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Abstract

A simulator is employed to explore the actual impacof the upcoming lease accounting standard on the
financial statements item, financial risk, and perfance ratios, we apply its regulations to thed@dgrdanian
Airlines (RJ) financial statements. Capitalizatioh30 real operation lease contracts commencin(R@02-
2014) reveal with a magnitude change in assetseléabilities, and owners' equity. Since we usd RJ data
and depreciate the capitalized asset in a stréightmethod over lease term , Change in leasditiabiexceeds
change on assets over time , thus resulted in anitndg negative impact on owners' equity over 18rye
Results report a negative impact on four leverag®s (TD/TA, TD/E, LTD/CE, IC) only NCA/ TA showa
positive change over time. We find aease mategghtive impact on two profitability ratios (NPM aRDE).
EBIT margin and ROCE shows a positive change owantie fact that we adjust the EBIT by the unreedrd
lease interest and adjust the CE by the recorded sérm operation lease liabilities, Capitalizatishows a
negative impact on ROA for the period 200-2007 anpbsitive impact for the period 2008-2014, sifeROA
change depend on the Adjusted EBIT and the Adjutsttd asset, TA , also the Adj. EBIT show a magphét
positive change over the period 2008-2014 resulfiiog the unrecorded liabilities interest , sinbe bperation
lease contracts number dramatically increaseduidity ratio (CR) current ratio shows a positiveange, as no
change in current asset with a decrease in culigdilities adjusted by the recorded short termséeasset. In
view of the considerable increase in total assetsuRs reveal with a negative change in assetduen AT. The
significant shift in key financial risk ratios, aritie negative change in major financial performarat®os
suggest that interested parties "economic deciSiomsld be affected, therefore the upcoming leasmanting
regulation could negatively affect the financiakjion of the airfreight firms that heavily depead operation
lease in aircraft acquirement.

Keywords: simulation, capitalization, financial risk ratiggerformance ratios, lease accounting standards

1. Introduction

Over the last six decades lease accounting haséemsed to different point of views .On™6f July 2006,
The International Accounting Standards Board (IASBY its American counterpart the Financial Accognt
Standards Board (FASB) added a joint project omsitgato their agenda, according to the standartinget
committee work plan and after around ten yearsisfu$sions, a new lease accounting standards ecedg
within three months' time (www.ifrs.org).

Currently There is two existing lease accountirrmdards, GAAP 13 and IFRS 17 (both standards #iatéd
on ownership base, ownership is the ultimate detemnt factor in lease recognition, and they soctdted the
ownership model, leases can be reported on bakmeet capital leases if certain tests are met wiberit is
operational lease and just exposed in off-balaheetsnotes (Callaghan, 2013).

The Boards in their amended exposure draft nun@#2/2013) concluded that lessees obtains a righ$e¢cand
control the underlying asset for a period of tirtteerefore and in consistent with the accountingrim@ation
respective Conceptual Frameworks they should rezegnRight of Use (ROU) asset and a lease ligkiit all
more the 12 month lease agreements. The primaopearof the convergence project is to bring U.SABA
and IFRS closer to together, and to ultimately tlgvex global lease- accounting standard. The msitoiing
change is the elimination of the between capitdl @perating lease, all lease agreements to beaomaei form
of financial lease. The proposed Right of Use Ma@&DU) would increase assets and liabilities reggbrdn
balance sheets, and fundamentally alter the pattemvhich lease-related expenses are reported danie
statements of companies that depend heavily oe r@angements.

The conflict around the upcoming standard starté@nvstandards setters adopted a faithful repressmta
approach instead of economical approach, sincedglreupcoming standard will be enacted neverthaléssy
economic consequences. For example Jordanian Caiadnexirfreight companies are capital intensive
companies and in order to meet seasonal escaldénmand, competition, and technological obsolesuey t
resort to long term operation lease agreements, &0 fleet is under operational lease. Jordawigfreight
sector employ around seven thousand personalit geterates a 1.6 billion US$ of revenues ,7%egated
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from non-domestic airfreight activities, takingartonsideration that Jordan is one of ninety abesmithat have
fully conformed with the (IFRS).

This research paper is an extension of prior worfour ways. First, it Contributes to the ongoinggrnational
debate concerning the upcoming proposed lease mtiiwgumodel and its consequences, Secondly, to our
knowledge, no studies have empirically documentddemce of lease accounting reform impacts on Jorda
airfreight sector or any other sector, third, nevious study has imperially simulated real operatidease
contracts capitalization on lease-by-lease basedoff 1993 and other researcher adopted constaictiv
capitalization models ,their computations was basedssumed interest rates and lease term ,whicital in
results and conclusions, Four; existing study nethagy is recommended by several previous studies,
examined real lease contracts capitalization oseldry-lease bases, no assumptions related to tixaselease
return (interest), and operation lease periodicnpays. Furthermore, the question is asked “how ctoul
operational lease capitalization affect firms asséabilities, owners' equity, firms credibility easurement
financial ratios (financial risk ratios, profitaityl ratios)? The remainder of the paper is orgahias follows:
Section 2 is a prior research review. Section 8udises data and methodology. Empirical analysigesults in
section 4.conclusion in section 5.

2 Literature review

For the purpose of operational lease capitdin, researchers use four Capitalization empiriegthods: the
analysis of archival accounting data; market-bastedies; experimental studies and surveys. Spabifién
archival method, researcher compares the accountintbers pre- and post- accounting rules charageex-
post study), or constructs the pro-forma accounstefements based on proposed rule-changes, and the
compares these with the statements under extad (ah ex-ante study) (Beattie, Goodacre, & Thom2006).
Most of previous exante andex-postacademic studies focus on operation lease cagiti@in and its impact on
firms’ financial items (assets, liabilities, anduég), and on key financial performance and leveregfios. The
pilot ex-poststudy of Abdel-khalik (1981, as cited in ILW, 199fbund that the companies’ management
responded to the introduction of FAS 13 in 1976sbycturing new lease contracts, and renegotiaiisting
lease contracts, to avoid leases capitalizatiorardAfrom that, there were evidences that more sissete
bought, or constructed, instead of being leaseditlagre were also evidences of changes in capitaitare.
More ex-antestudies had been conducted by (Beattie, EdwardSo&dacre, 1998; Bostwick, Fahnestock, &
O'Keefe, 2013; Branswijck, Longueville, & Everae2@11; de Villiers & Middelberg, 2013; J. C. Dukldsieh,
& Su, 2009; Ely, 1995; FAY%lbier, Silva, & Pferdehi2008; Grossman & Grossman, 2010; Imhoff, Lipe, &
Wright, 1991; Kilpatrick & Wilburn, 2011; LickeratRovers, 2007; Nelson, 1963; Riley & Shortridge12p0
and they generally agree that operating leaseatdagaition will result in significant impact on tétassets and
liabilities.
Further,(Jennings & Marques, 2013) reviewed previstudies on operating lease capitalization any #heo
found that “a number of studies provide evidencehenmateriality of capitalizing operating leasesffinancial
statement analysis.”

Capitalization impact on financial ratios iargral has also been examined by (Ashton, 1985ti8ex al.,
1998; Bostwick et al., 2013; Branswijck et al., 208le Villiers & Middelberg, 2013; J. C. Duke et,&009;
Ely, 1995; Fit6, Moya, & Orgaz, 2013; Grossman 8o&man, 2010; Imhoff et al., 1991; Kilpatrick & \Wilrn,
2011; Luckerath-Rovers & Eindhoven, 2007; Nelsd@63), and most of them found that capitalizing afd-
term operating leases will have (at different ratffect on the key financial ratios that stakeleodd investors,
lenders and analysts may use.

(Beattie et al., 1998) extended Imhdffpe, & Wright, 1991 work by using the construetiv
capitalization method similar to the one used byIbut with two differences: they expanded the sangblUK
companies and developed a special way to estirhatedmpany’s specific discount rate and leasetdifen.
Results of their study indicated that the estimatszbent value of operating leases amounted toeB&ept of
total debt, and on average, the unrecorded assetiated with operating leases amounted to 6 peafental
assets. They also examined nine different perfoomamd balance sheet ratios and found that sikeohine
ratios (including profit margin, return on assetsset turnover, and three measures of gearing) sigandicantly
affected by capitalization of operating leases.seheffects were most obvious for the service ingiustit were
least pronounced for the mineral extraction industr
The significant changes in the key accounting satend the major shift in company performance ragki
suggest that interested parties’ economic decismmsd be affected. In relation to this, (Goodac2801)
assessed the capitalization potential on econoonseruences by examining the magnitude of changean
key financial ratios. In the study, the researcperformed the constructive capitalization based8d56
discount rate, on the UK retail sector (mainly leamt buildings lease) over the period of 1994-1988y
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computed the ratios that are used in decision ngalimd financial contracts (PM, ROA, ROE, gearirang
term debt/ capital employed),(total debt/equitptgt borrowing —(cash & equivalent)/ equity),ROCKT,
Interest cover).

The results of Goodacre’s study indicate base capitalization has a significant impact dthal nine ratios
that the companies’ managers use in decision makmagfinancial contracts. It should be noted thaing the
credit-risk adjusted discount rates would slighdgsen the impact of capitalization. Also, in tlaene line of
research (Lickerath-Rovers, 2007) used lease digee of 119 Dutch listed companies, during théodeof
2000-2004 and a capitalization approach similaiLiy (1991).Based on her study results and theltesi
previous studies, Rovers found that the key fir@ncatios are indeed significantly affected, andoalthe
ranking of the companies’ changed after operatiteesede capitalization. This again stresses thatatipg leases
should be taken into account in any comparisoroaffganies.

(LAvickerath-Rovers & de Bos, 2009) continudis tline of research; they performed an extensive
comparison between capitalization approaches andtseconclude that the information required by ¢herent
accounting standards is not complete, while tharfonal statement analysis is sensitive to assumptwith
regard to discount rates, total and remaining IFerthermore, different capitalization approacheadl to
significantly different capitalization results.

Later on, (Bostwick et al., 2013) extended #tudy of Lackerth-Rovers (2009). Here, they exaahithe
effect of selected lease capitalization techniqlied/91, ILW91*, ILW93, ILW97, ILW97*, FK-01, EMFZH-
09) for five companies from different industrieshély examined the financial statement elements t&gsse
liabilities, equity and net income) and key perfamoe measures. Applying the changes across alnseve
methods, the results were averaged to fairly atewmaconsent effect on the assets, total liakslitietal equity,
and net income) and financial ratios (D/A, D/E, UEDROA, and ROE). (Bostwick et al., 2013) fouinatt
capitalization approaches are limited to the tleiginal authors’ assumptions and these assumptioag or
may not be consistent with an up-to-date understgnof accounting theory, and also limited to tipplacation
of such theory, or the capitalization computatioetimds in general. However, regardless of thenagtons
use, lease capitalization techniques are inherstithates of the various performance measurementks thas
will continue to be true so long as companies arteemforced to disclose the actual information thaist be
used to constructively capitalize operating leases

Furthermore, (Kilpatrick & Wilburn, 2011) exined the impact of operating lease capitalizatonthree
pairs of USA and UK companies: British Airways addited Airlines, Tesco and Kroger Food & Drug, and
Marks & Spencer and Kohl's corporation. In thisdstuKilpatrick and Wilburn used a capitalizationpapach
that is similar to Imhoff (1991). Specifically, thapproach is based on six assumptions. 1) 9%digaate for
the future minimum payments, 2) operating leasek awerage remaining life of 15 years, 3) end @ryeash
flows, 4) effect on the current period’s net incoimeero, 5) unrecorded assets is equal 70% ofitkerlying
obligation, and 6) effective tax rate of USA is 40#ile in UK, 30%.

Comparison of companies from the same economimisstiows very different results. As an example, fo
airlines, the ratio of operation lease versus fiigrease for the US Company is 4.4 times, whei® 1.3 times
for the UK Company. Meanwhile, the retail food ahdig companies reveal opposite results; 45.0 tifoes
Tesco the UK Company, and 14.7 times for Krogee, 18 Company. As for Marks & Spencer and Kohl's
Corporation, they show significantly high ratios3%.8 and 45.0 respectively.

Capitalization results in negative impacts fora@mpanies on two key ratios: increase in D/A, dadrease in
ROA. Impacts vary among and within industry, andhpanies that depend heavily on operational leasddvo
have a greater impact on D/A, and ROA ratios.

However, Kilpatrick’s study has three limitais. One limitation is that, the reported resuitcémpany
specific, while the second limitation is that, tiesults obtained are limited to the assumptionsenadd finally,
the impact would be ultimately affected by furtttenendments made by the boards in their revisedsexgo
draft in May 2013.

In addition, (Branswijck et al., 2011) examinid@ boards’ ED 2010/9 impact on Belgium and Netrats
2008's listed companies. In their study, the leceggitalization approach similar to ILW (1991) wased and
three financial ratios (CR, ROA, and D/E) were stgated. From their findings, the debt to equijia
increased from 2.03 to 2.20, while the currentoratiopped from 1.44 to 1.39. On average, the ROwaired
before and after capitalization which is at 0.0%e average increase in total liabilities causeddpitalization
of operating leases is 5.80% whereas the averageaise of mean lease asset is only at 3.00% opréie
capitalization assets.

Financial ratios are indicators that are ndlyrepplied by investors and lenders in interprgtancompany’s
performance, liquidity, and credibility, in ordey investigate capitalization impacts of the keyafinial ratios
that stakeholders use to interpret a company’ iz performance. Corresponding with this notithe study
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of (de Villiers & Middelberg, 2013) focused on timpact of the improved accounting standard on ithential

statements and the resulting financial ratios ef #outh Africa’s JSE top 40 companies of which,rafieg

leases are accounted for as on-balance-sheet chgtitajized). de Villiers and Middelberg (2013) dstuwas

conducted in light of the comparison between tharti® Exposure draft (ED/2010/9) and the current IXS

The study also revealed significant effect on tley Kinancial ratios that stakeholders use to imtr@m

company’s financial performance. The authors adaithat the assumptions made in calculating theepte

value of operation lease payment lacks accuracy.

3. Data and Methodology

We examine the operation lease capitalization impadhe financial statements and financial raioan ex—

anti-methodl , we capitalize thirty real aircrafts operatiotedse contracts of the Royal Jordanian Airline3) (R

over the period 2002-2026. We initiate an operalé@se capitalization simulator starting from tlenenencing

date of every single lease contract starting fromeJ2002 to August 2014. The simulator is basetivortypes

of axioms: 1) the exposure drafts; measuremenpgrgtion, and transition requirements as it is, dhd

practical case of study data with no assumptions.

3.1 Simulation Axioms

Operation lease capitalization is according tortbe upcoming rules of lessee accounting:

1) A lease liability to make lease payment is measatgaresent value of the lease payments, discounted

using the lessee’s incremental borrowing rate. &skee should recognize interest expense on liabilit
3) Recognize any changes in the liability to mada&se payments resulting from reassessment of the
expected amount of contingent rentals or expecgsginpnts under term option penalties and residual
value guarantees.4) A lessee shall present lighsilito make lease payments separately from other
financial liabilities. 5) An ROU is an asset at @n@ount of the liability to make lease paymentsspl
any initial direct costs incurred by the lesseeA@@ssee shall present right-of-use assets agyfwere
tangible assets within property, plant and equipnsmparately from assets that the lessee does not
lease. 7) A lessee shall amortize the right-of-asset on a systematic basis from the date of
commencement of the lease to the end of the leasedr over the useful life of the underlying aséet
shorter.

Table 1: Aircraft operation lease data

commencing Monthly. Yearly
AIC type gty date end-date L.Term rent rent total rent pv of future p
1 A-340-212 1 2002-07-18 2014-12-31 150 270,000 089 40380164 30383546
2 A-340-212 1 2002-08-09 2014-12-31 149 270,000 089 40184877 30049311
3  A-340-212 1 2003-05-29 2014-12-31 139 244,242 0208 33998486 25837738
4 A-340-212 1 2003-07-29 2014-12-31 137 244,240 0898 33508390 25561740
5 A-319-132 1 2008-03-13 2018-03-13 9335 184,310 117220 1720596970 17449097
6 A-319-132 1 2008-10-30 2018-10-30 120 324,175 0380 38922316 30690416
7 A-319-132 1 2009-02-20 2019-02-20 120 354,846 8433 42604852 33594178
8 A-319-132 1 2009-03-14 2019-03-14 120 359,490 3880 43162438 34033827
9 A320-232 1 2006-11-17 2018-11-17 144 209,233 2560 30150189 22716255
10 A320-232 1 2011-04-29 2019-04-29 96 230,513 2366 22144405 18283704
11 A320-232 1 2011-09-21 2017-09-21 72 283,088  0mB, 20400944 17591280
12 A320-232 1 2011-10-19 2019-10-19 96 232,000 Qw84 22287255 18399886
13 A320-232 1 2012-05-24 2018-05-24 72 284050 38086 20460939 17746451
14 A320-232 1 2012-11-20 2018-11-20 72 288,700 3864 20795892 18041551
15 A321-231 1 2008-04-09 2014-04-09 72 479,781 8787 34560006 29914729
16 A321-231 1 2008-05-20 2014-05-20 72 482,940 8805 34787557 30796624
17  A321-231 1 2012-04-16 2020-04-16 96 364850 46082 35049590 30076718
18 A321-231 1 2012-06-15 2020-06-15 96 365690 48882 35130285 29005230
19 EMJ195 1 2006-11-30 2014-11-30 96 230122 276146422106843 18387901
20 EMJ195 1 2007-02-03 2015-02-03 96 281409.5 3B¥69 27033816 22288196
21  EMJ195 1 2007-07-01 2015-07-01 96 240820 288984023134555 19242725
22 EMJ175 1 2010-11-11 2018-11-11 96 231700 278040022258435 18514298
23  A330-223 1 2010-05-21 2014-12-31 55 601466 79275 33319569 29760179
24  A330-223 1 2010-05-21 2015-01-31 56 601570 72088 33938437 30248391
25 A330-223 1 2011-08-01 2017-01-31 66 663,072 8986 43817218 38549055
26 B787-BAA 1 2014-08-27 2026-08-26 144 837,380 4BEBO 120637781 90913697
27 B787-BAB 1 2014-09-30 2026-09-30 144 954,500 54000 137542142 103629391
28 B787-BAF 1 2014-10-01 2026-10-01 144 954,500 52000 137542142 103629391
29 B787-BAC 1 2014-11-19 2026-11-19 144 991,368 95480 142854699 107631779
30 B787-BAE 1 2014-11-20 2026-11-20 144 973,430 81160 140269930 105684672

3.2 The Practical Case Axioms
a. Leases capitalization is based on lease-by-lease dommencing date for all 30 lease contracts.
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b. Real operational lease term which it is rangingveen (76-159) months starting from June 2002, and
real lease contract interest rate which ranging/éen (4% -5%) annually.
c. Lease liability at commencing date is the presahtes of monthly lease payments calculated based on
lessee incremental rate, and lease term, leaseguaytue monthly at the beginning of the each month.
d. Lease liability amortization and asset depreciaiwa computed according to the lease accounting
exposure draft requirements.
e. Lease liability at financial year end is the bakarafter deducting monthly amortization and adding
monthly interest expense.
f. Lease asset (ROU) is the leased asset balance d&ftieicting the depreciation expense which it's
computed on monthly bases.
3.3 Unrecorded Lease Liability, asset, Owners ggaihd Tax savings.
Capitalization is the process of computing the coréed values; we calculate Lease liability at canaing
date. it is the present value of monthly lease gaymcalculated based on lessee incremental ratdease
term, lease payment due monthly at the beginnirthe&ach month. We use Microsoft excel function
application to calculate the present value ob@atinary monthly due.
=-PV (mi;t;ole;;1).where: mi is the monthly interest =annual inter&at
T: is the lease contract term in months. OLE: értonthly lease rental. 1: refer to payment tin{jpayment at
the beginning of each month).
Operational lease capitalization would alter theoamting equation components namely the asseldjtlis,
and owners’ equity. In calculating these items fellow Duke derivation method (Joanne C. DukenZra&
Hsieh, 2012). As follow:
Assets = ligbilities + owners Equity ... (1) A assets — A liabilities = A equity......... (2)
URAt —URLE=UROEt..............cces . 3)
We deduct the recorded operation lease valuestihhernomputed capitalized values. Table 1 showsadiested
resulting unrecorded (capitalized) assets URA|lltas URL, and owners' equity UROE by the operatiease
liabilities amounts that they already recordect@tading to the existing lease accounting stantaR$17).
as a short term liabilities for the existing ficéal year which its ranges between ( 1% - 30%hefgresent
value of operation lease future obligations
Duke (2012) uses these equations to deriyterhe change in incomaliN), (2) the change in retained
earningsARE, (3) the cumulative total savings (CTSAV) orateéd tax savings (DEFAT), and (4) the change in
net income from year (t-1) to year t. Whdi& is the Tax Rate.
AIN = AREt — AREt—1......... (4) CTSAV: = DEFATt =TRt=AREt............. (5)
NetAREt = ADREt — CT5AVE....(6) NetURLt = URLt — DEFTAXt............ (7
T5AVt or TCOST = TRE = AINE. .. ... (8 ANet INt = AINt — (T5AVE or TCOSTE) ... (9)
Capitalized lease expenses (CLE) consist of ROBtaepreciation expense and lease liability intendsle
operating lease expense is just the lease penaginent (OLE).

CLE=DE+I...... (1) Where, OLE is the operation lease periodic payni2Rtis the ROU asset depreciation
expense, | is the Lease liability interest expense.
Given the balance sheet equatidzsets = liabilities + owners Equity...... 3)

unrecorded asset{URA) = unrecorded Iiuhﬂit}r{URL:] — (FROE)unrecorded owners equity ......(4)
URA — URL = (DE +I—PF)... (5)

Equation 5 show that the change in owners’ eq@ty)(results from exactly the deference between tlve ne
expenses and the old expense as follti#4d — URL = CLE — OLE............ (6)

4. Results

4.1 Operation lease capitalization impact on fin@hstatements items and taxable income

Table 1 provides a summary of real aircraft operateases descriptive unpublished data. Table &skiwe
recorded total balances of assets, liabilities, engrequity and operation lease current liabilities recorded
according to the existing lease international leasmunting standard IFRS 17, Table 2 also shogvsetsults of
applying the upcoming lease accounting standatide@peration lease contracts commencing in diffedates
starting from June 2002 until October 2014. Cajaigdion of thirty real operation lease contractero®4 years
,resulted in an uneven significant unrecorded tass® liabilities balances, this result is corsistvith (
Bostwick et al., 2013;(Branswijck et al., 2011 )ci@ase in assets and liabilities are much morefiignt in our
case than Branswijickt result, our results is a pany specific as Bostwick mentioned. Furthermoue,study
result is much more consistent with (Kilpatrick &Wdrn, 2011), results shows that operation lease
capitalization duplicated the long term obligatiohable 2 shows that unrecorded liabilities toltotaorded
assets is between 26% in 2002- 183% in 2014, stecause of the increasing demand on operatiease [to
acquire Aircrafts. Dependant on operational leasessed from two contracts in 2002 to 25 conira2012.
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capitalization impact on assets, liabilities and owners equity [ the unrecorded values for the years
(2002-2014) = net
200 URL
(%]
5 m Net
600 = URA
E
400 MNet
UROE
200
0
2014 2013 2012 2011 2010 2009 2008 2007 2006 2005 2004 2003 2002
-200

Figure 1: unrecorded assets, liabilities anters’ equity

Change in capitalized liabilities mostly is lesartthe change in capitalized lease assets sindalcagyl assets
decrease over time by strait line depreciation egpewhile capitalized liabilities decrease by lesggyment
amount and increase by lease interest, this reflastincreasing negative impact in owner's eqlitgure 2
shows a comparison between adjusted recorded andinmecorded assets, liabilities, and owner's gquit
balances in million JDs. Table 3 shows changevimeys' equity resulting from the change in assets a
liabilities, this change represents the resultihgnge in income because of the change in expensesila.
Results shows that operation lease capitalizatawe la material impact on income, this result isseziant with
(Duke, 2009) result, but existing real case of gtsitows mostly a material negative impact, becaunsecorded
liabilities exceeds unrecorded assets most of tiomy the financial years 2013 and 2014 shows atipes
impact on the change in income owing the fact ttf@nge in unrecorded assets exceeds the change in
unrecorded liability.
Results either reveal with tax savings becausealiggition has negative impact on income .tabldi@\s tax
savings and the change in income after deductiagélarly tax savings

Figure 2: comparison of recorded and unrecordegtsdgabilities and owners' equity.
Table 4 reports the computed Net unrecorded ligdsli(Net URL) we deduct the recorded operatiorsdea

Comarasion of recorded with capitalized (unrecorded) of asset, liabilities, owners equity for the period
(2002-2014)
200 net URL
700
&
600 S H Net URA
(]
=
500 =
=
m Net URCE
400
300
m adjusted
200 recorded
liabilites
+ 100
m adjusted
0 recorded
M4 013 2017 2011 2010 008 2007 2006 2005 003 2007 assets
- - -100
financial year

liabilities from the unrecorded lease liabilitieRRU , results show that recorded operation leaagiliiies to
URL decreased over decreased from 30% in 2002 tar22©14, this indicate the escalating dependant on
operation lease. Table 4 shows an escalating depent operation lease as source of finance, nét/ WRL
(adjusted total liabilities) increased from 25%2i002 to 64% in 2014, and Net URL/ ARL adjusted rded
liabilities increased from 34% in 2002 to 179% DBil2 .Net unrecorded asset URA/ ATA (adjusted tatset)
increased from 20% in 2002 to 64% in 2014, net URR/A (adjusted recorded asset) increased from 26% i
2002 to 179% in 2014. Operation lease capitabratshows negative impact on owner's equity, NeOBR
AOETB adjusted owners' equity total balance incedasrom (-1% in 2002 to — 343% in 2013) , Net URO
AROE (adjusted recorded owners' equity) increassm(f-1% in 2002 to -183% ) .
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4.2 Capitalization impact on leverage ratios

We calculate leverage ratios before and after abpdtion of 30 aircrafts real operation leasesteAf
capitalization we adjust EBIT by the unrecordedsk liability interest and by tax savings, alsoasigust the
CE capital employed by short term operation leaabilities, LTD (long term debt also adjusted bye th
unrecorded lease liabilities values, NCA noncurisget either adjusted by the unrecorded leasés asse by
the recorded short term lease liabilities. Ressitisw that Capitalization has a magnificent negaitiveact on
five leverage ratios (long term debt to capital &aped, total debt to total asset, total debt toitggmoncurrent
asset to total asset, this results is consistetht Bostwick, 2013 results with regard to (D/A, DIELD/E) and
either with Branswijeck 2011 with regard to D/EisafTable 4 shows a comparison between the existiages
accounting model (IFRS17) with the upcoming modelthe period (2002-2014). Results indicate thatdhis a
positive relation between the increasing demandmeration lease and the negative impact on levenaties
.LTD/CE changed by312% on average, TD/TA 92%, TRE%. we adjust interest by a new added interest
amounts on capitalized operation lease ( interestroecorded liabilities) , therefore Interest aage dropped
by 60% in average , Noncurrent asset to total 886&/TA increased by 14% in average . Resultsdatd that
treatment of financial lease as conventional delstdrding to the upcoming lease accounting moddl) w
extremely harm the financial risk ratios and cownsedly increase the cost of capital. Operationde@sa
significant variable and offers the RJ flexibilitycapacity management where they can return ticeaéts to the
lessors during low seasons. Therefore the upcoteage accounting regulations will have a negativgaict on
airfreight firms that depend heavily on operatioealse.

percent of change in leverage ratios resulting from operation lease capitalization

1000%

800%

600%

m LTD/CE

400% TD/TA

) _‘EHHH I I

2014 2013 2012 2011 2010 2009 2008 2007 2006 2005 2004 2003 2002

-200%

-400%

Figure 3: percentage of legereatios change after operation leases capitializat
4.3 Capitalization impact on financial performarmeios
We calculate five profitability ratios (NPM, ROECR, EBIT margin, ROCE) before and after operatieaske
capitalization. Table 6 reports compared resulpgration lease capitalization shows negative impaetr 13
financial years on two profitability ratios; ( NPNROE), this is refer to the negative change in imeoand
owners' equity. Adjustment of EBIT by unrecordedde liability interest and by cumulative tax sgginesults
in positive change in ROA in some years. In terinROA this result seems inconsistent with (Branskvigt al.,
2011) and (Kilpatrick & Wilburn, 2011) which resitt negative change in ROA. We notice that Chamge i
ROA after operation lease capitalization dependshenmargin of change in two new added items; tRAU
unrecorded asset and the unrecorded liabilitiesraést expense, a considerable amounts of "unretdedse"
interest, therefore it indicates a positive chamg&BIT margin, and ROCE; positive change in ROGHliso
because we adjusted the capital employed valuéisebsecorded short term lease liabilities. In teahBquidity
ratio (CR) current ratio, results over 13 yearddate a positive change, results came from no ahamgurrent
asset and a decrease in current liabilities adjusyethe recorded short term lease asset. Redsittseveal with
a negative change in asset turn over which reféih@cconsiderable increase in total assets, Talleo@/s that
for the period (2002- 2014) unrecorded assets tA Adjusted total assets is (20%-64%).
Results in general is consistent with (Goodacr@12@nd (Lickerath-Rovers, 2007) results .The itgmt
shift in the key financial risk ratios, and the atige change in major financial performance ratoggest that
interested parties "economic decisions" could liecefd. Therefore the upcoming lease accountinglaggn
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could negatively affect the financial position dktairfreight firms that depend on operation lemsaircraft

acquirement.

capitalization impact on profitability ratios

H NPM

® ROE

W ROA

N EBIT
margin

2009

W ROCE

600%

400%

200%

-200%

-400%

-600%

-800%

Figurecapitalization impact on profitability ratios
capitalization impact on CR and AT Ratios
60%
40%

20%

o I

20 20 2

o

-60%
-80%

B Liquidity CR=CA/CL M Turnover=AT=R/avg.TA

Figure 5: cap#ation impact on liquidity and asset turnovetiaat

5. Conclusion

_ | | | — - — — - - - —

20 20 20 20 20 20 2 20 20 20
-20%
-40%

Owing to the fact that our results is a companyciioe, it indicates that operation lease is alvita Airfreight
sourcing; therefore, applying the new lease acéogstandard to the financial statements of Aightifirms
that depends heavily on operation lease will addrplus large portion of liabilities and also itwld damage its

expansion projects. Either it has a material nggathpact on owner's equity. Results concludesGimgration
lease capitalization has a negative impact findmisk/ leverage and on performance ratios, on equence it

may has a negative impact on investors and lertbaision.
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Leverage ratios used by credit rating agencies, financial  analyststo examine financial
Table 5:Debit Ratios or  1isk
hefor
capitalization 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
LTD/CE 35% 0% 5% 38% 41% 30% 42% 3T% 3% Sd% 62% B6% 124%
TDiTA A0% 3% 29% 23% 18% 17% 20% 21% 19% 28% 36% 47% A0%
TD/E 25T%  236% 118% T1% 55% 51% BE% T5% B3% 165% 240% 1013% -954%
IC= EBIT/1 63% -45% 394% Sed4%  231% 189% -12% 389%  110% -1481% 122% -261% -185%
NCATA 69% B0% 6% 39% 62% 67% T Ti% % GE% 63% 57% 8%
afier capitalization
Adj LTD/adj.CE 100%  120% 112% 112% 159% 123% 121% 177% 192% 2TT% 241% 202% 1076%
adj.TD/adj.TA 25% A% 8% 44%, 42% 43% 51% 54% 55% BA% 6E%% [ 0%
adj.TD/E 135% 196% 253% 170% 180%  197% 336% 356%  356% D32% 11153%  F78E%  -3311%
adjIC= EBITT 67% 6% 248% 32T 172%  162% 3% 186% 9% -215% 104% 14% 39%
AdjNCA/adj.TA 5% GE% Td% 69% 67% 67% Ti% 81% B0% 3% TE% FT% 67%
change
TD/CE 45%  140% 63% 52%  118% 3% 139% 140% 159% 224% 179% 116% D52%
TD/TA -15% 10% 19% 20% 24% 26% 31% 33% 36% 36% 31% 22% 0%
TD/E S23%0 -A0% 135% 99%  123%  146% 295% 281%  293% B314% B75%  6TTSM JI3TTH
IC= EBIT/1 A% S0% SldE% 23T 539% 2T 3% -203% -10% 1267% -18% 2T5% 224%
NCATA 6% 5% 10% 10% 3% 19%% 1% 0% 10% 15% 13% 20% 0%
%9 of change
LTD/CE 30%  353% 130% B8%  290%  317T% 330% 3Te% 48T% AE% 290% 135% TEI%
TDiTA S37% 3% 6% B6%  133%  155% 154% 157% 191% 131% B6% 6% 0%
TD/E A3% -1T% 114% 140%  228%  2B6% 330% ITE%  J68% A36% 365% GED% 254%
IC= EBIT1 6% -113% -37% 2% 25% 14% 2E5% -52% 0% -E5% -15% -105% -121%
NCATA 9% 3% 16% 17% 8% 1% 1% 13% 14% 22% 21% 35% 15%
Table 6:impact of operation lease capitalization on financial performance ratios
Profit. Ratio hefore
capitalization 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
NFL Sl3% 36% 42% 0 A0% 14% 0 3FM 33% 0 48% 14W FP%W 0% -52% -47%
ROE SBA% 3Z9%  260%  248%  69%  1ETM -IFI%  268% B3W 99T 19% -2039% -2333%
ROA 23%  -13%  BT7% 100% 43% Z4% 0% Zé% 07% -154% 1.6% -52% -4 4%
EBIT matgin 12% 1% 5T Al1% 268% 14% 0% 16%  04W JFaW 0E% -19% -21%
ROCE 5P% 67%  168%  217% 117%  49%  03%  56% 16%W -4l1% 3B -145% JIT0%
Profit. Ratio afier capitaliration 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
NPM=tiet income/sales reveue -1% -4% 4% 3% 1% 3% -4% A% 1% -B% 0% -5% 4%
ROE= netincome/OE 6% -17% 21% 22% 5% 18% -32% 26% 6% -139% 0% -638% -127%
ROA=adj EBIT/ adj T4 0.4% 1.1% 14w 13% 13%  22% 0%  31% 20% 23%  2I% 3.E% 2.5%
EBIT matgin 3% 0% T T A% 3% 0% 5% % 5% 3% 0% 1%
ROCE= (AQEBIT) [ adj.Capital
Em 6% 1% 19% 24% 15% 1% % 16% 9% -29% 13% 2% 14%
change 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
NFMM=net income'sdes revenue 01% -06%  -05%  -04% -03% -04% -03%  06%  -04% 0 -03% -02% 0.1% 0.5%
ROE= netincome/OE 13%  163%  -48%  -27T% -14%  08%  51%  -10%  -1.9%  308% 21% -4542% 05 8%
ROA -20% 4% P30 BT 1% 02% 0.7% 08% 13%  176%  06% 9.0% 6.9%
EBIT matgin 0.4% 1.53% 13%  1.1% 1.0%  19% 0.5%  33%  20% 0% 20% 3.3% 34%
ROCE= (EBIT) /CE -0.1% TA4% 2% 21% 34% 63% 21%  109%  T3%W  122% 94% 16.6% 41.0%
%9 of change 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
NFIM=net income/sales revenue 12% 16%  -13% B -20% -10% % -153% 3% 4% -110% 3% -10%
RCOE= netincome/OE -26% S50% 0 -18% -11% -21% 4% 19% A% -23% 0% -113% 223% -43%
ROA -B5%  -183% B4 BTM -TI% ST -516% 2%  1T1%  -114% 41% -172% -156%
EBIT margin 19% -120% 23% 18% I9% 131% -664%  204%  4T0% -26%  261% -115% -158%
ROCE= (EBIT) /CE -1% -111% 15% 10% 9%  128%  -64T%W 195% 45i% S30% 248% -114% -152%
F. Ratio Before capitalization 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Liguidityw/CR=CAL 51% 43% 9% Ta% 61% 64% 44% 33% MW 5% 63% a7% 0%
Tutnover=AT=Reveue favg TA 106% 119%  155% 1699 173%  182% 190%  159%  180% 199%  216% 1EE% 191%
F. Ratio afiere capitalization 2002 2003 2004 2005 2006 2007 2008 2009 2010 201 202 2013 2014
Liguidity 60% 63% 20% 1% 6% 65% 45% 4% 5T% 53% 63% 69% 51%
Tutnowet B4% 82%  110%  124% 1179%  116% 118% 03%  103% 111% 111% 114% T3%
change 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Liguidity/CR=CAML B% 21% 1% 5% 3% 1% 1% 1% 1% 1% 2% 2% 1%
Tumnover=AT=Rfavg TA -22% S3T% 8% AR A% -6E% 8% A4 TTH 809 -104% -T4% -118%
% OF CHANGE 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Liguidityw/CR=CAL 16%: 49%, 1% T 5% 1% % 3% 3% 3% 3% 2% 2%
Tumover=AT=Rfavg TA -21% S31% 0 2R ATW 3R 3E% A% A0 -43% 45 -48% -39% -62%
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