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CGui del i nes for Spreadi ng Fi nancial Statenents

Pur pose:

Thi s paper provides gui dance on spreading the financi al
statenents of foreign borrowers or guarantors using spreading
software. Whil e Exi mhank uses Mdody’s KW' s Fi nanci al
Anal yst, this guidance can al so be used for other spreading
software. The anal yst should review the itemin the financial
statenment, then if in doubt, read the guidance on that item
This paper also lists which financial statenments and reports
Exi nmbank reviews when performng credit anal ysis.

General ltens:
A. Conmbi ned or consolidated statenents - Note on the

spreads if the statenents are conbi ned or
consol i dat ed.

B. | ndi cate on each page the currency and if the
figures are actual or are in thousands or mllions.
C. Auditor’s reports -Enter the auditor’s nanme and type
of opinion: unqualified, qualified, adverse or
di scl ai mer of opinion. Conpilations or reviews - If

appl i cabl e, so note.

D. Exchange rates to be used - If statenents for
i ndi vi dual years are being spread, the year-end rate
shoul d be used for both historical cost and
inflation-adjusted statenents. In the |atter case,
this is because under conprehensive inflation
accounting techni ques, such as |I.A ' S. 29 and
Bulletin B-10 in Mexico, the balance sheet and
income statenent figures are adjusted to end-of-the-
year equival ents. When conparative statenents are
i ssued, standard practice is for the first year’s
figures to also be stated in end-of-the-second-year
equi val ents. Therefore, year two year-end exchange
rate should al so be used for the first year. Wth
conparative statenments distortions will not result
if the inflation and devaluation rates (in terns of



| ocal currency per U S. dollar) are about the sane.
If the rates are different, for exanple Turkey from
1998 to 2002, only the nost recent year in a set of
conparative statenments should be used. Exchange
rates provided by the I MF should be used, or if
those rates are not available to the user, OANDA
(ww. oanda. con) is the other reconmended source.

Moody’s KW' s Fi nanci al Anal yst general purpose
nmodel is called Mddle Market Analysis System
(“MVAS”). For countries that use International
Accounting Standards or that otherw se enmpl oy
conprehensive inflation accounting techniques
(Mexico/Bulletin B-10), the English High Inflation
nodel (“EHI ") should be wused. The EH nodel can
convert statenents for earlier years to end-of-the-
nost -recent-year equivalents. Only the EH nodel
w Il accept different exchange rates for the bal ance
sheet (year-end) and inconme statenment (yearly

aver age) .

Caution should be exercised in deciding in which
line certain accounts should be entered in Financial
Anal yst or other software prograns so that the
accounts are properly treated as operating,
investing or financing activities in the statenent
of cash flows. For instance, in Financial Analyst,
t he “accounts/notes receivable - rel ated
conpany(ies)” account will be picked up in the cash
flow statenment as an investing activity. The

anal yst should determne if this account is trade
related, and if it is, create an account which wl|
be treated as an operating activity. To determ ne

which activity will be affected by an account, put
the cursor on the account, right click, click on
“spreadi ng guide,” and the activity will appear at

t he bottom

Fi nanci al statements and reports - Exinbank revi ews
t he bal ance sheet, inconme statenent, statenent of
cash flows and the “Financial Ratios” report. W
prefer reports where the | ocal currency and U. S.
dol I ar equi val ent values are |isted side-by-side.
However, if the software does not generate side-by-
side statenments, we will review separate foreign
currency and U.S. dollar statenents. Side-by-side
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statenments can be printed in Mody's MMAS nodel by
selecting the “Detail ed Bal ance Sheet (or I|ncone

Statenent) - Exchange Rate” report. 1In the EHI
nodel , the report is titled “Detail ed Bal ance Sheet
(or Income Statenment) - Original and Target
Currency.”

Bal ance sheet:

Assets are listed in descending order of liquidity in two
sections, current and noncurrent. Liabilities are shown in
the order in which they are to be paid, again broken down into
current and noncurrent sections. Trade payables, short-term
bank debt and accruals should be shown in that order in the
current section. Stockhol ders’ equity has pernmanent (or
| egal) capital shown first followed by appropriated retained
earni ngs and unappropriated retained earnings. Small accounts
shoul d be consolidated, say up to 5% or 10% which will not
result in materiality considerations. Listing every single
account makes the software-generated statenment of cash flows
al nrost unreadabl e.

Asset s
Current assets

Assets are defined as current if they will be converted
to cash (receivables) or sold or consuned (inventory) within
one year of the bal ance sheet date. There' s a concept, not
seen nmuch in practice if ever, called the nornmal operating
cycle of a business, from purchase or manufacture to
collection for a sale, which for instance m ght be fifteen
nmont hs or | onger. Assets sold or consunmed during the fifteen-
nmont h period woul d be considered current assets.

. Cash and mar ketable securities - The two accounts can be
conbi ned or shown separately. The year-end cash bal ance
can be easily mani pul ated by deferring tenporarily
paynent of trade and other creditors and accrued expenses
and by drawi ng on short-term working capital |ines.

Don’t spread an overdraft account as a negative cash
account. Instead cash should be zero and an overdraft
liability account should be created. To be classified as
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a current asset, marketable securities by definition nust
be easily sellable. You should |Iook at the footnotes for
possi bl e availability restrictions for both cash and

mar ket abl e securities. |If there are, conservatism would
dictate classifying themas noncurrent. Equity
securities and debt instrunments should be classified as
current assets only if the conpany’s intention is to sel
themw thin one year. You should consider if such
securities mght be long-terminvestnents in rel ated
conpani es.

Recei vabl es (trade) - The nature of the receivables
shoul d be disclosed, trade or due fromrelated parties or
stockhol ders. |If they are not trade or, in the case of
related party receivables, trade related, and the
statenments are audited, the theory is that they will be

collected within one year. The sane comment applies to
“other” receivabl es.

Rel ated party receivables - They should shown as a
separate line item Depending on whether they are trade
related or are | oans, they should be placed in a line
itemin the spread which results in their classification
as an operating or financing activity, respectively. |If
they are not trade rel ated, consider classifying them as
noncurrent since they mght in effect be long-term
investments. The all owance for uncollectible accounts,
i f known, should be disclosed in the spread.

Ot her receivables - The coments in the previous section
al so apply to other receivabl es.

St ock subscriptions receivable - This rarely seen account
results fromcapital that has been subscribed but not
paid in yet. There will be an offsetting subscribed
capital account in the equity section. The relevant
ratios should be recalculated after this account is
subtracted from stockhol ders’ equity unless you are
convinced the receivable will be coll ected.

Notes receivable - If the notes are trade rel ated, they
should be placed in a line itemthat results in their
bei ng consi dered an operating activity in the cash fl ow
statenment as opposed to an investing activity.

| nventory - A breakdown is sonetines in order: raw
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mat erials used in a manufacturing process, work in
process and finished goods available for sale. Large
changes in any category should be questioned. The

bal ances for raw materials and work in process should be
fairly low There nmay be an all owance for obsol ete

i nventory which should be disclosed in the spread.

Advances to suppliers - These advances result from up-
front deposits nmade to suppliers. |If the balance is

high, relates to inventory suppliers, and trade credit
is low, this my not be a good sign. Trade credit nmay

not be available in adequate amounts. If it’s an advance
to a fixed asset supplier, it should be classified as a
noncurrent asset since it will be converted to a fixed

asset account, not inventory. This account can be an
operating (inventory) or investing (fixed asset)
activity.

Work in process (“WP”) - The formal account title is
costs and estimted earnings (or |losses) in excess of
related billings on construction in progress. This is an
i nventory account which is seen in construction conpany
bal ance sheets. As the contractor accunmul ates costs in
the formof direct material, direct |abor and
depreciation on construction machinery, those costs are
debited to this account. When a invoice is submtted,

the offsetting credit is to “billings on contracts” which
is netted against this account, thus the phrase “in
excess of related billings.” WP and the billings

account are not renoved fromthe bal ance sheet until the
contract is conpleted under both the conpleted contract
and percentage of conpletion nmethods. You only see “and
esti mated earnings (or |osses)” under the percentage of

conpl eti on met hod. A conpany could have two sets of
contracts, one where costs exceed billings and anot her
where billings exceed costs. Because of disclosure

considerations the two figures are not netted agai nst
each other. A large figure for WP neans that the
conpany isn’t able to bill on a tinmely basis, should be
conpared to receivables, revenues and direct expenses and
possi bly questioned. Finally, we see a fair anmount of
construction conpani es that don’t have a WP account

whi ch nmeans that, rather than an incredibly efficient
billing process, WP is probably being incorrectly
debited directly to receivables before an invoice is
submtted. Retention is the holdback of a portion of a
receivable - say 10% - until the contract or a contract
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nmlestone is conpleted. Retention can be disclosed in
t he bal ance sheet or in a footnote.

Prepai d expenses - These are costs such as prepaid rent
t hat have been paid but not expensed yet. Financial
Anal yst says that prepaid expenses should be classified
as noncurrent on the theory that they don’t convert to
cash. They do however obviate the need for cash in the
near future, so in an ongoing business they should be
classified as a current asset.

Deposits - See above account on advances to suppliers

whi ch this account could also represent. If the account
is large and its nature is uncertain, ask about it
because its placenent affects cash flow and if it doesn't
relate to inventory or fixed assets, its recoverability
coul d be questi onabl e.

Deferred taxation and incone tax receivable (for refunds)
- They’'re two separate accounts. We probably see
deferred taxation only in Mexico. There can be current
and deferred portions and an asset or a liability.
Deferred taxation is covered in greater detail in the
liabilities section.

V.A. T. (valued added tax) - This is enployed in MxXico,
Argentina and other countries. Wen an itemis
purchased, V.A T. is assessed by the seller and should be
recorded as a separate asset account by the purchaser.

Li kewi se the seller assesses V.A T. on its sales and
shoul d record that as a separate liability.

“Oher” assets - Details should be requested if the
ampunt is large. It could be anything. Depending on the
nature of these assets, consider spreading them as
noncurrent.

Noncurrent assets

Property (land), plant (buildings) and equi pnent - The

t hree accounts should be broken down if possible, because
we see sone very high balances for |and and buil di ngs.
Land and buildings of a closely held conpany may have
been contri buted by the stockholders at inflated val ues
in exchange for shares or another contributed capital
account. For a manufacturing conpany, equi pnment used in
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t he manufacturing process, if detailed, should be

di scl osed separately so we can conpare the purchase of
new equi pnent that we’'re asked to support to existing
equi pment. Accumrul at ed depreciation should al so be shown
in the spread. Interest paid or accrued during a
construction period can be capitalized until the asset in
gquestion is put into use at which tine it is depreciated
at the sanme rate as the correspondi ng asset.

Reval uation of fixed assets - It's allowed by I.A S. 16
(March 1982) outside of I.A.'S. 29 (origins date to April
1989), but we’ ve been told reval uations outside of
Bulletin B-10 in Mexico haven’t been allowed since
1/1/97. 1.A. S. 29 stipulates conprehensive inflation
accounting techni ques when the cunmul ative inflation rate
over a three-year period reaches or approaches 100% and
B-10 is currently required in Mexico in spite of a much
reduced inflation rate in recent years. |In the absence
of conprehensive inflation accounting, if fixed assets
are still revalued, the ampunt shoul d be considered, both
for acceptance by the |ocal accounting profession and
reasonabl eness. If it’s not allowed by | ocal GAAP,

consi der whether or not it m ght be reasonabl e anyway
because of a recent high inflation rate.

Leased assets - If you see them on the bal ance sheet,
this means a capital | ease as opposed to an operating

| ease. The depreciation rate is based on the useful life
of the asset because ownership normally transfers to the
| essee at the end of the |ease.

Deferred charges - By definition they are prepaid
expenses that won’t be recognized within one year and
shoul d be rare.

The nost often seen deferred charge is organi zation costs
(legal and other fees to start a business).

Goodwi I | and “badw I1” - Goodwi |l is an intangi ble asset.
Badwi || is extrenely rare and both can only be created

t hrough a consolidation - but not a conmbination - process
and only with a purchase, but not with a pooling of

interests. In the U S. poolings have not been all owed
since the issuance of SFAS 141 for busi ness conbi nations
effected after 6/30/01. | won't go into the background

on the F.A. S.B.’s reasoning. You don’t just decide that
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Li abi

a patent, trademark or the conpany itself is worth $5
mllion and put that figure on the bal ance sheet as
goodwi I I with an offsetting credit to an equity account.
Li ke SFAS 142 (effective June 2001 for goodwill), IFRS 3
(March 2004) discontinued the practice of annual
anortization of goodw Il and requires instead an annual
eval uati on of possible inpairnment of goodw Il and
subsequent write-off.

| ntangi bl e assets - They have no physical presence,
represent an econom c benefit for a conpany or they would
be witten off, and their useful life can be difficult to
determ ne. Sone intangible assets can be sold including
conputer software, patents, copyrights, trademarks and
franchise fees. Ohers |like deferred charges, startup
costs and | easehol d i nprovenents cannot.

lities

Current liabilities are those expected to be paid within
one year of the bal ance sheet date. See al so previous
conmment under current assets on the normal operating
cycle of a business.

Account s payable should be listed first because they wll
probably have a shorter termthan bank debt and ot her
short-termliabilities.

Bank debt and bank overdraft facilities should be |isted
next and separately. An overdraft facility is a
financing activity and should be entered in
“overdraft/interest-bearing” in Financial Analyst.

Accrued expenses - Accrued expenses have been incurred
and shoul d be recogni zed but haven’'t been paid yet.
Exanpl es are accrued but unpaid interest and sal ary/ wage
expenses. High bal ances may nean these expenses aren’t
being paid on a tinely basis.

Current portion of long-termdebt - This is a struggle in
al nost all countries because, except for Mexico, we

al ways have to ask for it. Most of the time - Argentina
is one exanple - it’'s included in short-term bank debt.

Di sclosure is required by U S. GAAP and |.A. S

Advances from suppliers - Should be classified as current
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since they will be settled with the delivery of inventory
unl ess they're high value itens that won’'t be
manuf act ured and delivered within one year. An advance
froman inventory supplier is an operating activity; for
manuf acturi ng equi pment it’'s a financing activity.

Lease obligations - As with | eased assets, if it’s on the
bal ance sheet, this neans it’'s a capital |ease. There
shoul d be current and non-current portions.

Not es payable - If the amount is |arge conpared to other
liability accounts, find out who the |l ender is, a bank,
supplier or a shareholder, and so note in the spread,
i.e., “note payable - sharehol der.”

Subordi nated debt - If it exists and is discl osed,
provi de details in the neno.

Deferred taxation - It’'s done because of tax and
financial accounting timng differences and disclosure is
required in the U S. and by I.A S. Deferred taxation can
be either an asset or liability account, with the latter
being the nost conmon. An exanple is straight-1line
depreciation for financial accounting purposes versus
accel erated depreciation for tax purposes. Accel erated
depreciation could result in a current tax liability of
$500, whereas the eventual tax liability based on a
straight-line calculation would be $700. |ncone tax
expense for financial accounting purposes is $700 with

t he bal ance sheet showi ng $500 due as a current liability
and $200 being reported as deferred.

Provi sions - They could include warranty expense,

mai nt enance expense for a long-lived fixed asset such as
an aircraft engine, or severance benefits. A provision,
with the debit being to an expense account, is required
by the matching principle. 1In theory, there could be
current and noncurrent portions. Another situation which
could either be provisioned or nentioned in a footnote is
a pending lawsuit. The |ack of a provision however is
possi bl e even though it m ght be warranted, because the
conpany would be tipping its hand on the anmount it m ght
be willing to settle for.

“Ocher” liabilities, whether current or noncurrent,
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should be included in a separate category rather than
conbi ned wi th anot her account.

Loans from stockhol ders - They should be disclosed as a
separate item |If they are formally subordinated to the
debt Exi nmbank is supporting, they can be consi dered as
equity in calculating the mediumterm perfornmance

st andar ds.

Unearned revenue - This would normally be a current
liability. Magazine or newspaper subscriptions paid in
advance are an exanpl e.

St ockhol ders’ equity

Contributed (also called paid-in) capital should be
listed first and consists of the par value of compn
stock issued, capital in excess of par value, and donated
capital for which no shares were issued. W rarely see
capital in excess of par value or donated capital, so
there will be a single account which should be | abel ed
capital stock

“Other contributed capital” - Don't assune the offsetting
account is cash. The offset could be assets that were
contributed to a closely held business by the

stockhol ders at inflated values. |In Mexico this account
is not considered permanent capital and w thdrawal s can
be made fromit.

Subscri bed capital - See related section under current
asset s.

Proprietorshi ps and partnerships - Conmon practice is one
equi ty account | abel ed proprietor’s or partners’ capital.
For disclosure reasons a separate schedule is prepared
whi ch

shows begi nning capital, net incone, wthdrawals,
addi tional capital contributions and endi ng capital.

Reval uation reserve - This is an offset to a reval uation
of fixed assets which was discussed in the assets
section. It should be considered permanent capital,

ot herwi se the purpose of revaluing fixed assets -
preserving
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capital - is defeated. Depreciation of the reval ued
portion should be debited to an expense account, not to
this account which occurs in sone countries.

Ret ai ned earnings - These are accunul at ed earni ngs net of
cash or stock dividends. There can be appropriated and
unappropri ated retained earnings. The latter would be
rare in the conpanies we deal with and, in any event, can
be converted back to unappropriated by the board of

di rectors.

If retained earnings doesn’'t reconcile fromyear to year
an “unexpl ai ned adjustnment to retai ned earnings” coment
will appear at the bottom of the incone statenment spread
with the amobunt. The reasons and anounts shoul d be
determ ned and entered in a section for that purpose at
the bottom of the inconme statenment. It could be caused
by cash or stock dividends, an allocation to | egal
reserve, a prior period adjustnment (rare), or the prior
year's statenments not being adjusted to end-of-the-
second-year equival ents.

Legal reserve (an appropriated retained earnings account)
- It’s required by law in many countries, is based on a
percent age of net inconme up to a specified limt, and can
be converted to shares.

“Reserves” - This could be a revaluation reserve or
appropriated retained earnings for a specific or no
specific purpose. |If large, the exact nature should be
det er m ned.

Treasury stock - We will rarely see this account, which
has a debit balance, in a closely held conpany.

Mnority interest - Mnority interest is the mnority
st ockhol ders’ share of the consolidated assets and

liabilities. It will be seen as a liability, between

liabilities and stockhol ders’ equity or as part of

stockhol ders’ equity. 1t’s the latter. Mnority

interest will also be shown in the incone statenent.
Contingent liabilities/off-balance sheet itens:
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Contingent liabilities should be noted in the spreads.
I n Mbody’ s Financial Analyst, they can be noted in the
“Statistics” section.

| ncome st atenent:
. Di scl osure - There are very few prescribed requirenents

ot her than: extraordinary itens, unusual or infrequent
items, results of discontinued operations, and the

effects of a change in accounting principle. If the
conpany is engaged in different sales activities and
countries, a breakout is in order. 1In the US. this so-

call ed “segnment information” is required.

. Cost of goods sold (which includes cost of goods
manuf actured for a manufacturing conpany) - W rarely see
a detail ed cost of goods sold schedul e which would
include CGM CGM consists of direct material, direct
| abor and indirect manufacturing costs (factory overhead)
with the latter being primarily depreciati on expense on
manuf act uri ng equi pnment .

. Selling, general and adm nistrative expenses (SG&A) are
t hose nornmal, ongoing, operating expenses that are
necessary to run a business which can be included in a
single line item

. Depreci ati on expense - For a wholesaler or a retailer,
it’s an operating expense. For a manufacturer it’s both
an operating expense and part of CGS, but a breakdown is
rarely given, so it should be reported in the spread as

part of CGS because nobst of it will be a manufacturing
expense.

. “Other” income and expense - Spread bel ow operating
i ncone.

. Gains and | osses - These should al so be spread bel ow

operating incone.

. | nt erest expense - Sonetines it’'s reported net of
interest incone. Interest expense and i ncone shoul d be
spread separately.

. Forei gn exchange gains and | osses are al so nonoperating.
They are not extraordinary itenms with the exception that
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a | arge, one-time deval uation could be considered

extraordi nary. There will always be realized and
unrealized portions of f/x gains and | osses. They are
rarely disclosed. |If a currency has been deval ued, e.g.

Dom ni can Republic in 2003, consider asking for the
unrealized portion and show both portions separately in
the inconme statenment. The unrealized portion will be
added back (Il oss) or

subtracted (gain) fromoperating cash flow. Also

consi der when the unrealized portion cones due.

. Monetary correction - The formal name is purchasi ng power
| oss (or gain) on net nonetary itens. It only appears in
statenents that have been subject to conprehensive
inflation accounting adjustnments such as prescribed by
Bulletin B-10 in Mexico or I.A.'S. 29. It is a neasure of
the gain or |oss experienced by a conpany because of
inflation. The anount depends on the relationship
bet ween nmonetary assets and liabilities and the changes
to them during the year and the adjustnment of the incone
statenment to end-of-the-year equivalents. The key point
is that this account does not affect cash flow, so it
shoul d be entered in a line that does not result in an
entry in the operating section of the statenment of cash
flows. 1In the sinplest terms, if a conpany had only one
asset, cash of 100 pesos at the beginning and end of the
year, there were no transactions, and the inflation rate
was 20% it should have 120 pesos at the end of the year
to keep up with inflation. Since it has only 20, it has
had a purchasi ng power | oss of 20 pesos.

. Extraordinary itens - Also spread bel ow operating incone.
To be consi dered extraordinary, a transaction or event
must be both unusual and of infrequent occurrence
considering the environnment in which the conpany
oper at es.

. Deferred taxation - Proper disclosure would show i ncone
t ax expense broken down into the ampunts currently due
and deferred. This topic is further discussed in the
l[iability section.

St atement of cash fl ows:

Since this statenment is generated by Mdody’ s Financi al
Anal yst and npbst ot her spreading software, a discussion of the
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t hree conponents of the statenment is in order. [Investing
activities consist primarily of the acquisition and di sposal
of property, plant and equi pnent and to a | esser extent |oans
and long-terminvestnents. Financing activities include |oans
fromunrel ated parties, additional contributed capital and

di vidends. Operating activities are defined by SFAS 95 (July
1988) as all other activities not specifically defined as
investing or financing activities, or nore specifically those
activities and accounts that involve the primary operations of
a conmpany which woul d be the production and sal e of goods and
services, principally inventory, receivables, trade payables,
and wages and

salaries. | recommend SFAS 95, paragraphs 14-24 for a nore

el aborate expl anati on.

Wth high quality audited statenents, the assunption is
that the cash from operations figure is accurate. One of the
nmost i nportant coments in this entire paper is conpare the
sof t war e- generated cash flow figure to the figure in the
original statenment of cash flows. Also, the software just
pi cks up the changes that it sees in the bal ance sheet, so
stock dividends, revaluations of fixed assets, and fixed
assets acquired with debt will not be correctly reported in
t he software-generated statenent. Adjustnents and changes in
t he spreads can and should be nade so that the software
generated statenment is the sane or al nost the sanme as the
original statenment. |In sonme cases, adjustnents may not be
possi bl e, so certain itenms will need to be noted manually in
the spread or nentioned in the narrative. Also, the software
gives you flexibility over which line itemyou place an
account, so a financing activity mght incorrectly be shown in
the statenent as an operating activity. See “General
comments,” itemF at the beginning of this meno to deternine
whi ch activity will be affected by an account. Differences in
the two figures may further be explained by review ng rel evant
foot notes and the statenment of changes in stockhol ders’ equity
assum ng there is one.
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