
New FASB Discussion Paper would  
mean changes to Balance Sheets and  
Operating Metrics

Big Changes to EBITDA 
and Debt for Consumer 
Businesses?

In March 2009, the FASB issued a Discussion Paper that completely 

overhauls U.S. GAAP accounting for leases. Although the provisions 

of the Discussion Paper are subject to change, they presently 

include the following significant changes to current accounting:

Capitalization of all leases:•	  All leases would be capitalized. 

The distinction between operating and capital leases would 

cease to exist.

Consideration of lease renewals:•	  The capitalized asset and 

liability would be based on “the most likely lease term,” which 

may include lease renewals. 

Contingent rents:•	  The capitalized asset and liability would 

be based on “the most likely rental payments,” including 

contingent rentals. The likely amount of contingent rentals 

would be reevaluated periodically with changes being recorded 

in profit and loss.

Ballooning Balance Sheets

The capitalization of all leases will significantly increase both 
assets and liabilities. The magnitude of this increase would 
be directly correlated to the volume of lease payments that a 
company is required to make. Therefore, retailers and restaurant 
chains that have many leased locations will be significantly 
impacted. For many of those companies, interest bearing debt 
(including lease obligations) will increase by 100% or more, with 
total assets reflecting smaller percentage increases (see table on  
page 3).
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Consumer BusinessCompass

Recently, the Retail and Consumer Product Practice at BDO 
Seidman, conducted two surveys: the 2009 BDO Seidman Retail 
Compass Survey of Chief Financial Officers and the 2009 BDO 
Seidman Retail Compass Survey of Chief Marketing Officers. 
Both surveys examined the opinions of 100 executives at leading 
retailers located throughout the country.  The retailers in the studies 
were among the largest in the country, with revenues ranging from 
$100 million to $100 billion, including 10 percent of the top 100 
based on annual sales revenue.  

Sixty-nine percent of chief financial officers (CFOs) at leading U.S. 
retailers say that the American Recovery and Reinvestment Act of 
2009 has not been successful in stemming the recession.

Comparable store sales are expected to increase by 1.4% for the 
2009 holiday season.  

Forty-one percent of retailers are predicting that the economy will 
experience a meaningful economic turnaround in the second quarter  
of 2010.

Did You Know…

The Big Picture

continues on page 2
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The Big Picture

Big Changes to Key Operating 
Metrics/Debt Covenant Ratios

The Good News

Over the past decade, Earnings Before 
Interest Taxes Depreciation & Amortization
(“EBITDA”) has become short form for 
lenders to evaluate the cash flow and 
borrowing capacity for consumer companies. 
Accordingly, accurately projecting and 
understanding EBITDA is generally critical 
to setting and monitoring debt covenant 
ratios. EBITDA definitions often do not add 
back operating lease rent expense. However, 
with the capitalization of leases, rent 
expense will be replaced by depreciation 
and amortization, which is normally added 
back in deriving EBITDA. Per our calculations 
this change will increase EBITDA for most 
consumer companies by > 20% (see table on  
page 3).

For many public companies, operating 
income is a key operating metric for 
shareholders. With the capitalization of all 
leases, some of the former rent expense 
would be replaced by interest expense, 
which is excluded from the calculation 
of operating income (included as a 
nonoperating expense). Accordingly, this 
may increase operating income for retailers 
and restaurants by 10% or more (see table 
on page 3).

The Not So Good News

As described above, the lease obligation 
will be reflected as a liability on companies’ 
balance sheets. For multi-location consumer 
businesses with a high volume of lease 
activity, this will have a significant impact 
on key ratios such as Debt to EBITDA and 
Debt to Equity. 

The Debt to EBITDA ratio (also known 
as Debt to Cash Flow ratio) is a common 
metric that lenders use in assessing the 
creditworthiness of borrowers. This metric 
tells lenders how many years of cash flow 
will be needed to repay the debt principal. 
In the credit boom of 2004 to 2007, many 
consumer businesses were able to borrow 
in excess of a 5x Debt to EBITDA ratio. 
Recently, with the tightening of credit, 
lenders may be willing to only lend up to a 
3x Debt to EBITDA ratio. 

The new lease accounting will result in both 
increases in EBITDA and debt. However, 
debt will generally increase at a higher rate 
than EBITDA, resulting in large increases 
in companies Debt to EBITDA ratios. This 
will infer that consumer companies have 
proportionally less cash flow to cover their 
debt obligations. 

In our calculations, the Debt to EBITDA 
ratios for a sample of retailers and restaurant 
chains would almost double from ~ 1.5x 
to 2.8x as a result of the proposed lease 
accounting. This could result in a decrease 
in the borrowing capacity of retailers and 
restaurant chains, unless lenders are open 
to excluding the new lease obligations from 
debt balances. 

“Since August of 2007, underwriters have 
taken a materially more conservative view on 
the borrowing capacity for most companies, 
including retailers and restaurant chains,” 
says Jeffrey R. Manning, managing director 
of Trenwith Securities. “In addition to 
compressing overall senior debt multiples, 
lenders will be pleased to use the more 
conservative and restrictive GAAP definitions 
for debt covenants going forward. Most 
existing loan documents today will be using 
the old definitions of total debt and EBITDA 
(excluding lease rent expense), and those 
will likely remain in place until the loan 
matures. However, if the company is under 
any kind of stress, lenders will try to use this 
change to put more pressure on borrows 
to renegotiate terms and conditions. 
Going forward this change may result  
in tighter convents and lower availability.”

Lease Renegotiations

Due to the difficult economic climate many 
companies are renegotiating lease terms to 
reduce rent payments. In the current lease 
accounting model for operating leases, 
the benefits of those lease modifications 
would generally be recognized in income 
over the remaining lease term. Although the 
Discussion Paper does not explicitly address 
lease modifications, it would appear that 
since those renegotiations would change 
the “most likely lease term” or “most likely 
lease payments,” that the effects of such 
modifications would be recognized in 
income in the period of renegotiation.

Big Changes to EBITDA and Debt (continued from page 1)

Did You Know...

The vast majority (96%) of retailers will be 
offering more promotions and discounts 
this year than they did during the 2008 
holiday season.  

Sixty percent of CFOs at leading U.S. 
retailers say that too much inventory will 
pose a greater risk to holiday sales results 
than insufficient inventory levels.  

Most (85%) of the top 100 retailers predict 
that a meaningful turnaround in the 
economy will occur by the third quarter 
of 2010.  

More than half (54 %) of retailers have 
reduced their inventory levels for the 
2009 holiday season. Those that reduced 
inventory did so by an average of 10 
percent.  

Seventy-one percent of chief financial 
officers (CFOs) at leading U.S. retailers 
do not think they will reduce headcount 
as a reaction to healthcare reform. 

(continued from page 1)

2



The Potential Effect of the Change 
in Lease Accounting – in Numbers

We prepared some pro forma calculations 
based on actual fiscal 2008 financial 
results for 5 to 10 leading U.S. companies 
in each of the following sectors; Retail, 
Food/Consumer Packaged Goods and 
Restaurants to demonstrate the potential 
effect of the proposed lease accounting 
changes by industry segment. The effects are  
detailed on the above table. 

Future Considerations for  
Your Business

As the Discussion Paper is still in the 
comment phase, these potential changes 
in lease accounting are not imminent- and 
they are subject to change. However most 
observers expect that there will be limited 
changes to the central provisions of the 
Discussion Paper and the FASB is expected 
to conclude in 2011. As a result, we believe 
that consumer companies should begin 
considering the following:

Impact on Debt Covenants and  
Borrowing Capacity

We would recommend reviewing debt 
covenants to determining how terms such 
as Debt, EBITDA and Cash Flow are defined. 
Based on those definitions, it is advisable 
then to consider the impact of the new lease 
accounting on the debt covenants. Pro forma 
calculations of the effect of capitalization 
of your leases on Assets, Debt and EBITDA 
may be useful in this process. Finally, to 
the extent debt terms are negotiated in the 
future, companies may want to be proactive 

to carve out the effect of capitalized leases 
or new accounting pronouncements from the 
definition of debt in such debt agreements.

Store Opening Plans

Under the new accounting, store openings 
will not only result in capital expenditures, 
but also additional debt from capitalized 
leases. Accordingly, this may cause many 
companies to think twice about pursuing 
aggressive expansion plans.

Develop a process for evaluating likely 
lease renewals and contingent rentals

The most onerous provision of the Lease 
Discussion Paper for consumer businesses 
is the requirement that the lease asset and 
liability be based on the “most likely lease 
term” and the “most likely rental payments”. 
Assuming that these provisions remain, this 
would be a big change from current practice- 
and added complexity in assessing lease 
renewals and contingent rentals. 

In current lease accounting, lease renewals 
were only considered in the lease term to the 
extent there was an “economic penalty” for 
not renewing. Frequently retailers conclude 
that there is no such economic penalty and 
lease renewals are excluded from the lease 
term. However under the proposed model, 
the concept of “most likely lease term” infers 
that lease renewals should be included 
in the lease term based on a probability 
assessment. Such a probability assessment 
may be very difficult for companies as they 
may have limited insight into a store’s future 
profitability at the time of opening. 

In current lease accounting, generally 
contingent rent payments are not considered 
in the capital vs. operating lease evaluation. 
However, since the Lease Discussion Paper 
requires capitalization of all leases, based 
on the “most likely rental payments,” that 
also infers that an assessment of contingent 
rents would have to be made at the outset 
of a lease. This will be highly subjective for 
retailers since many of their leases are based 
on a percentage of sales and sales projections 
for newly-opened stores are highly subjective. 
To make things even more complex, the 
Lease Discussion Paper presently provides 
that the “most likely lease term” and “most 
likely lease payments” would be subject 
to reassessment periodically, with the 
resulting changes impacting the profit and 
loss statement. This not only means added 
income volatility, but would also require 
significant company resources to periodically 
evaluate lease renewals and contingent rent 
for each location and to make any related 
calculations. 

We suspect that in the Lease Discussion 
Paper comment period, some companies 
have voiced concerns with these lease 
renewal and contingent rent provisions due 
to the significant added complexity and 
income volatility. Stay tuned…

BDO Seidman Retail & Consumer  
Product Practice

BDO Seidman, LLP has been a valued business 

advisor to retail and consumer product companies 

for almost 100 years. The firm works with a wide 

variety of retail clients, ranging from multinational 

Fortune 500 corporations to more entrepreneurial 

businesses, on myriad accounting, tax and other  

financial issues. 

For more information on BDO Seidman’s service 

offerings to this industry vertical, please contact one 

of the regional service leaders below:

Al Ferrara, New York
aferrara@bdo.com / 212-885-8000

Steve Ferrara, Chicago
sferrara@bdo.com / 312-856-9100

Ted Vaughan, Dallas
tvaughan@bdo.com / 214-969-7007

Catherine Fox-Simpson, Dallas
cfox@bdo.com / 214-969-7007

Douglas Hart, San Francisco
dhart@bdo.com / 415-397-7900
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