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Andrew Holmes 
» Director, Leveraged Finance, Credit Suisse First 

Boston, New York and London 

» Equity capital markets and Leveraged Finance, JP 
Morgan, New York 

» MBA from University of Chicago 

» 5 years in asset management 

Meet your Instructor… 

Moody’s adjustments and financial ratios 
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Moody’s Corporation  

» Credit Ratings 
– Corporate 

– Financial Institutions 

– Structured 

– Municipal/Public 

» Credit Research 

» Credit Research & Risk Measurement 
» Economic & Consumer Credit Analytics 
» Enterprise Risk Solutions 
» Structured Analytics & Valuations 
» Professional Services 
» Training & Certification 
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Session Outline 
Moody’s adjustments and financial ratios 

Financial Statement Adjustments 

Operating Lease Adjustment 

Defined Benefit Plan Adjustment 

 1 

 2 

 3 

Other Possible Adjustments 

Analyzing and Rating Hybrid Instruments 

4 

5 

Key Financial Ratios 6 
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Case Exercise 

Financial statement adjustments 

 

 

 

Calculate total debt, EBITDA and total 
debt/EBITDA  
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Why the need for adjustments? 

Debt adjustments for 9 major retailers 
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Financial Statement Data Adjustments 
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Moody’s Financial Statement Adjustments 
US GAAP IFRS JGAAP 

Defined Benefit Pensions X X X 

Operating Leases X X X 

Finance Leases X 

Capitalized Interest X X X 

Capitalized Development Cost X 

Interest Expense: discount of LT liabilities X 

Hybrid Securities X X X 

Securitizations X X X 

Inventory on LIFO cost basis X 

FFO and working capital consistency X 

Unusual and non-recurring items X X X 

Other analytical non-standard adjustments X X X 
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Why the Need for Adjustments? 

» Better capture the underlying economics 

» Improve comparability  

» Segregate unusual or non-recurring items 

» Use estimates or assumptions that are more prudent 



Moody’s Adjustments and Financial Ratios  
      

    
      

   

     
    

   

     
    

   

© Moody’s Analytics, Inc. and/or its licensors and affiliates.  

10 

Session Outline 
Moody’s adjustments and financial ratios 

Financial Statement Adjustments 

Operating Lease Adjustment 

Defined Benefit Plan Adjustment 

 1 

 2 

 3 

Other Possible Adjustments 
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In Moody’s view, incurring operating lease 
obligations reduces a company’s borrowing 
capacity. 

For operating leases, companies are contractually 
obligated for lease payments and a failure to 
make a lease payment often triggers events of 
default, as if the obligation were debt. 

Financial statement presentation of operating 
leases and capital leases is very different: 

» Accounting standards distinguish between 
operating and capital leases using arbitrary 
tests 

» Balance sheet: To recognize the off-balance 
sheet operating lease liability as debt and an 
increase in fixed assets. 

» Income statement: To reclassify the rent 
expense into to interest expense and 
depreciation expense.  

» Cash flow statement: To reclassify the 
principal portion of the lease payment from 
operating cash flow (CFO) to a financing cash 
outflow (CFF). We also simulate capital 
expenditure for newly acquired leased assets 
by increasing the capital expenditures line in 
investing cash flows (CFI). 

Operating Lease Adjustment 

The Reporting Problem Moody’s Analytical Response  
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Operating Lease Adjustment 

Balance Sheet: Add both debt and fixed assets (usually gross plant, property 
and equipment).  Compute debt by multiplying current rent expense by a factor of 
5x, 6x, 8x, or 10x, or, use  the present value (PV) of the minimum lease 
commitments (incremental borrowing rate as the discount rate) if higher. 

Income Statement: Reclassify one-third of the rent expense to interest expense 
and remaining two-thirds to “Depreciation - Capitalized Operating Leases” (a 
component of operating profit), and adjust operating expenses (or cost of goods 
sold and selling, general & administrative expenses) proportionally. 

Cash Flow: Reclassify the principal portion of lease payments from operating 
cash flow (CFO) to a financing cash outflow (CFF). Simulate capital expenditure 
for newly acquired leased assets by increasing the capital expenditures line in 
investing cash flows (CFI) with a concomitant borrowing in CFF to fund the 
capital expenditures. 

Presenter
Presentation Notes
[Note taker back in middle of op lease exercise review.]Rite-Aid exercise.Before we have a break, we have time to do one adjustment on capitalized interest.
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Lease adjustments – effect on 
Debt/EBITDA 
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Case Exercise 

Operating Leases 

 

 
 

Operating Lease Adjustment 

Examine how adjusting for off-balance sheet 
leases affects elements of profitability, interest 
coverage, and leverage 



Moody’s Adjustments and Financial Ratios  
      

    
      

   

     
    

   

     
    

   

© Moody’s Analytics, Inc. and/or its licensors and affiliates.  

15 

Session Outline 
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The Reporting Problem 
Current accounting standards fail to recognize on 
the sponsor's balance sheet the sponsor's 
economic obligation to its pension trust and 
employees because of extensive artificial 
smoothing mechanisms.   

Artificial smoothing also distorts the measurement 
of pension expense.   

On the cash flow statement, standards require 
companies to classify cash contributions to the 
pension trust as an operating cash outflow, 
including the portion that is reducing plan under 
funding, which arguably represents the reduction 
of debt. As a result, cash from operations (CFO) 
is diminished for a contribution to the trust that is 
more akin to a financing activity. 

Moody’s Analytical Response  
» Because of the contractual nature of pension 

obligations, we view the pension liability as 
"debt - like".  

» Thus, we classify it as debt on the balance 
sheet and include it in the computation of 
ratios that use debt.  

» On the income statement, our goal is to report 
pension expense absent the effects of artificial 
smoothing, such as the amortization of prior 
service cost and actuarial gains and losses.  

» On the cash flow statement, we view cash 
contributions in excess of service cost as the 
repayment of (pension) debt. 

Defined Benefit Plan Adjustment (US) 
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Differences between Pensions and OPEBs 

Statutory funding requirement Yes  No 

Priority of claim in bankruptcy: 

·   Chapter 11 
·   Pari Passu with Senior  

Unsecured for both 
·  Subject to negotiation with  

Employer (can be modified)* 

·    Chapter 7 ·  Other Unsecured claims * 

Pre-Funding is deductible for tax  
purposes Yes No 

Ability to make modifications to or  
cancel plans to control costs Very Limited Limited only for some plans 

Insured by the PBGC Yes No 

Issue Defined Benefit Pensions OPEB 

* For both Chapter 11 and 7 bankruptcy filings, the postretirement benefit costs incurred during the bankruptcy process are 
treated as administrative expenses (highest priority for an unsecured claim).  Additionally, in Chapter 11, not only can the 
benefits be modified, but also terminated, both subject to court approval. 

Presenter
Presentation Notes
Major differences in pension and OPEB obligations.Let’s do a little exercise.  Handout Kellogg A/R handout.  Section 5 leads us to Kellogg.In next 20 minutes trace back and analyze where Moody’s analyst got these numbers.  Where are the inputs coming from?
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BT’s long-term funding 

 
Time to call in the 

receivers? 
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Are the markets nuts? 
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What a year and a change in assumptions 
can do... 

 

Happy days! 



Moody’s Adjustments and Financial Ratios  
      

    
      

   

     
    

   

     
    

   

© Moody’s Analytics, Inc. and/or its licensors and affiliates.  

21 

Fast forward – here we go again... 

 

OUCH!!! 
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BT’s (adjusted!) fiscal 2010 (to March) was £5.6bn 
 

 
 
 
 
 
 
» Is the market over or undervaluing BT’s equity? 
» Does the following disclosure help (figures as of March 2010)? 

– Cash and short term investments of £1.86bn 
– Short term debt of £3.27bn 

 

Company EV/ 2009A EBITDA* 
Deutsche Telekom 5.4x 
France Telecom 4.9x 
Telefonica 5.7x 
Sector Average 6.2x 

Do the markets adjust for pensions? 

*  As of July 2010 
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Session Outline 
Moody’s adjustments and financial ratios 

Financial Statement Adjustments 

Operating Lease Adjustment 

Defined Benefit Plan Adjustment 

 1 

 2 

 3 

Other Possible Adjustments 

Analyzing and Rating Hybrid Instruments 

4 

5 

Key Financial Ratios 6 
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Capitalized Interest 

Balance Sheet: We adjust the balance sheet to reduce PP&E by the 
amount of any interest capitalized during the period, adjust deferred 
taxes, and reduce retained earnings by the after-tax cost of the additional 
interest expense recognized on the income statement. 

Income Statement: We adjust the income statement to increase interest 
expense by the amount of any capitalized interest during the current 
period, and reduce applicable tax expense. 

Cash Flow: We adjust the cash flow statement to reclassify any 
capitalized interest from capital expenditures, an investing cash outflow 
(CFI), to interest expense, an operating cash outflow (CFO). 

Presenter
Presentation Notes
Black out slide.Flip chart:  Five – ten minute overview.				PensionsDefined Benefit					Defined Contrib (no adjustments)Problem is with DB schemes.  Two different types.  Funded (ERISA rules).  Also have Germany, where unfunded DB schemes are the norm.	Funded				UnfundedShortfall is 100% debtPBO less FVAStatus of  pension obligations under US law.  May be taken over by PBGC.  Employees have claim against company unsecured.Moody’s rating is statement of expected loss.  Having employees and PBGC at bankruptcy table.  Moody’s does not consider OPEB as debt– Rationale published in 2004, essentially is that cos can walk away from OPEB (which they do quite regularly).With unfunded plans, use Debt/Total Cap ratio that company targets x pension provisions.  WE look at equity credit.  German and other European companies have cash and equivs around largely with intention to fund unfunded pension obligations.  Look at net pension provision and on that basis calculate equity credit.  Concepts are that we look at ‘excess cash’ and ‘equity credit.’Back to slide.Look at Moody’s Analytical Response.Only thing we want on income statement are Service Costs, which we think are true costs of plan.
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Case Exercise 

Capitalized interest 

 

 

 

How much interest expense did Chesapeake 
capitalize in 2012 and what was the effect on 
its cash flow? 
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Capitalized Development Costs (IFRS)* 

Balance Sheet: We adjust the balance sheet to reduce intangible assets 
by the cumulative amount of development costs capitalized, adjust 
deferred taxes accordingly, and reduce retained earnings by the 
cumulative amount of development costs capitalized, net of tax. 

Income Statement: We adjust the income statement to increase 
operating expenses by the amount of capitalized development costs for 
the period, remove the amortization charge related to the capitalized 
development costs (including any impairment charge), and adjust 
applicable tax expense. 

Cash Flow: We adjust the cash flow statement to reclassify capitalized 
development costs from an investing cash outflow (CFI) to an operating 
cash outflow (CFO). 
* All R&D for intangibles expensed per US GAAP with minor exceptions 

Presenter
Presentation Notes
Black out slide.Flip chart:  Five – ten minute overview.				PensionsDefined Benefit					Defined Contrib (no adjustments)Problem is with DB schemes.  Two different types.  Funded (ERISA rules).  Also have Germany, where unfunded DB schemes are the norm.	Funded				UnfundedShortfall is 100% debtPBO less FVAStatus of  pension obligations under US law.  May be taken over by PBGC.  Employees have claim against company unsecured.Moody’s rating is statement of expected loss.  Having employees and PBGC at bankruptcy table.  Moody’s does not consider OPEB as debt– Rationale published in 2004, essentially is that cos can walk away from OPEB (which they do quite regularly).With unfunded plans, use Debt/Total Cap ratio that company targets x pension provisions.  WE look at equity credit.  German and other European companies have cash and equivs around largely with intention to fund unfunded pension obligations.  Look at net pension provision and on that basis calculate equity credit.  Concepts are that we look at ‘excess cash’ and ‘equity credit.’Back to slide.Look at Moody’s Analytical Response.Only thing we want on income statement are Service Costs, which we think are true costs of plan.
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Be careful – GAAP allows some Costs to 
be Capitalized 

Presenter
Presentation Notes
Black out slide.Flip chart:  Five – ten minute overview.				PensionsDefined Benefit					Defined Contrib (no adjustments)Problem is with DB schemes.  Two different types.  Funded (ERISA rules).  Also have Germany, where unfunded DB schemes are the norm.	Funded				UnfundedShortfall is 100% debtPBO less FVAStatus of  pension obligations under US law.  May be taken over by PBGC.  Employees have claim against company unsecured.Moody’s rating is statement of expected loss.  Having employees and PBGC at bankruptcy table.  Moody’s does not consider OPEB as debt– Rationale published in 2004, essentially is that cos can walk away from OPEB (which they do quite regularly).With unfunded plans, use Debt/Total Cap ratio that company targets x pension provisions.  WE look at equity credit.  German and other European companies have cash and equivs around largely with intention to fund unfunded pension obligations.  Look at net pension provision and on that basis calculate equity credit.  Concepts are that we look at ‘excess cash’ and ‘equity credit.’Back to slide.Look at Moody’s Analytical Response.Only thing we want on income statement are Service Costs, which we think are true costs of plan.
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Unusual and Non-Recurring Items 

Balance Sheet: We adjust the balance sheets in those instances when it 
is material to our analysis. 

Income Statement: We adjust the income statement to reclassify the 
effects of unusual or non-recurring revenues, gains or costs, net of the 
related tax effect, to a special income statement caption that is below net 
profit after tax. Our computation of key ratios excludes amounts in the 
special income statement caption. 

Cash Flow Statement: We adjust the cash flow statement to reclassify 
the effects of unusual or non-recurring operating cash inflows and 
outflows to a special caption in the operating section of the cash flow 
statement. Our computation of key ratios excludes amounts in the 
special cash flow statement caption. 
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Chesapeake's other adjustments 

p145 
P102 

p126 

p125 

p112 

pp102 and 96 
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Session Outline 
Moody’s adjustments and financial ratios 

Financial Statement Adjustments 

Operating Lease Adjustment 

Defined Benefit Plan Adjustment 

 1 

 2 

 3 

Other Possible Adjustments 

Analyzing and Rating Hybrid Instruments 

4 

5 

Key Financial Ratios 6 
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Chesapeake's preferred stock adjustment 

» Chesapeake's 2012 balance sheet shows the following in preferred 
stock: 

 

 

» In addition there is $1,911 of contingent convertible senior notes: 

 
 

» Moody’s considers the preferred stock to be debt and allocates half of 
the convertible stock to debt and half to equity 
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Moody’s Hybrid Tool Kit 

Hybrid instruments analyzed by Moody’s Hybrid Capital Group 

Classification of hybrid securities based on following:  
» Does the hybrid absorb losses for a “going” concern? 

» Does the hybrid absorb losses for a “gone” concern? 

» Is the loss absorbing capital there when needed? 

Loss Absorption – key points 
» Coupon payments – cumulative or non-cumulative? 

» Existence of coupon skip triggers? 

Assign a basket from A to E on the continuum 
» A is most debt-like while E is most equity-like 
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Hybrid Equity Credit 
 

 
Level of Equity Credit 

0% 25% 50% 75% 100% 

A B C D E 
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Generic Hybrid Examples 
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» Although accounted for as debt, equity or 
minority interest, hybrid securities have 
characteristics of both debt and equity 
instruments. 

» For some instruments, accounting standards 
focus on legal form, even though the 
economics of these instruments suggest a 
different classification.  

» For example, standards classify certain 
preferred securities as 100% equity even 
though these instruments have important 
attributes of debt. 

» Balance Sheet: Reclassify hybrid securities to 
either debt or equity in accordance with the 
hybrid basket treatment assigned.   

» Income statement: Adjust interest expense in 
accordance with the hybrid basket treatment 
assigned, e.g. reclassify preferred dividends to 
interest expense in the case of hybrid 
securities considered to be debt-like. 

» Cash flow statement: Based on the hybrid 
basket treatment, reclassify preferred 
dividends (a financing cash outflow) to interest 
expense (an operating cash outflow) for the 
calculated debt portion (or visa versa in the 
case of equity). 

Hybrid Security Analysis 

The Reporting Problem Moody’s Adjustment 
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General Guidelines 

Determine Issuer Type and Base Rating 
» For Investment grade use senior unsecured rating 

» For Sub-investment grade use corporate family rating 

For Senior Unsecured Rating of Baa3 or above 
» Subordinated debt is 1 notch lower 

» Preferred stock is 2 notches lower 

For Corporate Family of Ba1 or below 
» Subordinated debt is 2 notches lower 

» Preferred stock is 3 notches lower 
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Genting’s hybrid 
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Genting’s 2012 equity disclosure 
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Moody’s view 
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Session Outline 
Moody’s adjustments and financial ratios 

Financial Statement Adjustments 

Operating Lease Adjustment 

Defined Benefit Plan Adjustment 

 1 

 2 

 3 

Other Possible Adjustments 

Analyzing and Rating Hybrid Instruments 

4 

5 

Key Financial Ratios 6 
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Moody’s Key Financial Ratio Medians 
Global Non-Financial Corporations, 2012 
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Which ratios would you  
use to analyze an energy 

company? 
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Key credit ratios in the Integrated sector 

Shell’s metrics (Q4 2011) 
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Key credit ratios in the independent E&P 
sector 

Range Resource’s metrics (Q4 2011) 
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…versus, for example, refineries 
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…or unregulated utilities and power 
companies 
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Q & A 
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Thank You! 
For more information, please contact us 

  
   

 
 

 

 
 
 

 
 

 

  
  

 

  
    

   
 

 

  
 

 

   
 

 

   
 

 

   
  

 

   
 

 

  
   

  
 

 

  
 
 

  
 

 

  
 

 

  
  

 

  
  

 

 
  

 

 
 

 

 
 
 

 
  

 

    

moodysanalytics.com 

 

This Seminar 

Andrew Holmes 

andrew.holmes@moodys.com 

 

Tailored Training Solutions 

Shawn Gregrich 

shawn.gregrich@moodys.com 
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damages, resulting from the use of or inability to use, any such information. The ratings, financial reporting analysis, projections, and other observations, if any, constituting part of 
the information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities. 
NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF 
ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY’S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must 
be weighed solely as one factor in any investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly make its own 
study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each security that it may consider purchasing, holding, or selling. 
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