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Abstract

Firm valuation can be impacted by how we deal with operating leases. While the
accounting distinction between capital and operating leases may seem
reasonable, there seems to be no reason, from a financial standpoint, to maintain
that distinction when it comes to estimating operating income, capital and
profitability. Operating lease expenses need to be reclassified as financial
expenses and this will affect our estimates of operating income. The present value
of future operating lease expenses need to be treated like debt, and this will have
an impact on assessments of capital and leverage for firms. Finally, in estimating
free cash flows for valuation purposes, expected increases in operating lease
commitments over time have to be shown as capital expenditures.
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