.0037 0.001 1 -0.0087 0.006 4

Spirit Airlines 0.0001 0.017 4 0.0362 0.032 9 -0.0145 0.000 1

US Airways Group -0.0479 0.031 7 -0.0018 0.006 5 -0.0305 0.016 6

Average -0.0166 0.0044 -0.0144  

Table Key: 

ROA =  
                                        

                    
 

TI = Treatment I (lease payments expensed) 
TII = Treatment II (lease payments capitalized assuming straight line depreciation) 
TIII = Treatment III (lease payments capitalized assuming double-declining balance depreciation) 
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The rank column shows how far each company’s ratio is from the industry average.  It is an 

absolute value calculation: 

|Industry Average – ROA Tn| 

Where || represents absolute value and Tn represents one treatment I, II, or III.  The column to 

the left of the rank column is a numerical indicator of proximity to the industry average.  The 

higher the number in this column, the further the value of a company’s ratio is from the 

industry average. 

Model III: Spearman’s Rank Order Coefficient 

 The final stage of the analysis measures the changes in rank by using spearman’s rank 

order coefficient.  Spearman’s rank order coefficient measures the correlation between two 

rank sets.  For each ratio, the rankings for TI are compared to the rankings for TII and the 

rankings for TI are compared to rankings for TIII.  For the TI to TII comparison, the ranks for TI 

represent x coordinates and the ranks for TII represent y coordinates.  The coordinates are 

paired for each company and each company is represented as a point on the Cartesian plane in 

a scatterplot.  Spearman’s rank order coefficient measures the degree of correlation for the 

scatterplot formed from the rankings.  The coefficient is calculated as: 

rs = 1 - (6ΣD2)/(N(N2-1)) 

For which rs represents spearman’s rank order coefficient, D2 represents the difference 

between the TI and the TII rankings squared, and N represents the number of companies in the 

sample.  A positive rs indicates that the correlation between the two rankings takes an upward 

slant (positive correlation).  If the value of rs is 1, then the ranks are perfectly correlated (no 
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change).  A negative rs indicates that the correlation between the two rankings takes a 

downward slant (negative correlation).  If the value of rs is -1, the ranks are perfectly negatively 

correlated (maximum change).  The value of rs is then squared to yield the strength of the 

covariance between the TI and TII rankings.   If the value of r2
s is 1, then there is either a perfect 

positive correlation (no change) or a perfect negative correlation (maximum change).  If the 

value of r2
s is 0, there is no correlation (strong change).   

Model III Illustrated 

Model III: Scatterplot for ROA Ratio Rankings TI and TII 

Figure 5: Scatterplot for ROA Rankings TI and TII 
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Model III: Spearman’s Rank Order Coefficient for ROA Ratio Rankings TI and TII 

Figure 6: Spearman’s Rank Order Coefficient for ROA Rankings TI and TII 

TI TII D D2

10 11 -1 1

13 13 0 0

11 12 -1 1

1 2 -1 1

5 3 2 4

3 4 -1 1

6 6 0 0

12 8 4 16

9 10 -1 1

8 7 1 1

2 1 1 1

4 9 -5 25

7 5 2 4

ΣD2 = 56

6ΣD2 = 336

N = 13

N2 = 169

N2-1 = 168

rs = 0.846154

r2
s = 0.715976  

Model III: Scatterplot for ROA Ratio Rankings TI and TIII 

Figure 7: Scatterplot for ROA Rankings TI and TIII 
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Model III: Spearman’s Rank Order Coefficient for ROA Rankings TI and TIII 

Figure 8: Spearman’s Rank Order Coefficient for ROA Rankings TI and TIII 

TI TIII D D2

10 11 -1 1

13 13 0 0

11 12 -1 1

1 2 -1 1

5 5 0 0

3 3 0 0

6 7 -1 1

12 10 2 4

9 9 0 0

8 8 0 0

2 4 -2 4

4 1 3 9

7 6 1 1

ΣD2 = 22

6ΣD2 = 132

N = 13

N2 = 169

N2-1 = 168

rs = 0.93956

r2
s = 0.882774  

Summary of Models 

 Model I is repeated for each of the 13 publicly traded companies within SIC 4512.  

Models II and III are repeated for each of the eight financial ratios examined by this study.  

Model I can be found in Appendix I, Model II can be found in Appendix II, and Model II can be 

found in Appendix III. 
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ANALYSIS 

 The data generated from the three models is analyzed within the scope of three 

objectives.  The first objective is to examine the effects of the treatments on the appearance of 

the financial statements and ratios.  The second objective is to determine the materiality of 

change among the treatments should change occur.  The third objective is to relate the effects 

of the changes in the ratios to the evaluations of a creditor or rating agency.  The third objective 

will be discussed in detail as part of the conclusion. 

Model I Analysis 

 Four accounts are analyzed from Model I for all companies; net income, total assets, 

total liabilities and total shareholder’s equity.  The changes in the accounts between treatments 

are represented by an average percentage for all the companies measured.  

Change in Accounts from Treatment I to Treatment II 

Figure 9: Changes in Accounts from Treatment I to Treatment II (Expressed as a Percentage) 

 

 

Company Name Change in Net Income Change in Total Assets Change in Total Liabilities Change in SH Equity

Alaska Air Group 35% 14% 15% 7%

Allegiant Travel Company 8% 6% 9% 2%

American Airlines -4% 28% 20% -1%

United Continental Holdings Inc 18% 36% 35% 33%

Delta Airlines -44% 20% 20% -11%

Hawaiian Holdings Inc -66% 15% 19% -10%

JETBLUE Airways 11% 14% 18% 0%

Pinnacle Airlines 11% 50% 46% 35%

Republic Airways Holdings Inc 10% 31% 31% 29%

Skywest Inc 13% 43% 55% 6%

Southwest Airlines -24% 20% 32% -1%

Spirit Airlines -38% 128% 279% -3%

US Airways Group 25% 54% 46% 27%

Average -3% 35% 48% 9%

Percentage of Change in Accounts from TI to TII
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The above table illustrates the differences in accounts between Treatment I (TI) and Treatment 

II (TII).  TI assumes the operating lease method.  TII assumes the capital lease method with the 

leased asset depreciated by the straight line method.  While the average change for the Net 

Income and Shareholder’s Equity accounts seem mild between treatments I and II, a balancing 

effect can be observed.  Companies experience much more dramatic changes from positive to 

negative than might be indicated by the average alone.  For example, Alaska Air Group’s net 

income rose 35% while Hawaiian Holding’s net income plummeted 66%.  

The Total Liabilities and Total Assets accounts showed averages of 35% and 48% increases 

respectively resulting from the capitalizations.  As previously discussed, when leases are 

capitalized they increase the asset and liability accounts by the present value of the future 

payments.  These figures reinforce the assumption that the industry uses a material amount of 

operating leases. 

Change in Accounts from Treatment I to Treatment III 

Figure 10: Change in Accounts from Treatment I to Treatment III (Expressed as a Percentage) 

 

Company Name Change in Net Income Change in Total Assets Change in Total Liabilities Change in SH Equity

Alaska Air Group -4% 12% 15% -1%

Allegiant Travel Company 2% 5% 9% 0%

American Airlines -27% 25% 20% -8%

United Continental Holdings Inc -51% 32% 35% -96%

Delta Airlines -182% 18% 20% -44%

Hawaiian Holdings Inc -152% 14% 19% -22%

JETBLUE Airways -172% 13% 18% -7%

Pinnacle Airlines -25% 45% 46% -78%

Republic Airways Holdings Inc -14% 27% 31% -38%

Skywest Inc -30% 39% 55% -14%

Southwest Airlines -146% 18% 32% -7%

Spirit Airlines -393% 114% 279% -30%

US Airways Group -22% 48% 46% -24%

Average -93% 32% 48% -28%

Percentage of Change in Accounts from TI to TIII
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The above table illustrates the differences in accounts between Treatment I and Treatment III 

(TIII).  TI assumes the operating lease method.  TIII assumes the capital lease method with the 

leased asset depreciated by the double-declining balance method.  Dramatic changes in the Net 

Income and Shareholder’s Equity accounts clearly show the effects of the accelerated 

depreciation method. Net Income for every company except Allegiant Travel Co. decreases.  

Spirit Airlines experiences a 355% drop as a result of the higher level of depreciation expense.  

Shareholder’s Equity for the Industry also experiences a 28% decline, which represents a 37% 

difference resulting from the method of depreciation selected.  The Total Assets and Total 

Liabilities accounts show similar results to the comparison of Treatment I and Treatment II with 

only a mild change in Total Assets to reflect the higher accumulated depreciation. 

Model II Analysis 

 Changes in the averages from each company for the eight financial ratios are analyzed in 

Model II.  The ratios are compared between Treatment I and Treatments II and III.  Changes 

between the treatments are expressed by percentage. 

Change in Ratios from Treatment I to Treatment II 

Figure 11: Changes in Ratios from Treatment I to Treatment II (Expressed as Percentages)  

 

Ratio Name Average for TI Average for TII Change from TI to TII

Return on Assets -0.017 0.004 126%

Return on Equity -1.003 -0.415 59%

Current Ratio 0.874 0.794 -9%

Quick Ratio 0.346 0.311 -10%

EBIT to Interest Expense -0.119 0.806 779%

EBITDA to Interest Expense 2.243 2.656 18%

Long Term Debt to Capitalization 0.530 1.169 121%

Total Debt to Capitalization 0.930 0.923 -1%

Change in Average from TI to TII
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The changes for the ratios between TI and TII may seem insignificant at a glance; however 

analysis shows that the percentage of change is actually quite high for some ratios.  The 

greatest degree of change results in the EBIT to Interest Expense Ratio, which shows an 

increase of 779%.  Further examination of this ratio uncovers that EBIT for the expensed 

payments runs higher than the capitalized alternative because the depreciation from the 

capitalized asset is lower than the expensed payment in most cases.  Also, the increase to 

interest expense resulting from the capitalization has not been figured yet for this ratio. This 

holds to the prior assumptions mentioned in the effects on the financial statements chapter.  

The least amount of change results in the Total Debt to Capitalization ratio, which shows a 

decrease of only 1%.  The Long Term Debt to Capitalization Ratio and the Return on Assets 

Ratio represent a moderate amount of change between TI and TII relative to the two extremes 

discussed.  Long Term Debt increased for each company under TII, and is appropriately 

reflected by the 121% increase in the Long Term Debt to Capitalization ratio.  While the 

denominator of the Return on Assets ratio increased slightly due to the recognition of the lease 

asset, this effect is outweighed by the effects of adding back the interest expense net of tax to 

net income in the numerator.  As a result, an average increase in the Return on Assets ratio of 

126% is reflected. 
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Change in Ratios from Treatment I to Treatment III 

Figure 12: Changes in Ratios from Treatment I to Treatment III (Expressed as Percentages) 

 

While the changes in ratios between TI and TIII do not have the extremes found in the previous 

comparison, the changes are different.   The Return on Equity ratio illustrates the greatest 

amount of change between TI and TIII, showing an increase of 276%.  Part of this result comes 

from the decrease in equity resulting from the larger depreciation expense.  For Pinnacle 

Airlines (see appendix B) the value of its ROE went from -10 in Treatment I to -5 in Treatment II, 

and finally to 11 in Treatment III.  The reason for the sign change stems from the depreciation 

expense pushing the average equity into the negative for Pinnacle Airlines representing an 

extreme case.  The change for the EBIT to Interest Expense Ratio was not as drastic between TI 

and TIII as it was for the previous comparison.  This is due to the higher amount of depreciation 

figured in TIII that more closely approximates the rent expense from TI.  The Total Debt to 

Capitalization Ratio indicates the least amount of change showing a 3% increase between the 

treatments.  The EBITDA to Interest Expense, Current, and Quick ratios show 18%, -9%, and -

10% changes respectively from TI to TII and TIII.  The reason for this is that the amounts for 

EBITDA, Current Assets, and Quick Assets do not change from TII to TIII. 

 

Ratio Name Average for TI Average for TIII Change from TI to TIII

Return on Assets -0.017 -0.014 14%

Return on Equity -1.003 1.769 276%

Current Ratio 0.874 0.794 -9%

Quick Ratio 0.346 0.311 -10%

EBIT to Interest Expense -0.119 0.170 244%

EBITDA to Interest Expense 2.243 2.656 18%

Long Term Debt to Capitalization 0.530 1.398 164%

Total Debt to Capitalization 0.930 0.957 3%

Change in Average from TI to TIII
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Changes in Rankings from Treatment I to Treatment II 

Figure 13: Changes in Ratios from Treatment I to Treatment II (Expressed as Averages) 

 

This table shows the average change in rank by proximity to the industry average for each 

company under each ratio analyzed from TI to TII.  For most ratios, the companies changed an 

average of around 1 rank each.  For the Return on Equity and the Long Term Debt to 

Capitalization ratios however, the companies changed an average of 2 and 5 ranks respectively.  

For the Return on Equity ratio, JETBLUE, Pinnacle, and Republic changed rank by 8, 7, and 5 

respectively.  While the ratios for JETBLUE and Republic were relatively similar, these two 

companies did not follow the industry.  Pinnacle on the other hand, displayed a drastic increase 

in ROE from -10.2 to -4.7 between the two treatments.  For the Long Term Debt to 

Capitalization ratio, all companies appear to have experienced material changes in rank 

between Treatment I and Treatment II. 

 

 

 

 

Ratio Average Change from TI -TII

Return on Assets 1.538

Return on Equity 2.154

Current Ratio 0.923

Quick Ratio 0.615

EBIT to Interest Expense 1.538

EBITDA to Interest Expense 1.077

Long Term Debt to Capitalization 5.231

Total Debt to Capitalization 1.385
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Changes in Rankings from Treatment I to Treatment III 

Figure 14: Changes in Ratios from Treatment I to Treatment III (Expressed as Averages) 

 

This table shows the average change in rank by proximity to the industry average for each 

company under each ratio analyzed from TI to TIII.  Like the TI to TII comparison, the companies 

changed an average of around 1 rank each for most ratios.  For the Return on Equity and the 

Long Term Debt to Capitalization ratios however, the companies changed an average of 6 and 5 

ranks respectively.  An even greater disparity is shown for the Return on Equity ratio between TI 

and TIII than in the previous comparison.  For the TI to TIII comparison on ROE all companies 

appear to experience a larger change in rank as opposed to having three outliers as in the TI to 

TII comparison.  The Long Term Debt to Capitalization ratio shows similar rank changes to the TI 

to TIII comparison.  The changes in rank for the Current, Quick, EBIT to Interest Expense and 

EBITDA to Interest Expense ratios did not change between the two comparisons.  Return on 

Assets and Total Debt Capitalization ratios changed very slightly between the two comparisons. 

 

 

 

Ratio Average Change from TI - TIII

Return on Assets 0.923

Return on Equity 5.692

Current Ratio 0.923

Quick Ratio 0.615

EBIT to Interest Expense 1.538

EBITDA to Interest Expense 1.077

Long Term Debt to Capitalization 5.231

Total Debt to Capitalization 1.538
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Model III Analysis 

 Once the companies have been ranked by their proximity to the averages in Model II, 

the ranks are measured by spearman’s rank order coefficient to determine if the changes are 

strongly correlated.   

Spearman’s Rank Order Coefficient from Treatment I to Treatment II 

Figure 15: Spearman’s Rank Order Coefficient from Treatment I to Treatment II 

 

The results of spearman’s rank order coefficient between TI and TII reflect the average degrees 

of change expressed in Model II.  For most of the ratios, r2
s indicates a correlation of .698 or 

above.  This shows that the ranks do change but the change is slight.  Alternatively, the Return 

on Equity and Long Term Debt to Capitalization ratios r2
s indicates correlations of .359 and .116 

respectively.  The rs factor illustrates that the correlation for ROE is positive and the correlation 

for Long Term Debt to Capitalization is negative.  This supports the conclusion that company 

ratios for ROE and Long Term Debt to Capitalization experience a significant change in rank 

resulting from differences between TI and TII. 

 

Ratio rs r2
s 

Return on Assets 0.846 0.716

Return on Equity 0.599 0.359

Current Ratio 0.912 0.832

Quick Ratio 0.956 0.914

EBIT to Interest Expense 0.835 0.698

EBITDA to Interest Expense 0.929 0.862

Long Term Debt to Capitalization -0.341 0.116

Total Debt to Capitalization 0.846 0.716

TI - TII
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Spearman’s Rank Order Coefficient from Treatment I to Treatment III 

Figure 16: Spearman’s Rank Order Coefficient from Treatment I to Treatment III 

 

The results for spearman’s rank order coefficient between Treatment I and Treatment III are 

similar to the results between Treatment I and Treatment II.  For most of the ratios, r2
s indicates 

a correlation of .626 or above.  This shows that the ranks do change but the change is slight.  

Alternatively, the Return on Equity and Long Term Debt to Capitalization ratios r2
s indicates 

correlations of .229 and .136 respectively.  Between TI and TIII, the correlations for these two 

ratios are both negative.  This indicates a very strong change between the rankings of TI and TIII 

for the ROE and Long Term Debt to Capitalization ratios. 

Analysis Summary 

 The analysis of Model I showed that Net Income, Total Assets, Long Term Liabilities and 

Shareholders’ Equity accounts were all materially affected by the different treatments.  The 

analysis of Model II showed that all of the ratios between TI and TII changed by at least 1% and 

all of the ratios between TI and TIII changed by at least 3%.  The greatest amount of change 

between TI and TII was shown by the 779% increase in the EBIT to Interest Expense ratio.  The 

Ratio rs r2
s 

Return on Assets 0.940 0.883

Return on Equity -0.478 0.229

Current Ratio 0.912 0.832

Quick Ratio 0.956 0.914

EBIT to Interest Expense 0.863 0.744

EBITDA to Interest Expense 0.929 0.862

Long Term Debt to Capitalization -0.368 0.136

Total Debt to Capitalization 0.791 0.626

TI - TIII
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greatest amount of change between TI and TIII was shown by the 276% increase in the Return 

on Equity Ratio.  All of the rankings by proximity to the industry average for each company 

under each ratio changed between TI and TII and between TI and TIII.  The rank sets that 

changed the most between TI and TII and between TI and TIII were the Return on Equity and 

Long Term Debt to Capitalization rankings.  Results from Model III followed the results from 

Model II, showing relatively strong positive correlations for the rankings between TI and TII and 

between TI and TIII for six of the eight ratios.  Alternatively, the correlations for the Return on 

Equity and Long Term Debt to Capitalization ratios were not strongly correlated.   This indicates 

that the effects of TII and TIII against TI have the strongest impact on these two ratios. 
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CONCLUSION 

 The analysis supports the first hypothesis for all eight of the ratios tested.  The effects of 

the treatments caused the rankings of companies by every ratio to change between TI and TII 

and TI and TIII.  This shows that the effects of capitalizing operating lease payments have a 

direct effect on how companies are compared against one another. 

 The second hypothesis stating that the change in ranks would be materially indicated by 

the spearman rank order coefficient is only supported by the results from two ratios, the 

Return on Equity and Long Term Debt to Capitalization ratios.  For these two ratios spearman’s 

rank order coefficient was very low, indicating that the correlation for the rank changes was 

weak and the degree of change was strong.  Spearman’s rank order coefficient for the other six 

ratios indicated a strong positive correlation and a lower degree of change.  The r2
s values for 

these six ratios were no less than .626 for any comparison of treatments. 

 Although the results failed to fully support the second hypothesis, evidence from each 

test shows that changes in rank did occur as a result from differences between reporting a lease 

as operating or capital.  This supports the conclusion that changes in lease reporting methods 

do have a material effect on the appearance of companies’ capacity to meet debt obligations as 

evaluated by the traditional credit analysis.  This is especially true for the capitalization ratios 

which displayed low rank order coefficients.  The results of this study only reflect operating 

lease capitalizations for one industry and should not be interpreted as universal.  Further 

research is necessary for determining how companies might respond to the upcoming changes 

in reporting standards.  
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ADDITIONAL TOPICS FOR STUDY 

 During the course of research on this topic, several additional topics for study have 

surfaced that merit discussion.  The first grouping of topics suggest additions and adaptations 

to this study that might be useful for better illustrating the effects of the different reporting 

methods on the financial appearance of a company within an industry.  The second grouping of 

topics address comparisons to existing methods that account for differences in lease reporting 

by credit rating agencies.   

 The analysis of cash flows may prove to be useful in obtaining a more comprehensive 

view of the effects of capitalization on a company’s capacity to pay.  The addition of the debt to 

equity ratio to the eight ratios examined in this analysis might yield relevant results.  The 

utilization of a more industry specific discount rate such as the average discount rate for the 

industry in addition to the 10% discount rate used in the analysis would be useful in providing 

more descriptive results.  It might be useful to repeat the process used in this study with an 

adjustment to deduct the prior year’s rent expense for each company prior to the treatments 

on the income statement. Companies in this study were “double charged” for rent expense. 

 It would be useful to know the methods that credit rating agencies employ when 

making “adjustments” for operating leases.  Past studies have deemed that high spearman’s 

rank order coefficients indicate a strong relationship and an immaterial amount of change.  

Knowing the amount of change in rank deemed material to creditors would be valuable for 

drawing a conclusion on the results of a similar study.  It might also be useful to know how 

credit rating agencies evaluate different industries when determining a rating. 
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APPENDIX A: RECAST BALANCE SHEETS AND INCOME STATEMENTS 

CONSTRUCTED FROM FIGURES REPORTED IN THE RESPECTIVE 2011 COMPANY 

10-K FILINGS 

  



57 
 

Recast Balance Sheets and Income Statements Constructed from Figures Reported in the 

Respective 2011 Company 10-K Filings 

KEY: 

TI = Treatment I (lease payments expensed) 
TII = Treatment II (lease payments capitalized assuming straight line depreciation) 
TIII = Treatment III (lease payments capitalized assuming double-declining balance depreciation) 

Reconstructed Figures for Alaska Air Group 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (200.10)$                           (200.10)$                           (200.10)$                           

Current Assets 1,595.50$                              1,395.40$                         1,395.40$                         1,395.40$                         

Lease Equipment (Change) -$                                        -$                                   757.21$                             757.21$                             

Accm Depreciation (Change) -$                                        -$                                   (75.72)$                             (151.44)$                           

LT Assets 3,599.50$                              3,599.50$                         4,280.99$                         4,205.27$                         

Total Assets 5,195.00$                              4,994.90$                         5,676.39$                         5,600.67$                         

Interest Payable (Change) -$                                        -$                                   (55.71)$                             (55.71)$                             

Current Liabilities (1,509.60)$                            (1,509.60)$                       (1,565.31)$                       (1,565.31)$                       

Lease Liability (Change) -$                                        -$                                   (557.11)$                           (557.11)$                           

LT Liabilities (2,512.20)$                            (2,512.20)$                       (3,069.31)$                       (3,069.31)$                       

Total Liabilites (4,021.80)$                            (4,021.80)$                       (4,634.62)$                       (4,634.62)$                       

Retained Earnings (Change) 200.10$                             131.43$                             207.15$                             

Shareholder's Equity (1,173.20)$                            (973.10)$                           (1,041.77)$                       (966.05)$                           

Total Liabilities + (5,195.00)$                            (4,994.90)$                       (5,676.39)$                       (5,600.67)$                       

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (4,317.80)$                            (4,317.80)$                       (4,317.80)$                       (4,317.80)$                       

Rent Expense (Change) -$                                        200.10$                             -$                                   -$                                   

Operating Expenses 3,622.00$                              3,822.10$                         3,622.00$                         3,622.00$                         

Other (Income)Loss (10.20)$                                  (10.20)$                             (10.20)$                             (10.20)$                             

EBITDA (706.00)$                                (505.90)$                           (706.00)$                           (706.00)$                           

Depreciation/Amort Expense (Change) -$                                        -$                                   75.72$                               151.44$                             

Depreciation/Amort Expense 246.90$                                 246.90$                             322.62$                             398.34$                             

EBIT (459.10)$                                (259.00)$                           (383.38)$                           (307.66)$                           

Interest Expense (Change) -$                                        -$                                   55.71$                               55.71$                               

Interest Expense 65.40$                                    65.40$                               121.11$                             121.11$                             

EBT (393.70)$                                (193.60)$                           (262.27)$                           (186.55)$                           

Income Tax Expense (Change) -$                                        (75.63)$                             (49.54)$                             (78.31)$                             

Income Tax Expense 149.20$                                 73.57$                               99.66$                               70.89$                               

Net Income (244.50)$                                (120.03)$                           (162.61)$                           (115.66)$                           

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Allegiant Airlines 

 

*Amounts reported in thousands  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (12,867)$                           (12,867)$                           (12,867)$                           

Current Assets 376,361$                               363,494$                          363,494$                          363,494$                          

Lease Equipment (Change) -$                                        -$                                   42,630$                             42,630$                             

Accm Depreciation (Change) -$                                        -$                                   (4,263)$                             (8,526)$                             

LT Assets 330,382$                               330,382$                          368,749$                          364,486$                          

Total Assets 706,743$                               693,876$                          732,243$                          727,980$                          

Interest Payable (Change) -$                                        -$                                   (2,976)$                             (2,976)$                             

Current Liabilities (177,505)$                             (177,505)$                         (180,481)$                         (180,481)$                         

Lease Liability (Change) -$                                        -$                                   (29,763)$                           (29,763)$                           

LT Liabilities (177,734)$                             (177,734)$                         (207,497)$                         (207,497)$                         

Total Liabilites (355,239)$                             (355,239)$                         (387,979)$                         (387,979)$                         

Retained Earnings 12,867$                             7,239$                               11,502$                             

Shareholder's Equity (351,504)$                             (338,637)$                         (344,265)$                         (340,002)$                         

Total Liabilities + (706,743)$                             (693,876)$                         (732,243)$                         (727,980)$                         

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (779,117)$                             (779,117)$                         (779,117)$                         (779,117)$                         

Rent Expense (Change) -$                                        12,867$                             -$                                   -$                                   

Operating Expenses 651,698$                               664,565$                          651,698$                          651,698$                          

Other (Income) Loss (9.00)$                                    (9.00)$                                (9.00)$                                (9.00)$                                

EBITDA (127,428)$                             (114,561)$                         (127,428)$                         (127,428)$                         

Depreciation/Amort Expense (Change) -$                                        -$                                   4,263$                               8,526$                               

Depreciation/Amort Expense 41,975$                                 41,975$                             46,238$                             50,501$                             

EBIT (85,453)$                                (72,586)$                           (81,190)$                           (76,927)$                           

Interest Expense (Change) -$                                        -$                                   2,976$                               2,976$                               

Interest Expense 5,939$                                    5,939$                               8,915$                               8,915$                               

EBT (79,514)$                                (66,647)$                           (72,275)$                           (68,012)$                           

Income Tax Expense (Change) -$                                        (4,790)$                             (2,652)$                             (4,272)$                             

Income Tax Expense 30,116$                                 25,326$                             27,464$                             25,844$                             

Net Income (49,398)$                                (41,321)$                           (44,810)$                           (42,167)$                           

Reconstructed Income Statement

Reconstructed Balance Sheet
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Reconstructed Figures for American Airlines 

 

*Amounts reported in millions 

*American Airlines has filed under Chapter 11 Reorganization  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (1,165.00)$                       (1,165.00)$                       (1,165.00)$                       

Current Assets 6,696.00$                              5,531.00$                         5,531.00$                         5,531.00$                         

Lease Equipment (Change) -$                                        -$                                   7,044.80$                         7,044.80$                         

Accm Depreciation (Change) -$                                        -$                                   (704.48)$                           (1,408.96)$                       

LT Assets 16,893.00$                           16,893.00$                       23,233.32$                       22,528.84$                       

Total Assets 23,589.00$                           22,424.00$                       28,764.32$                       28,059.84$                       

Interest Payable (Change) -$                                        -$                                   (587.98)$                           (587.98)$                           

Current Liabilities (11,161.00)$                          (11,161.00)$                     (11,748.98)$                     (11,748.98)$                     

Lease Liability (Change) -$                                        -$                                   (5,879.80)$                       (5,879.80)$                       

LT Liabilities (17,513.00)$                          (17,513.00)$                     (23,392.80)$                     (23,392.80)$                     

Liabilities Subject to Compromise (3,952.00)$                            (3,952.00)$                       (3,952.00)$                       (3,952.00)$                       

Total Liabilites (32,626.00)$                          (32,626.00)$                     (39,093.78)$                     (39,093.78)$                     

Retained Earnings (Change) -$                                        1,165.00$                         1,292.46$                         1,996.94$                         

Shareholder's Equity 9,037.00$                              10,202.00$                       10,329.46$                       11,033.94$                       

Total Liabilities + (23,589.00)$                          (22,424.00)$                     (28,764.32)$                     (28,059.84)$                     

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (23,957.00)$                          (23,957.00)$                     (23,957.00)$                     (23,957.00)$                     

Rent Expense (Change) -$                                        1,165.00$                         -$                                   -$                                   

Operating Expenses 24,177.00$                           25,342.00$                       24,177.00$                       24,177.00$                       

Other (Income)Loss 131.00$                                 131.00$                             131.00$                             131.00$                             

EBITDA 351.00$                                 1,516.00$                         351.00$                             351.00$                             

Depreciation/Amort Expense (Change) -$                                        -$                                   704.48$                             1,408.96$                         

Depreciation/Amort Expense 950.00$                                 950.00$                             1,654.48$                         2,358.96$                         

EBIT 1,301.00$                              2,466.00$                         2,005.48$                         2,709.96$                         

Interest Expense (Change) -$                                        -$                                   587.98$                             587.98$                             

Interest Expense 664.00$                                 664.00$                             1,251.98$                         1,251.98$                         

EBT 1,965.00$                              3,130.00$                         3,257.46$                         3,961.94$                         

Income Tax Expense (Change) -$                                        (1,189.40)$                       (1,237.84)$                       (1,505.54)$                       

Income Tax Expense -$                                        -$                                   -$                                   -$                                   

Net Income 1,965.00$                              1,940.60$                         2,019.63$                         2,456.40$                         

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Continental Holdings Inc 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (2,910.00)$                       (2,910.00)$                       (2,910.00)$                       

Current Assets 10,997.00$                           8,087.00$                         8,087.00$                         8,087.00$                         

Lease Equipment (Change) -$                                        -$                                   14,189.68$                       14,189.68$                       

Accm Depreciation (Change) -$                                        -$                                   (1,418.97)$                       (2,837.94)$                       

LT Assets 26,991.00$                           26,991.00$                       39,761.71$                       38,342.74$                       

Total Assets 37,988.00$                           35,078.00$                       47,848.71$                       46,429.74$                       

Interest Payable (Change) -$                                        -$                                   (1,127.97)$                       (1,127.97)$                       

Current Liabilities (11,394.00)$                          (11,394.00)$                     (12,521.97)$                     (12,521.97)$                     

Lease Liability (Change) -$                                        -$                                   (11,279.68)$                     (11,279.68)$                     

LT Liabilities (23,860.00)$                          (23,860.00)$                     (35,139.68)$                     (35,139.68)$                     

Total Liabilites (35,254.00)$                          (35,254.00)$                     (47,661.65)$                     (47,661.65)$                     

Retained Earnings (Change) 2,910.00$                         2,546.94$                         3,965.90$                         

Shareholder's Equity (1,806.00)$                            1,104.00$                         740.94$                             2,159.90$                         

Total Liabilities + (37,060.00)$                          (34,150.00)$                     (46,920.71)$                     (45,501.74)$                     

928.00$                                 928.00$                             928.00$                             928.00$                             

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (37,110.00)$                          (37,110.00)$                     (37,110.00)$                     (37,110.00)$                     

Rent Expense (Change) -$                                        2,910.00$                         -$                                   -$                                   

Operating Expenses 33,741.00$                           36,651.00$                       33,741.00$                       33,741.00$                       

Other (Income)Loss 48.00$                                    48.00$                               48.00$                               48.00$                               

EBITDA (3,321.00)$                            (411.00)$                           (3,321.00)$                       (3,321.00)$                       

Depreciation/Amort Expense (Change) -$                                        -$                                   1,418.97$                         2,837.94$                         

Depreciation/Amort Expense 1,547.00$                              1,547.00$                         2,965.97$                         4,384.94$                         

EBIT (1,774.00)$                            1,136.00$                         (355.03)$                           1,063.94$                         

Interest Expense (Change) -$                                        -$                                   1,127.97$                         1,127.97$                         

Interest Expense 929.00$                                 929.00$                             2,056.97$                         2,056.97$                         

EBT (845.00)$                                2,065.00$                         1,701.94$                         3,120.90$                         

Income Tax Expense (Change) -$                                        (789.70)$                           (651.74)$                           (1,190.94)$                       

Income Tax Expense 5.00$                                      (784.70)$                           (646.74)$                           (1,185.94)$                       

Net Income (840.00)$                                1,280.30$                         1,055.20$                         1,934.96$                         

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Delta Airlines 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (1,462.00)$                       (1,462.00)$                       (1,462.00)$                       

Current Assets 7,729.00$                              6,267.00$                         6,267.00$                         6,267.00$                         

Lease Equipment (Change) -$                                        -$                                   9,565.80$                         9,565.80$                         

Accm Depreciation (Change) -$                                        -$                                   (956.58)$                           (1,913.16)$                       

LT Assets 35,770.00$                           35,770.00$                       44,379.22$                       43,422.64$                       

Total Assets 43,499.00$                           42,037.00$                       50,646.22$                       49,689.64$                       

Interest Payable (Change) -$                                        -$                                   (810.38)$                           (810.38)$                           

Current Liabilities (12,701.00)$                          (12,701.00)$                     (13,511.38)$                     (13,511.38)$                     

Lease Liability (Change) -$                                        -$                                   (8,103.80)$                       (8,103.80)$                       

LT Liabilities (32,194.00)$                          (32,194.00)$                     (40,297.80)$                     (40,297.80)$                     

Total Liabilites (44,895.00)$                          (44,895.00)$                     (53,809.18)$                     (53,809.18)$                     

Retained Earnings (Change) 1,462.00$                         1,766.96$                         2,723.54$                         

Shareholder's Equity 1,396.00$                              2,858.00$                         3,162.96$                         4,119.54$                         

Total Liabilities + (43,499.00)$                          (42,037.00)$                     (50,646.22)$                     (49,689.64)$                     

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (35,115.00)$                          (35,115.00)$                     (35,115.00)$                     (35,115.00)$                     

Rent Expense (Change) -$                                        1,462.00$                         -$                                   -$                                   

Operating Expenses 31,617.00$                           33,079.00$                       31,617.00$                       31,617.00$                       

Other (Income)Loss 305.00$                                 305.00$                             305.00$                             305.00$                             

EBITDA (3,193.00)$                            (1,731.00)$                       (3,193.00)$                       (3,193.00)$                       

Depreciation/Amort Expense (Change) -$                                        -$                                   956.58$                             1,913.16$                         

Depreciation/Amort Expense 1,523.00$                              1,523.00$                         2,479.58$                         3,436.16$                         

EBIT (1,670.00)$                            (208.00)$                           (713.42)$                           243.16$                             

Interest Expense (Change) -$                                        -$                                   810.38$                             810.38$                             

Interest Expense 901.00$                                 901.00$                             1,711.38$                         1,711.38$                         

EBT (769.00)$                                693.00$                             997.96$                             1,954.54$                         

Income Tax Expense (Change) -$                                        (178.34)$                           (294.22)$                           (657.72)$                           

Income Tax Expense (85.00)$                                  (263.34)$                           (379.22)$                           (742.72)$                           

Net Income (854.00)$                                429.66$                             618.73$                             1,211.81$                         

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Hawaiian Holdings 

 

*Amounts reported in thousands  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (27,808.00)$                     (27,808.00)$                     (27,808.00)$                     

Current Assets 499,531.00$                         471,723.00$                    471,723.00$                    471,723.00$                    

Lease Equipment (Change) -$                                        -$                                   248,248.35$                    248,248.35$                    

Accm Depreciation (Change) -$                                        -$                                   (24,824.83)$                     (49,649.67)$                     

LT Assets 987,998.00$                         987,998.00$                    1,211,421.51$                 1,186,596.68$                 

Total Assets 1,487,529.00$                     1,459,721.00$                 1,683,144.51$                 1,658,319.68$                 

Interest Payable (Change) -$                                        -$                                   (22,044.03)$                     (22,044.03)$                     

Current Liabilities (488,820.00)$                       (488,820.00)$                   (510,864.03)$                   (510,864.03)$                   

Lease Liability (Change) -$                                        -$                                   (220,440.35)$                   (220,440.35)$                   

LT Liabilities (775,833.00)$                       (775,833.00)$                   (996,273.35)$                   (996,273.35)$                   

Total Liabilites (1,264,653.00)$                    (1,264,653.00)$               (1,507,137.38)$               (1,507,137.38)$               

Retained Earnings (Change) 27,808.00$                       46,868.87$                       71,693.70$                       

Shareholder's Equity (222,876.00)$                       (195,068.00)$                   (176,007.13)$                   (151,182.30)$                   

Total Liabilities + (1,487,529.00)$                    (1,459,721.00)$               (1,683,144.51)$               (1,658,319.68)$               

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (1,650,459.00)$                    (1,650,459.00)$               (1,650,459.00)$               (1,650,459.00)$               

Rent Expense (Change) -$                                        27,808.00$                       -$                                   -$                                   

Operating Expenses 1,563,914.00$                     1,591,722.00$                 1,563,914.00$                 1,563,914.00$                 

Other Comprehensive (Income)Loss (1,642.00)$                            (1,642.00)$                       (1,642.00)$                       (1,642.00)$                       

EBITDA (88,187.00)$                          (60,379.00)$                     (88,187.00)$                     (88,187.00)$                     

Depreciation/Amort Expense (Change) -$                                        -$                                   24,824.83$                       49,649.67$                       

Depreciation/Amort Expense 66,262.00$                           66,262.00$                       91,086.83$                       115,911.67$                    

EBIT (21,925.00)$                          5,883.00$                         2,899.83$                         27,724.67$                       

Interest Expense (Change) -$                                        -$                                   22,044.03$                       22,044.03$                       

Interest Expense 23,007.00$                           23,007.00$                       45,051.03$                       45,051.03$                       

EBT 1,082.00$                              28,890.00$                       47,950.87$                       72,775.70$                       

Income Tax Expense (Change) -$                                        (12,545.20)$                     (19,788.33)$                     (29,221.77)$                     

Income Tax Expense 1,567.00$                              (10,978.20)$                     (18,221.33)$                     (27,654.77)$                     

Net Income 2,649.00$                              17,911.80$                       29,729.54$                       45,120.94$                       

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for JETBLUE Airways 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (205.00)$                           (205.00)$                           (205.00)$                           

Current Assets 1,628.00$                              1,423.00$                         1,423.00$                         1,423.00$                         

Lease Equipment (Change) -$                                        -$                                   1,095.45$                         1,095.45$                         

Accm Depreciation (Change) -$                                        -$                                   (109.55)$                           (219.09)$                           

LT Assets 5,443.00$                              5,443.00$                         6,428.91$                         6,319.36$                         

Total Assets 7,071.00$                              6,866.00$                         7,851.91$                         7,742.36$                         

Interest Payable (Change) -$                                        -$                                   (89.05)$                             (89.05)$                             

Current Liabilities (1,412.00)$                            (1,412.00)$                       (1,501.05)$                       (1,501.05)$                       

Lease Liability (Change) -$                                        -$                                   (890.45)$                           (890.45)$                           

LT Liabilities (3,902.00)$                            (3,902.00)$                       (4,792.45)$                       (4,792.45)$                       

Total Liabilites (5,314.00)$                            (5,314.00)$                       (6,293.50)$                       (6,293.50)$                       

Retained Earnings (Change) 205.00$                             198.59$                             308.14$                             

Shareholder's Equity (1,757.00)$                            (1,552.00)$                       (1,558.41)$                       (1,448.86)$                       

Total Liabilities + (7,071.00)$                            (6,866.00)$                       (7,851.91)$                       (7,742.36)$                       

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (4,504.00)$                            (4,504.00)$                       (4,504.00)$                       (4,504.00)$                       

Rent Expense (Change) -$                                        205.00$                             -$                                   -$                                   

Operating Expenses 3,949.00$                              4,154.00$                         3,949.00$                         3,949.00$                         

Other Comprehensive (Income)Loss (5.00)$                                    (5.00)$                                (5.00)$                                (5.00)$                                

EBITDA (560.00)$                                (355.00)$                           (560.00)$                           (560.00)$                           

Depreciation/Amort Expense (Change) -$                                        -$                                   109.55$                             219.09$                             

Depreciation/Amort Expense 233.00$                                 233.00$                             342.55$                             452.09$                             

EBIT (327.00)$                                (122.00)$                           (217.45)$                           (107.91)$                           

Interest Expense (Change) -$                                        -$                                   89.05$                               89.05$                               

Interest Expense 182.00$                                 182.00$                             271.05$                             271.05$                             

EBT (145.00)$                                60.00$                               53.59$                               163.14$                             

Income Tax Expense (Change) -$                                        (81.80)$                             (79.36)$                             (120.99)$                           

Income Tax Expense 59.00$                                    (22.80)$                             (20.36)$                             (61.99)$                             

Net Income (86.00)$                                  37.20$                               33.23$                               101.14$                             

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Pinnacle Airlines 

 

*Amounts reported in thousands 

*Pinnacle has filed under Chapter 11 Reorganization  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (154,949.00)$                   (154,949.00)$                   (154,949.00)$                   

Current Assets 164,373.00$                         9,424.00$                         9,424.00$                         9,424.00$                         

Lease Equipment (Change) -$                                        -$                                   737,496.04$                    737,496.04$                    

Accm Depreciation (Change) -$                                        -$                                   (73,749.60)$                     (147,499.21)$                   

LT Assets 1,311,043.00$                     1,311,043.00$                 1,974,789.44$                 1,901,039.83$                 

Total Assets 1,475,416.00$                     1,320,467.00$                 1,984,213.44$                 1,910,463.83$                 

Interest Payable (Change) -$                                        -$                                   (58,254.70)$                     (58,254.70)$                     

Current Liabilities (262,863.00)$                       (262,863.00)$                   (321,117.70)$                   (321,117.70)$                   

Lease Liability (Change) -$                                        -$                                   (582,547.04)$                   (582,547.04)$                   

LT Liabilities (1,122,884.00)$                    (1,122,884.00)$               (1,705,431.04)$               (1,705,431.04)$               

Total Liabilites (1,385,747.00)$                    (1,385,747.00)$               (2,026,548.75)$               (2,026,548.75)$               

Retained Earnings (Change) 154,949.00$                    132,004.31$                    205,753.91$                    

Shareholder's Equity (89,669.00)$                          65,280.00$                       42,335.31$                       116,084.91$                    

Total Liabilities + (1,475,416.00)$                    (1,320,467.00)$               (1,984,213.44)$               (1,910,463.83)$               

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (1,232,365.00)$                    (1,232,365.00)$               (1,232,365.00)$               (1,232,365.00)$               

Rent Expense (Change) -$                                        154,949.00$                    -$                                   -$                                   

Operating Expenses 1,180,510.00$                     1,335,459.00$                 1,180,510.00$                 1,180,510.00$                 

Other Comprehensive (Income)Loss (3,812.00)$                            (3,812.00)$                       (3,812.00)$                       (3,812.00)$                       

EBITDA (55,667.00)$                          99,282.00$                       (55,667.00)$                     (55,667.00)$                     

Depreciation/Amort Expense (Change) -$                                        -$                                   73,749.60$                       147,499.21$                    

Depreciation/Amort Expense 50,720.00$                           50,720.00$                       124,469.60$                    198,219.21$                    

EBIT (4,947.00)$                            150,002.00$                    68,802.60$                       142,552.21$                    

Interest Expense (Change) -$                                        -$                                   58,254.70$                       58,254.70$                       

Interest Expense 51,051.00$                           51,051.00$                       109,305.70$                    109,305.70$                    

EBT 46,104.00$                           201,053.00$                    178,108.31$                    251,857.91$                    

Income Tax Expense (Change) -$                                        (61,774.14)$                     (53,055.16)$                     (81,080.01)$                     

Income Tax Expense (14,626.00)$                          (76,400.14)$                     (67,681.16)$                     (95,706.01)$                     

Net Income 31,478.00$                           124,652.86$                    110,427.15$                    156,151.91$                    

Reconstructed Balance Sheet

Reconstructed Income Statement



65 
 

 

Reconstructed Figures for Republic Airways Holdings 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (275.70)$                           (275.70)$                           (275.70)$                           

Current Assets 694.00$                                 418.30$                             418.30$                             418.30$                             

Lease Equipment (Change) -$                                        -$                                   1,245.70$                         1,245.70$                         

Accm Depreciation (Change) -$                                        -$                                   (124.57)$                           (249.14)$                           

LT Assets 3,207.70$                              3,207.70$                         4,328.83$                         4,204.26$                         

Total Assets 3,901.70$                              3,626.00$                         4,747.13$                         4,622.56$                         

Interest Payable (Change) -$                                        -$                                   (97.00)$                             (97.00)$                             

Current Liabilities (835.00)$                                (835.00)$                           (932.00)$                           (932.00)$                           

Lease Liability (Change) -$                                        -$                                   (970.00)$                           (970.00)$                           

LT Liabilities (2,606.20)$                            (2,606.20)$                       (3,576.20)$                       (3,576.20)$                       

Total Liabilites (3,441.20)$                            (3,441.20)$                       (4,508.21)$                       (4,508.21)$                       

Retained Earnings (Change) 275.70$                             221.57$                             346.14$                             

Shareholder's Equity (460.50)$                                (184.80)$                           (238.93)$                           (114.36)$                           

Total Liabilities + (3,901.70)$                            (3,626.00)$                       (4,747.13)$                       (4,622.56)$                       

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (2,864.50)$                            (2,864.50)$                       (2,864.50)$                       (2,864.50)$                       

Rent Expense (Change) -$                                        275.70$                             -$                                   -$                                   

Operating Expenses 2,769.90$                              3,045.60$                         2,769.90$                         2,769.90$                         

Other Comprehensive (Income)Loss (0.50)$                                    (0.50)$                                (0.50)$                                (0.50)$                                

EBITDA (95.10)$                                  180.60$                             (95.10)$                             (95.10)$                             

Depreciation/Amort Expense (Change) -$                                        -$                                   124.57$                             249.14$                             

Depreciation/Amort Expense 200.20$                                 200.20$                             324.77$                             449.34$                             

EBIT 105.10$                                 380.80$                             229.67$                             354.24$                             

Interest Expense (Change) -$                                        -$                                   97.00$                               97.00$                               

Interest Expense 137.30$                                 137.30$                             234.30$                             234.30$                             

EBT 242.40$                                 518.10$                             463.97$                             588.54$                             

Income Tax Expense (Change) -$                                        (106.28)$                           (85.71)$                             (133.05)$                           

Income Tax Expense (90.60)$                                  (196.88)$                           (176.31)$                           (223.65)$                           

Net Income 151.80$                                 321.22$                             287.66$                             364.90$                             

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Skywest Inc 

 

*Amounts reported in thousands  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (392,165.00)$                   (392,165.00)$                   (392,165.00)$                   

Current Assets 1,280,464.00$                     888,299.00$                    888,299.00$                    888,299.00$                    

Lease Equipment (Change) -$                                        -$                                   1,878,785.50$                 1,878,785.50$                 

Accm Depreciation (Change) -$                                        -$                                   (187,878.55)$                   (375,757.10)$                   

LT Assets 3,001,444.00$                     3,001,444.00$                 4,692,350.95$                 4,504,472.40$                 

Total Assets 4,281,908.00$                     3,889,743.00$                 5,580,649.95$                 5,392,771.40$                 

Interest Payable (Change) -$                                        -$                                   (148,662.05)$                   (148,662.05)$                   

Current Liabilities (624,148.00)$                       (624,148.00)$                   (772,810.05)$                   (772,810.05)$                   

Lease Liability (Change) -$                                        -$                                   (1,486,620.50)$               (1,486,620.50)$               

LT Liabilities (2,323,499.00)$                    (2,323,499.00)$               (3,810,119.50)$               (3,810,119.50)$               

Total Liabilites (2,947,647.00)$                    (2,947,647.00)$               (4,582,929.55)$               (4,582,929.55)$               

Retained Earnings (Change) 392,165.00$                    336,540.60$                    524,419.15$                    

Shareholder's Equity (1,334,261.00)$                    (942,096.00)$                   (997,720.40)$                   (809,841.85)$                   

Total Liabilities + (4,281,908.00)$                    (3,889,743.00)$               (5,580,649.95)$               (5,392,771.40)$               

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (3,654,923.00)$                    (3,654,923.00)$               (3,654,923.00)$               (3,654,923.00)$               

Rent Expense (Change) -$                                        392,165.00$                    -$                                   -$                                   

Operating Expenses 3,359,636.00$                     3,751,801.00$                 3,359,636.00$                 3,359,636.00$                 

Other Comprehensive (Income)Loss 19,128.00$                           19,128.00$                       19,128.00$                       19,128.00$                       

EBITDA (276,159.00)$                       116,006.00$                    (276,159.00)$                   (276,159.00)$                   

Depreciation/Amort Expense (Change) -$                                        -$                                   187,878.55$                    375,757.10$                    

Depreciation/Amort Expense 254,182.00$                         254,182.00$                    442,060.55$                    629,939.10$                    

EBIT (21,977.00)$                          370,188.00$                    165,901.55$                    353,780.10$                    

Interest Expense (Change) -$                                        -$                                   148,662.05$                    148,662.05$                    

Interest Expense 72,147.00$                           72,147.00$                       220,809.05$                    220,809.05$                    

EBT 50,170.00$                           442,335.00$                    386,710.60$                    574,589.15$                    

Income Tax Expense (Change) -$                                        (145,252.30)$                   (124,115.03)$                   (195,508.88)$                   

Income Tax Expense (22,835.00)$                          (168,087.30)$                   (146,950.03)$                   (218,343.88)$                   

Net Income 27,335.00$                           274,247.70$                    239,760.57$                    356,245.27$                    

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Southwest Airlines 

 

*Amounts reported in millions  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (640.00)$                           (640.00)$                           (640.00)$                           

Current Assets 4,345.00$                              3,705.00$                         3,705.00$                         3,705.00$                         

Lease Equipment (Change) -$                                        -$                                   3,894.27$                         3,894.27$                         

Accm Depreciation (Change) -$                                        -$                                   (389.43)$                           (778.85)$                           

LT Assets 13,723.00$                           13,723.00$                       17,227.84$                       16,838.41$                       

Total Assets 18,068.00$                           17,428.00$                       20,932.84$                       20,543.41$                       

Interest Payable (Change) -$                                        -$                                   (325.43)$                           (325.43)$                           

Current Liabilities (4,533.00)$                            (4,533.00)$                       (4,858.43)$                       (4,858.43)$                       

Lease Liability (Change) -$                                        -$                                   (3,254.27)$                       (3,254.27)$                       

LT Liabilities (6,658.00)$                            (6,658.00)$                       (9,912.27)$                       (9,912.27)$                       

Total Liabilites (11,191.00)$                          (11,191.00)$                     (14,770.69)$                     (14,770.69)$                     

Retained Earnings (Change) 640.00$                             714.85$                             1,104.28$                         

Shareholder's Equity (6,877.00)$                            (6,237.00)$                       (6,162.15)$                       (5,772.72)$                       

Total Liabilities + (18,068.00)$                          (17,428.00)$                     (20,932.84)$                     (20,543.41)$                     

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (15,658.00)$                          (15,658.00)$                     (15,658.00)$                     (15,658.00)$                     

Rent Expense (Change) -$                                        640.00$                             -$                                   -$                                   

Operating Expenses 14,250.00$                           14,890.00$                       14,250.00$                       14,250.00$                       

Other Comprehensive (Income)Loss 186.00$                                 186.00$                             186.00$                             186.00$                             

EBITDA (1,222.00)$                            (582.00)$                           (1,222.00)$                       (1,222.00)$                       

Depreciation/Amort Expense (Change) -$                                        -$                                   389.43$                             778.85$                             

Depreciation/Amort Expense 715.00$                                 715.00$                             1,104.43$                         1,493.85$                         

EBIT (507.00)$                                133.00$                             (117.57)$                           271.85$                             

Interest Expense (Change) -$                                        -$                                   325.43$                             325.43$                             

Interest Expense 184.00$                                 184.00$                             509.43$                             509.43$                             

EBT (323.00)$                                317.00$                             391.85$                             781.28$                             

Income Tax Expense (Change) -$                                        (265.46)$                           (293.90)$                           (441.89)$                           

Income Tax Expense 145.00$                                 (120.46)$                           (148.90)$                           (296.89)$                           

Net Income (178.00)$                                196.54$                             242.95$                             484.39$                             

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed Figures for Spirit Airlines 

 

*Amounts reported in thousands  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (146,904.00)$                   (146,904.00)$                   (146,904.00)$                   

Current Assets 442,708.00$                         295,804.00$                    295,804.00$                    295,804.00$                    

Lease Equipment (Change) -$                                        -$                                   853,713.89$                    853,713.89$                    

Accm Depreciation (Change) -$                                        -$                                   (85,371.39)$                     (170,742.78)$                   

LT Assets 303,105.00$                         303,105.00$                    1,071,447.50$                 986,076.11$                    

Total Assets 745,813.00$                         598,909.00$                    1,367,251.50$                 1,281,880.11$                 

Interest Payable (Change) -$                                        -$                                   (70,680.99)$                     (70,680.99)$                     

Current Liabilities (227,064.00)$                       (227,064.00)$                   (297,744.99)$                   (297,744.99)$                   

Lease Liability (Change) -$                                        -$                                   (706,809.89)$                   (706,809.89)$                   

LT Liabilities (52,043.00)$                          (52,043.00)$                     (758,852.89)$                   (758,852.89)$                   

Total Liabilites (279,107.00)$                       (279,107.00)$                   (1,056,597.88)$               (1,056,597.88)$               

Retained Earnings (Change) 146,904.00$                    156,052.38$                    241,423.77$                    

Shareholder's Equity (466,706.00)$                       (319,802.00)$                   (310,653.62)$                   (225,282.23)$                   

Total Liabilities + (745,813.00)$                       (598,909.00)$                   (1,367,251.50)$               (1,281,880.11)$               

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (1,071,186.00)$                    (1,071,186.00)$               (1,071,186.00)$               (1,071,186.00)$               

Rent Expense (Change) -$                                        146,904.00$                    -$                                   -$                                   

Operating Expenses 919,044.00$                         1,065,948.00$                 919,044.00$                    919,044.00$                    

Other Comprehensive (Income)Loss (2,655.00)$                            (2,655.00)$                       (2,655.00)$                       (2,655.00)$                       

EBITDA (154,797.00)$                       (7,893.00)$                       (154,797.00)$                   (154,797.00)$                   

Depreciation/Amort Expense (Change) -$                                        -$                                   85,371.39$                       170,742.78$                    

Depreciation/Amort Expense 7,760.00$                              7,760.00$                         93,131.39$                       178,502.78$                    

EBIT (147,037.00)$                       (133.00)$                           (61,665.61)$                     23,705.78$                       

Interest Expense (Change) -$                                        -$                                   70,680.99$                       70,680.99$                       

Interest Expense 24,206.00$                           24,206.00$                       94,886.99$                       94,886.99$                       

EBT (122,831.00)$                       24,073.00$                       33,221.38$                       118,592.77$                    

Income Tax Expense (Change) -$                                        (55,530.74)$                     (59,007.12)$                     (91,448.25)$                     

Income Tax Expense 46,383.00$                           (9,147.74)$                       (12,624.12)$                     (45,065.25)$                     

Net Income (76,448.00)$                          14,925.26$                       20,597.25$                       73,527.52$                       

Reconstructed Balance Sheet

Reconstructed Income Statement
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Reconstructed data for US Air Group 

 

*Amounts reported in Millions 

  

Account Title As Reported 12/31/2011 TI TII TIII

Cash (Change) -$                                        (1,018.00)$                       (1,018.00)$                       (1,018.00)$                       

Current Assets 3,049.00$                              2,031.00$                         2,031.00$                         2,031.00$                         

Lease Equipment (Change) -$                                        -$                                   4,421.61$                         4,421.61$                         

Accm Depreciation (Change) -$                                        -$                                   (442.16)$                           (884.32)$                           

LT Assets 5,286.00$                              5,286.00$                         9,265.45$                         8,823.29$                         

Total Assets 8,335.00$                              7,317.00$                         11,296.45$                       10,854.29$                       

Interest Payable (Change) -$                                        -$                                   (340.36)$                           (340.36)$                           

Current Liabilities (3,160.00)$                            (3,160.00)$                       (3,500.36)$                       (3,500.36)$                       

Lease Liability (Change) -$                                        -$                                   (3,403.61)$                       (3,403.61)$                       

LT Liabilities (5,025.00)$                            (5,025.00)$                       (8,428.61)$                       (8,428.61)$                       

Total Liabilites (8,185.00)$                            (8,185.00)$                       (11,928.97)$                     (11,928.97)$                     

Retained Earnings (Change) 1,018.00$                         782.52$                             1,224.68$                         

Shareholder's Equity (150.00)$                                868.00$                             632.52$                             1,074.68$                         

Total Liabilities + (8,335.00)$                            (7,317.00)$                       (11,296.45)$                     (10,854.29)$                     

-$                                        -$                                   -$                                   -$                                   

Account Title As Reported 12/31/2011 TI TII TIII

Revenues (13,055.00)$                          (13,055.00)$                     (13,055.00)$                     (13,055.00)$                     

Rent Expense (Change) -$                                        1,018.00$                         -$                                   -$                                   

Operating Expenses 12,392.00$                           13,410.00$                       12,392.00$                       12,392.00$                       

Other Comprehensive (Income)Loss 13.00$                                    13.00$                               13.00$                               13.00$                               

EBITDA (650.00)$                                368.00$                             (650.00)$                           (650.00)$                           

Depreciation/Amort Expense (Change) -$                                        -$                                   442.16$                             884.32$                             

Depreciation/Amort Expense 237.00$                                 237.00$                             679.16$                             1,121.32$                         

EBIT (413.00)$                                605.00$                             29.16$                               471.32$                             

Interest Expense (Change) -$                                        -$                                   340.36$                             340.36$                             

Interest Expense 323.00$                                 323.00$                             663.36$                             663.36$                             

EBT (90.00)$                                  928.00$                             692.52$                             1,134.68$                         

Income Tax Expense (Change) -$                                        (371.64)$                           (282.16)$                           (450.18)$                           

Income Tax Expense 19.00$                                    (352.64)$                           (263.16)$                           (431.18)$                           

Net Income (71.00)$                                  575.36$                             429.36$                             703.50$                             

Reconstructed Balance Sheet

Reconstructed Income Statement
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APPENDIX B: EIGHT FINANCIAL RATIOS SHOWN UNDER EACH TREATMENT FOR 

EACH COMPANY ANALYZED 
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Eight Financial Ratios Shown Under Each Treatment for Each Company Analyzed 

KEY: 

TI = Treatment I (lease payments expensed) 
TII = Treatment II (lease payments capitalized assuming straight line depreciation) 
TIII = Treatment III (lease payments capitalized assuming double-declining balance depreciation) 
EBIT = Earnings Before Interest and Taxes 
EBITDA = Earnings Before Interest, Taxes, Depreciation and Amortization 

 
*The Rank column indicates the proximity to the average. Companies are ranked in order of the closest 
proximity to furthest from the average with the exception of the debt to capitalization ratios. 

Return on Assets Ratios  

 

Return on Equity Ratios

 

Company Name ROA TI Rank ROA TII Rank ROA TIII Rank

Alaska Air Group 0.0315 0.048 10 0.0437 0.039 11 0.0353 0.050 11

Allegiant Travel Company 0.0643 0.081 13 0.0700 0.066 13 0.0665 0.081 13

American Airlines (Ch11) -0.0665 0.050 11 -0.0475 0.052 12 -0.0651 0.051 12

United Continental Holdings Inc -0.0193 0.003 1 0.0051 0.001 2 -0.0156 0.001 2

Delta Airlines 0.0030 0.020 5 0.0094 0.005 3 -0.0032 0.011 5

Hawaiian Holdings Inc -0.0025 0.014 3 -0.0011 0.006 4 -0.0109 0.003 3

JETBLUE Airways 0.0109 0.028 6 0.0181 0.014 6 0.0090 0.023 7

Pinnacle Airlines -0.0665 0.050 12 -0.0247 0.029 8 -0.0522 0.038 10

Republic Airways Holdings Inc -0.0627 0.046 9 -0.0329 0.037 10 -0.0515 0.037 9

Skywest Inc -0.0562 0.040 8 -0.0209 0.025 7 -0.0453 0.031 8

Southwest Airlines -0.0046 0.012 2 0.0037 0.001 1 -0.0087 0.006 4

Spirit Airlines 0.0001 0.017 4 0.0362 0.032 9 -0.0145 0.000 1

US Airways Group -0.0479 0.031 7 -0.0018 0.006 5 -0.0305 0.016 6

Average -0.0166 0.0044 -0.0144

Company Name ROE TI Rank ROE TII Rank ROE TIII Rank

Alaska Air Group 0.1119 1.115 7 0.1468 0.562 8 0.1081 1.661 5

Allegiant Travel Company 0.1197 1.123 8 0.1288 0.544 7 0.1220 1.647 4

American Airlines (Ch11) 0.2017 1.205 9 0.2086 0.624 9 0.2448 1.524 3

United Continental Holdings Inc -3.6476 2.644 12 -1.9815 1.566 11 10.9350 9.166 12

Delta Airlines 0.2020 1.205 10 0.2714 0.687 10 0.4394 1.330 2

Hawaiian Holdings Inc -0.0857 0.918 3 -0.1491 0.266 2 -0.2413 2.010 9

JETBLUE Airways -0.0225 9.219 13 -0.0200 0.395 5 -0.0631 1.832 6

Pinnacle Airlines -10.2221 0.981 6 -4.6659 4.251 13 11.8226 10.053 13

Republic Airways Holdings Inc -0.9956 0.008 1 -0.8226 0.407 6 -1.2695 3.039 11

Skywest Inc -0.2410 0.762 2 -0.2056 0.210 1 -0.3323 2.101 10

Southwest Airlines -0.0300 0.973 5 -0.0373 0.378 4 -0.0766 1.846 7

Spirit Airlines -0.0380 0.965 4 -0.0530 0.362 3 -0.2125 1.982 8

US Airways Group 1.6027 2.606 11 1.7797 2.195 12 1.5216 0.247 1

Average -1.0034 -0.4154 1.7691
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Current Ratios 

 

 

Quick Ratios 

 

  

Company Name Current TI Rank Current TII Rank Current TIII Rank

Alaska Air Group 0.9244 0.050 1 0.8915 0.098 3 0.8915 0.098 3

Allegiant Travel Company 2.0478 1.173 13 2.0140 1.220 13 2.0140 1.220 13

American Airlines (Ch11) 0.4956 0.379 8 0.4708 0.323 8 0.4708 0.323 8

United Continental Holdings Inc 0.7098 0.165 5 0.6458 0.148 5 0.6458 0.148 5

Delta Airlines 0.4934 0.381 9 0.4638 0.330 9 0.4638 0.330 9

Hawaiian Holdings Inc 0.9650 0.091 3 0.9234 0.129 2 0.9234 0.129 2

JETBLUE Airways 1.0078 0.133 4 0.9480 0.154 4 0.9480 0.154 4

Pinnacle Airlines 0.0359 0.838 12 0.0293 0.765 12 0.0293 0.765 12

Republic Airways Holdings Inc 0.5010 0.373 7 0.4488 0.345 10 0.4488 0.345 10

Skywest Inc 1.4232 0.549 11 1.1494 0.356 11 1.1494 0.356 11

Southwest Airlines 0.8173 0.057 2 0.7626 0.031 1 0.7626 0.031 1

Spirit Airlines 1.3027 0.428 10 0.9935 0.200 6 0.9935 0.200 6

US Airways Group 0.6427 0.232 6 0.5802 0.214 7 0.5802 0.214 7

Average 0.8743 0.7939 0.7939

Company Name Quick TI Rank Quick TII Rank Quick TIII Rank

Alaska Air Group 0.0255 0.321 7 0.0246 0.286 7 0.0246 0.286 7

Allegiant Travel Company 0.8492 0.503 11 0.8352 0.525 13 0.8352 0.525 13

American Airlines (Ch11) -0.0002 0.346 9 -0.0002 0.311 9 -0.0002 0.311 9

United Continental Holdings Inc 0.4120 0.066 3 0.3749 0.064 2 0.3749 0.064 2

Delta Airlines 0.2171 0.129 4 0.2041 0.106 4 0.2041 0.106 4

Hawaiian Holdings Inc 0.7579 0.412 10 0.7252 0.415 11 0.7252 0.415 11

JETBLUE Airways 0.4030 0.057 2 0.3791 0.069 3 0.3791 0.069 3

Pinnacle Airlines -0.2277 0.574 12 -0.1864 0.497 12 -0.1864 0.497 12

Republic Airways Holdings Inc 0.0390 0.307 8 0.0350 0.276 8 0.0350 0.276 8

Skywest Inc 0.5880 0.242 5 0.4749 0.164 5 0.4749 0.164 5

Southwest Airlines 0.1077 0.239 6 0.1004 0.210 6 0.1004 0.210 6

Spirit Airlines 0.9330 0.587 13 0.7115 0.401 10 0.7115 0.401 10

US Airways Group 0.3975 0.051 1 0.3588 0.048 1 0.3588 0.048 1

Average 0.3463 0.3105 0.3105
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EBIT Interest Coverage Ratios 

 

 

EBITDA Interest Coverage Ratios 

 

  

Company Name EBIT Coverage TI Rank EBIT Coverage TII Rank EBIT Coverage TIII Rank

Alaska Air Group 3.9602 4.079 11 3.1655 2.360 12 2.5403 2.370 12

Allegiant Travel Company 12.2219 12.341 13 9.1068 8.301 13 8.6286 8.458 13

American Airlines (Ch11) -3.7139 3.595 10 -1.6018 2.408 11 -2.1645 2.335 11

United Continental Holdings Inc -1.2228 1.104 6 0.1726 0.633 5 -0.5172 0.688 4

Delta Airlines 0.2309 0.349 3 0.4169 0.389 3 -0.1421 0.313 2

Hawaiian Holdings Inc -0.2557 0.137 2 -0.0644 0.870 7 -0.6154 0.786 6

JETBLUE Airways 0.6703 0.789 5 0.8023 0.003 1 0.3981 0.228 1

Pinnacle Airlines -2.9383 2.820 9 -0.6295 1.435 8 -1.3042 1.475 8

Republic Airways Holdings Inc -2.7735 2.655 8 -0.9802 1.786 10 -1.5119 1.682 9

Skywest Inc -5.1310 5.012 12 -0.7513 1.557 9 -1.6022 1.773 10

Southwest Airlines -0.7228 0.604 4 0.2308 0.575 4 -0.5336 0.704 5

Spirit Airlines 0.0055 0.124 1 0.6499 0.156 2 -0.2498 0.420 3

US Airways Group -1.8731 1.754 7 -0.0440 0.850 6 -0.7105 0.881 7

Average -0.1186 0.8057 0.1704

Company Name

EBITDA Coverage 

TI Rank

EBITDA Coverage 

TII Rank

EBITDA Coverage 

TIII Rank

Alaska Air Group 7.7355 5.492 12 5.8294 3.174 12 5.8294 3.174 12

Allegiant Travel Company 19.2896 17.046 13 14.2931 11.638 13 14.2931 11.638 13

American Airlines (Ch11) -2.2831 4.526 11 -0.2804 2.936 11 -0.2804 2.936 11

United Continental Holdings Inc 0.4424 1.801 5 1.6145 1.041 6 1.6145 1.041 6

Delta Airlines 1.9212 0.322 2 1.8657 0.790 4 1.8657 0.790 4

Hawaiian Holdings Inc 2.6244 0.381 3 1.9575 0.698 3 1.9575 0.698 3

JETBLUE Airways 1.9505 0.293 1 2.0661 0.589 2 2.0661 0.589 2

Pinnacle Airlines -1.9448 4.188 10 0.5093 2.146 9 0.5093 2.146 9

Republic Airways Holdings Inc -1.3154 3.559 8 0.4059 2.250 10 0.4059 2.250 10

Skywest Inc -1.6079 3.851 9 1.2507 1.405 7 1.2507 1.405 7

Southwest Airlines 3.1630 0.920 4 2.3988 0.257 1 2.3988 0.257 1

Spirit Airlines 0.3261 1.917 6 1.6314 1.024 5 1.6314 1.024 5

US Airways Group -1.1393 3.383 7 0.9799 1.676 8 0.9799 1.676 8

Average 2.2432 2.6555 2.6555
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Long Term Debt to Capitalization Ratios 

 

 

Total Debt to Capitalization Ratios 

 

*Footnote: Values for the Long Term Debt to Capitalization ratio under treatments I and II are greater 
than 1 due to the effects of negative equity (shareholder debt).  The expense incurred from the added 
lease payments pushed several companies into a net loss so great that equity was impacted by the 
decrease in retained earnings. 

  

Company Name LT Debt Cap TI Rank LT Debt Cap TII Rank LT Debt Cap TIII Rank

Alaska Air Group 0.5304 0.0006 1 0.6139 0.5553 10 0.6316 0.7660 10

Allegiant Travel Company 0.2898 0.2400 6 0.3279 0.8412 12 0.3306 1.0669 12

American Airlines (Ch11) -1.9375 2.4673 13 5.5318 4.3627 13 8.0063 6.6087 13

United Continental Holdings Inc 1.1070 0.5772 10 1.0337 0.1354 3 1.1051 0.2924 3

Delta Airlines 1.3179 0.7881 12 1.1884 0.0193 1 1.2602 0.1373 1

Hawaiian Holdings Inc 0.6851 0.1553 4 0.7856 0.3835 6 0.8101 0.5875 6

JETBLUE Airways 0.6474 0.1176 3 0.7059 0.4632 8 0.7208 0.6767 9

Pinnacle Airlines 1.1000 0.5702 9 1.0336 0.1355 4 1.0980 0.2995 4

Republic Airways Holdings Inc 0.9182 0.3884 7 0.9272 0.2419 5 0.9638 0.4337 5

Skywest Inc 0.6304 0.1006 2 0.7561 0.4130 7 0.7925 0.6050 7

Southwest Airlines 0.3325 0.1973 5 0.5079 0.6612 11 0.5243 0.8733 11

Spirit Airlines 0.0000 0.5298 8 0.6947 0.4744 9 0.7583 0.6392 8

US Airways Group 1.2661 0.7363 11 1.0917 0.0775 2 1.1664 0.2312 2

Average 0.5298 1.1691 1.3975

Company Name Debt Cap TI Rank Debt Cap TII Rank Debt Cap TIII Rank

Alaska Air Group 0.7283 0.2019 8 0.7556 0.1670 9 0.7693 0.1875 10

Allegiant Travel Company 0.4825 0.4478 11 0.5030 0.4197 12 0.5061 0.4506 12

American Airlines (Ch11)* 2.3270 1.3968 13 1.7363 0.8137 13 1.8281 0.8714 13

United Continental Holdings Inc 1.0508 0.1206 3 1.0215 0.0988 3 1.0653 0.1086 3

Delta Airlines 1.1318 0.2015 6 1.1044 0.1817 10 1.1404 0.1836 9

Hawaiian Holdings Inc 0.8240 0.1062 2 0.8678 0.0548 2 0.8843 0.0724 2

JETBLUE Airways 0.7331 0.1972 5 0.7708 0.1518 7 0.7834 0.1733 8

Pinnacle Airlines 1.0713 0.1411 4 1.0268 0.1041 4 1.0771 0.1203 4

Republic Airways Holdings Inc 0.9403 0.0100 1 0.9433 0.0207 1 0.9720 0.0153 1

Skywest Inc 0.7031 0.2271 9 0.7949 0.1278 5 0.8268 0.1300 5

Southwest Airlines 0.5506 0.3797 10 0.6455 0.2772 11 0.6603 0.2965 11

Spirit Airlines 0.4152 0.5150 12 0.7638 0.1589 8 0.8168 0.1400 6

US Airways Group 1.1352 0.2049 7 1.0608 0.1381 6 1.1079 0.1511 7

Average 0.9302 0.9227 0.9568
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APPENDIX C: SPEARMAN’S RANK ORDER COEFFICIENT FOR THE RANK 

DIFFERENCES BETWEEN TREATMENTS FOR EACH OF THE EIGHT FINANCIAL 

RATIOS  
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Spearman’s Rank Order Coefficient for the Rank Differences between Treatments for Each of 

the Eight Financial Ratios 

KEY: 

TI = Treatment I (lease payments expensed) 
TII = Treatment II (lease payments capitalized assuming straight line depreciation) 
TIII = Treatment III (lease payments capitalized assuming double-declining balance depreciation) 
D = Difference Between E and C(SL) or E and C(DBD) 
rs = Spearman’s Rho 
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Spearman’s Rank Order Coefficient for the Return on Assets Ratios 

 

 

Spearman’s Rank Order Coefficient for the Return on Equity Ratios 

  

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 10 11 -1 1 10 11 -1 1

13 13 0 0 13 13 0 0

11 12 -1 1 11 12 -1 1

1 2 -1 1 1 2 -1 1

5 3 2 4 5 5 0 0

3 4 -1 1 3 3 0 0

6 6 0 0 6 7 -1 1

12 8 4 16 12 10 2 4

9 10 -1 1 9 9 0 0

8 7 1 1 8 8 0 0

2 1 1 1 2 4 -2 4

4 9 -5 25 4 1 3 9

7 5 2 4 7 6 1 1

ΣD2 = 56 ΣD2 = 22

6ΣD2 = 336 6ΣD2 = 132

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.846 rs = 0.940

r2
s = 0.716 r2

s = 0.883

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 7 8 1 1 7 5 -2 4

8 7 -1 1 8 4 -4 16

9 9 0 0 9 3 -6 36

12 11 -1 1 12 12 0 0

10 10 0 0 10 2 -8 64

3 2 -1 1 3 9 6 36

13 5 -8 64 13 6 -7 49

6 13 7 49 6 13 7 49

1 6 5 25 1 11 10 100

2 1 -1 1 2 10 8 64

5 4 -1 1 5 7 2 4

4 3 -1 1 4 8 4 16

11 12 1 1 11 1 -10 100

ΣD2 = 146 ΣD2 = 538

6ΣD2 = 876 6ΣD2 = 3228

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.599 rs = -0.48

r2
s = 0.359 r2

s = 0.229
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Spearman’s Rank Order Coefficient for the Current Ratios 

 

 

Spearman’s Rank Order Coefficient for the Quick Ratios 

 

  

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 1 3 -2 4 1 3 -2 4

13 13 0 0 13 13 0 0

8 8 0 0 8 8 0 0

5 5 0 0 5 5 0 0

9 9 0 0 9 9 0 0

3 2 1 1 3 2 1 1

4 4 0 0 4 4 0 0

12 12 0 0 12 12 0 0

7 10 -3 9 7 10 -3 9

11 11 0 0 11 11 0 0

2 1 1 1 2 1 1 1

10 6 4 16 10 6 4 16

6 7 -1 1 6 7 -1 1

ΣD2 = 32 ΣD2 = 32

6ΣD2 = 192 6ΣD2 = 192

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.912 rs = 0.912

r2
s = 0.832 r2

s = 0.832

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 7 7 0 0 7 7 0 0

11 13 -2 4 11 13 -2 4

9 9 0 0 9 9 0 0

3 2 1 1 3 2 1 1

4 4 0 0 4 4 0 0

10 11 -1 1 10 11 -1 1

2 3 -1 1 2 3 -1 1

12 12 0 0 12 12 0 0

8 8 0 0 8 8 0 0

5 5 0 0 5 5 0 0

6 6 0 0 6 6 0 0

13 10 3 9 13 10 3 9

1 1 0 0 1 1 0 0

ΣD2 = 16 ΣD2 = 16

6ΣD2 = 96 6ΣD2 = 96

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.956 rs = 0.956

r2
s = 0.914 r2

s = 0.914
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Spearman’s Rank Order Coefficient for EBIT Interest Coverage Ratios 

 

 

Spearman’s Rank Order Coefficient for EBITDA Interest Coverage Ratios 

 

  

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 11 12 -1 1 11 12 -1 1

13 13 0 0 13 13 0 0

10 11 -1 1 10 11 -1 1

6 5 1 1 6 4 2 4

3 3 0 0 3 2 1 1

2 7 -5 25 2 6 -4 16

5 1 4 16 5 1 4 16

9 8 1 1 9 8 1 1

8 10 -2 4 8 9 -1 1

12 9 3 9 12 10 2 4

4 4 0 0 4 5 -1 1

1 2 -1 1 1 3 -2 4

7 6 1 1 7 7 0 0

ΣD2 = 60 ΣD2 = 50

6ΣD2 = 360 6ΣD2 = 300

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.835 rs = 0.863

r2
s = 0.698 r2

s = 0.744

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 12 12 0 0 12 12 0 0

13 13 0 0 13 13 0 0

11 11 0 0 11 11 0 0

5 6 -1 1 5 6 -1 1

3 4 -1 1 3 4 -1 1

1 3 -2 4 1 3 -2 4

2 2 0 0 2 2 0 0

10 9 1 1 10 9 1 1

8 10 -2 4 8 10 -2 4

9 7 2 4 9 7 2 4

4 1 3 9 4 1 3 9

6 5 1 1 6 5 1 1

7 8 -1 1 7 8 -1 1

ΣD2 = 26 ΣD2 = 26

6ΣD2 = 156 6ΣD2 = 156

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.929 rs = 0.929

r2
s = 0.862 r2

s = 0.862
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Spearman’s Rank Order Coefficient for Long Term Debt to Capitalization Ratios 

 

 

Spearman’s Rank Order Coefficient for Total Debt to Capitalization Ratios

 

 

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 1 10 -9 81 1 10 -9 81

6 12 -6 36 6 12 -6 36

13 13 0 0 13 13 0 0

10 3 7 49 10 3 7 49

12 1 11 121 12 1 11 121

4 6 -2 4 4 6 -2 4

3 8 -5 25 3 9 -6 36

9 4 5 25 9 4 5 25

7 5 2 4 7 5 2 4

2 7 -5 25 2 7 -5 25

5 11 -6 36 5 11 -6 36

8 9 -1 1 8 8 0 0

11 2 9 81 11 2 9 81

ΣD2 = 488 ΣD2 = 498

6ΣD2 = 2928 6ΣD2 = 2988

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = -0.341 rs = -0.37

r2
s = 0.116 r2

s = 0.136

Spearman's Rank-Order Coefficient TI TII D D2 TI TIII D D2

rs = 1 - (6ΣD2)/(N(N2-1)) 8 9 -1 1 8 10 -2 4

11 12 -1 1 11 12 -1 1

13 13 0 0 13 13 0 0

3 3 0 0 3 3 0 0

6 10 -4 16 6 9 -3 9

2 2 0 0 2 2 0 0

5 7 -2 4 5 8 -3 9

4 4 0 0 4 4 0 0

1 1 0 0 1 1 0 0

9 5 4 16 9 5 4 16

10 11 -1 1 10 11 -1 1

12 8 4 16 12 6 6 36

7 6 1 1 7 7 0 0

ΣD2 = 56 ΣD2 = 76

6ΣD2 = 336 6ΣD2 = 456

N = 13 N = 13

N2 = 169 N2 = 169

N2-1 = 168 N2-1 = 168

rs = 0.846 rs = 0.791

r2
s = 0.716 r2

s = 0.626



81 
 

REFERENCES 

Alaska Air Group, (2012) Alaska Air Group Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/766421/000076642112000018/alk10-

k123111.htm#s778F4BC932EF6491B936105964A062DF  

Allegiant Travel Company, (2012) Allegiant Travel Company Form 10-K FYE 12-31-2011. 

Retrieved from 

http://www.sec.gov/Archives/edgar/data/1362468/000143774912001771/allegiant_10

k-123111.htm  

American Airlines Inc., (2012) American Airlines Inc. Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/4515/000119312512063506/d259627d10k.ht

m 

Auditing interpretation--the effect of FASB statement no. 13 on consistency. (1978). Journal of 

Accountancy (Pre-1986), 145(000001), 86-86. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198256920?

accountid=10003  

Ashton, R. K. (Summer 1985). Accounting for Finance Leases: A Field Test, Journal of Accounting 

and Business Research, 233-238. 

Avjobs.com (1988-2013). Structure of the Airline Industry Retrieved from 

 http://www.avjobs.com/history/structure-of-the-airline-industry.asp#.UVCPi1eRepR  

 

http://www.sec.gov/Archives/edgar/data/766421/000076642112000018/alk10-k123111.htm#s778F4BC932EF6491B936105964A062DF
http://www.sec.gov/Archives/edgar/data/766421/000076642112000018/alk10-k123111.htm#s778F4BC932EF6491B936105964A062DF
http://www.sec.gov/Archives/edgar/data/1362468/000143774912001771/allegiant_10k-123111.htm
http://www.sec.gov/Archives/edgar/data/1362468/000143774912001771/allegiant_10k-123111.htm
http://www.sec.gov/Archives/edgar/data/4515/000119312512063506/d259627d10k.htm
http://www.sec.gov/Archives/edgar/data/4515/000119312512063506/d259627d10k.htm
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198256920?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198256920?accountid=10003
http://www.avjobs.com/history/structure-of-the-airline-industry.asp#.UVCPi1eRepR


82 
 

Beattie, V., Edwards, K., & Goodacre, A. (1998). The impact of constructive operating lease 

capitalisation on key accounting ratios. Accounting and Business Research, 28(4), 233-

254. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198196827?

accountid=10003   

Biondi, Y., Bloomfield, R. J., Glover, J. C., Jamal, K., Ohlson, J. A., Penman, S. H., . . . Wilks, T. J. 

(2011). A perspective on the joint IASB/FASB exposure draft on accounting for leases. 

Accounting Horizons, 25(4), 861-871. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/913380703?

accountid=10003  

Delta Air Lines Inc., (2012) Delta Air Lines Inc. Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/27904/000144530512000272/dal123120111

0k.htm  

Dorsey, T. A. (2000). Maximizing profits with a synthetic lease. The Appraisal Journal, 68(1), 93-

96. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/199923998?

accountid=10003  

Fabozzi, Frank J., (2012) General Principles of Credit Analysis. Alternative Investments and Fixed 

Income. (pgs. 137-199) 

 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198196827?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/198196827?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/913380703?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/913380703?accountid=10003
http://www.sec.gov/Archives/edgar/data/27904/000144530512000272/dal1231201110k.htm
http://www.sec.gov/Archives/edgar/data/27904/000144530512000272/dal1231201110k.htm
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/199923998?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/199923998?accountid=10003


83 
 

Financial Accounting Standards Board (FASB) (2013) “Update: Leases – Joint Project of the FASB 

and the IASB” retrieved from 

http://www.fasb.org/cs/ContentServer?c=FASBContent_C&pagename=FASB%2FFASBCo

ntent_C%2FProjectUpdatePage&cid=900000011123#summary  

Financial Accounting Standards Board (FASB) (November, 1976) “Statement of Financial 

Accounting Standards No. 13: Accounting for Leases” Retrieved from 

www.fasb.org/pdf/aop_FAS13.pdf  

Fitch ratings; fitch publishes updated global aircraft operating lease ABS rating criteria. (2012). 

Journal of Transportation, 43. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/1009266063

?accountid=10003   

Gootkind, Christopher L., (2012) Fundamentals of Credit Analysis. Alternative Investments and 

Fixed Income (pgs. 215 – 282) 

Hawaiian Holdings Inc., (2012) Hawaiian Holdings Inc. Form 10-K FYE 12-31-2011. Retrieved 

from 

http://www.sec.gov/Archives/edgar/data/1172222/000104746912000763/a2207106z1

0-k.htm  

Imhoff,Eugene A., Lipe, R. C., & Wright, D. W. (1997). Operating leases: Income effects of 

constructive capitalization. Accounting Horizons, 11(2), 12-32. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/208896121?

accountid=10003  

http://www.fasb.org/cs/ContentServer?c=FASBContent_C&pagename=FASB%2FFASBContent_C%2FProjectUpdatePage&cid=900000011123#summary
http://www.fasb.org/cs/ContentServer?c=FASBContent_C&pagename=FASB%2FFASBContent_C%2FProjectUpdatePage&cid=900000011123#summary
http://www.fasb.org/pdf/aop_FAS13.pdf
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/1009266063?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/1009266063?accountid=10003
http://www.sec.gov/Archives/edgar/data/1172222/000104746912000763/a2207106z10-k.htm
http://www.sec.gov/Archives/edgar/data/1172222/000104746912000763/a2207106z10-k.htm
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/208896121?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/208896121?accountid=10003


84 
 

JETBLUE Airways Corporation, (2012) JETBLUE Airways Corporation Form 10-K FYE 12-31-2011. 

Retrieved from 

http://www.sec.gov/Archives/edgar/data/1158463/000119312512084229/d273260d10

k.htm 

Kieso, D., Weygandt, J., Warfield, T. (March 2011). Accounting for Leases. Intermediate 

 Accounting 14e, 1288-1354. 

Kilpatrick, B. G., & Wilburn, N. L. (2011). Convergence on A global accounting standard for 

leases - impacts of the FASB/IASB project on lessee financial statements. The 

International Business & Economics Research Journal, 10(10), 55-59. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/900729060?

accountid=10003  

Kostolansky, J., & Stanko, B. (2011). The joint FASB/IASB lease project: Discussion and industry 

implications. Journal of Business & Economics Research, 9(9), 29-35. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/892713883?

accountid=10003  

Lyon, J. (2010). Accounting for leases: Telling it how it is. Journal of Property Investment & 

Finance, 28(5), 328-332. Retrieved from http://dx.doi.org/10.1108/14635781011069945  

Louis, B. (2002, Feb 13). Krispy kreme revises payment method for plant construction in 

effingham, ill. Knight Ridder Tribune Business News. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/463851027?

accountid=10003  

http://www.sec.gov/Archives/edgar/data/1158463/000119312512084229/d273260d10k.htm
http://www.sec.gov/Archives/edgar/data/1158463/000119312512084229/d273260d10k.htm
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/900729060?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/900729060?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/892713883?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/892713883?accountid=10003
http://dx.doi.org/10.1108/14635781011069945
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/463851027?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/463851027?accountid=10003


85 
 

Pinnacle Airlines Corporation, (2012) Pinnacle Airlines Corporation Form 10-K FYE 12-31-2011. 

Retrieved from 

http://www.sec.gov/Archives/edgar/data/1166291/000116629112000037/form10-

k.htm 

Porter, Gary A., Norton, Curtis L., (2010) Financial Statements Analysis. Financial Accounting: 

Impact on Decision Makers 7e, (721-750) 

Pritchard, J. F., & Tenev, J. (1998). Leagal and business aspects of operating leases. Airfinance 

Journal, , 23-24. Retrieved from 

http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/232651696?

accountid=10003  

Republic Airways Holdings Inc., (2012) Republic Airways Holdings Inc. Form 10-K FYE 12-31-

2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/1159154/000115915412000009/rjet1231111

0k.htm  

SKYWEST Inc., (2012) SKYWEST Inc. Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/793733/000104746912001456/a2207438z10-

k.htm  

Southwest Airlines Co., (2012) Southwest Airlines Co. Form 10-K FYE 12-31-2011. Retrieved 

from 

http://www.sec.gov/Archives/edgar/data/92380/000119312512049647/d293991d10k.

htm 

http://www.sec.gov/Archives/edgar/data/1166291/000116629112000037/form10-k.htm
http://www.sec.gov/Archives/edgar/data/1166291/000116629112000037/form10-k.htm
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/232651696?accountid=10003
http://ezproxy.net.ucf.edu/login?url=http://search.proquest.com/docview/232651696?accountid=10003
http://www.sec.gov/Archives/edgar/data/1159154/000115915412000009/rjet12311110k.htm
http://www.sec.gov/Archives/edgar/data/1159154/000115915412000009/rjet12311110k.htm
http://www.sec.gov/Archives/edgar/data/793733/000104746912001456/a2207438z10-k.htm
http://www.sec.gov/Archives/edgar/data/793733/000104746912001456/a2207438z10-k.htm
http://www.sec.gov/Archives/edgar/data/92380/000119312512049647/d293991d10k.htm
http://www.sec.gov/Archives/edgar/data/92380/000119312512049647/d293991d10k.htm


86 
 

Spirit Airlines, (2012) Spirit Airlines Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/1498710/000149871012000008/save-

20111231x10k.htm  

United Continental Holdings Inc., (2012) United Continental Holdings Inc. Form 10-K FYE 12-31-

2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/100517/000119312512073010/d260625d10k

.htm  

US Airways Group Inc., (2012) US Airways Group Inc. Form 10-K FYE 12-31-2011. Retrieved from 

http://www.sec.gov/Archives/edgar/data/701345/000095012312002888/c24579e10vk.

htm  

 

 

http://www.sec.gov/Archives/edgar/data/1498710/000149871012000008/save-20111231x10k.htm
http://www.sec.gov/Archives/edgar/data/1498710/000149871012000008/save-20111231x10k.htm
http://www.sec.gov/Archives/edgar/data/100517/000119312512073010/d260625d10k.htm
http://www.sec.gov/Archives/edgar/data/100517/000119312512073010/d260625d10k.htm
http://www.sec.gov/Archives/edgar/data/701345/000095012312002888/c24579e10vk.htm
http://www.sec.gov/Archives/edgar/data/701345/000095012312002888/c24579e10vk.htm

