7. Knowledge Management

7.1. Useful Websites

7.1.1.1.  Regulatory and Standard-Setting Bodies

Bank for International Settlements (BIS)

Financial Accounting Standards Board (FASB—United States)
International Accounting Standards Board (IASB)
International Federation of Accountants (IFAC)

7.1.1.2.  Professional Bodies
ASEAN Federation of Accountants (AFA)
Asian Organization of Supreme Audit Institutions (ASOSAI)
Confederation of Asian and Pacific Accountants (CAPA)

International Organization of Supreme Audit Institutions (INTOSAI)
South Asian Federation of Accountants (SAFA)

South Pacific Association of Supreme Audit Institutions (SPASAI)

The Regional Federation of Accountants and Auditors—Eurasia

Information Systems Audit and Control Association (ISACA)

7.1.1.3.  International Organizations

Asia Pacific Economic Cooperation (APEC)

Association of Southeast Asian Nations (ASEAN)

International Organization of Securities Commissions (I0SCO)
World Trade Organization (WTQO)

www.bis.org

www.fasb.org
WWw.iash.org
www.ifac.org

www.afa-central.com
http://www.asosai.org
WWW.capa.com.my
WwWw.intosai.org
http://icai.org/institut
e/d_safa.html
www.irfaa-eurasia.org
http://www.0ag.govt.nz/
HomePageFolders/SPAS
Al/SPASAIHome.htm
http://www.oecd.org/d
ocument/12/0,2340.en
2649 34831 23794
68 1 1 1 1,00.html

WWW.isaca.org

WW\W.apecsec.org.sg
WWw.asean.or.id

WWW.i0SC0.0rg
WwWw.wt0.0rg




2 of 108

Knowledge Management

7.

1.1.4.  Donor Organizations

Multilateral Organizations

Asian Development Bank (ADB)
African Development Bank (AfDB)
European Bank for Reconstruction and Development (EBRD)
European Union—Technical Assistance to
the Commonwealth of Independent States (EU-TACIS)

International Monetary Fund (IMF)

The Inter-American Development Bank (IADB)

Islamic Development Bank (ISDB)

United Nations Conference on Trade and Development (UNCTAD)
United Nations Development Program (UNDP)

World Bank
Harmonization

Selected Bilateral Organizations

Australian Agency for International Development (AusAID)
Canadian International Development Agency (CIDA)
Danish International Development Agency (DANIDA)

Department for International Development (DFID)

(UnitedKingdom)

Gesellschaft fir Technische Zusammenarbeit (GTZ)
(German Technical Cooperation)
Japan Bank for International Cooperation (JBIC)

Japan International Cooperation Agency (JICA)
Swedish International Development Agency (SIDA)

United States Agency for International Development (USAID)

www.adb.org
www.afdb.org

www.ebrd.org
http://europa.eu.int/com

m/external_relations/cee
ca/tacis/

www.imf.org
www.iadb.org
www.isdb.org
www.unctad.org

www.undp.org
www.worldbank.org

http://www1.worldban
k.org/harmonization/ro
mehlf/

www.ausaid.gov.au
www.acdi-cida.gc.ca
http://mww.um.dk/en/me
nu/DevelopmentPolicy/Da
nishDevelopmentPolicy/D
anishDevelopmentPolicy
http://mww.dfid.gov.uk/

http://www.gtz.de/en/

http://www.jbic.go.jp/en
glish/index.php
WWW.jica.go.jp
http://www.sida.se/Sida/
jsp/polopoly.jsp?d=107
www.usaid.gov
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7.1.1.5. Sectoral References

Microfinance

Consultative Group to Assist the Poorest (CGAP) WWW.Cgap.org
World Council of Credit Unions (WCCU) WWW.WOCCU.0rg

7.2. Operations Manual (OM)
URL: http://Inadbgl.asiandevbank.org/spo0001p.nsf

oM Old Date of Issue
No. OM No.
A. Country Classification and Country Focus
1 Classification and Graduation of Developing Member 1 23-Dec-04
Countries
Country Strategy and Program 45 29-Oct-03
3 Performance-Based Allocation of ADF Resources * 22-Dec-04
B. Regional and Subregional Cooperation
1 Regional Cooperation 28 29-Oct-03
C. Sector and Thematic Policies
1 Poverty Reduction 48 14-Jul-04
2 Gender and Development 21 29-Oct-03
3 Incorporation of Social Dimensions in ADB Operations 47 under preparation
4 Governance 54 15-Dec-03
5 Anticorruption 55 29-Oct-03
6 Enhancmg ADBs Role in Co_mbatlng Money Laudering 56 29-0ct-03
and the Financing of Terrorism
D. Business Products and Instruments
1 Lending and Relending Policies (OCR) 3 29-0Oct-03
2 Lending and Relending Policies (ADF) 4 29-0Oct-03
3 Sector Lending 5 29-0Oct-03
4 Program Lending 6 29-0Oct-03
5 Sector Development Programs 17 29-Oct-03
6 Financial Intermediation Loans 8 15-Dec-03

Financial Management and Analysis of Projects
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oM Old Date of Issue
No. OM No.
Disaster and Emergency Assistance 24,25
8 Guarantee and Security Arrangements for Loans 19 15-Dec-03
Guarantee Operations 31 29-Oct-03
10 Private Sector Operations 7 29-Oct-03
11 Processing Loan Proposals 34 29-Oct-03
12 Technical Assistance 18 29-Oct-03

E. Partnerships

1 Cofinancing 29 29-Oct-03

2 Japan Fund for Poverty Reduction * 29-0Oct-03

3 Coope_ratl_ons Arrangements with International 26,27 under preparation
Organizations and Bilateral Sources

4 Promotion of Cooperations with NGOs 23 29-Oct-03

F. Safeguard Policies

1 Environmental Considerations 20 29-Oct-03
Involuntary Resettlement 50 29-Oct-03

3 Indigenous Peoples 53 13-May-04

G. Analyses

1 Economic Analysis of Projects 36 15-Dec-03

5 F!nanc!al Management Sys_tems Financial Analysis and 35 29-0ct-03
Financial Performance Indicators

3 Poverty and Social Analysis * under preparation

H. Financial

1 Flnancmg_of Interest and Other Charges During 9 29-0ct-03
Construction
Financing Indirect Foreign Exchange Cost of Projects 10 29-Oct-03
Local Cost Financing and Cost Sharing *11 23-Dec-04
Retroactive Financing 12 29-Oct-03

5 Sup_plementary Financing of Cost Overruns on 13 29-0ct-03
Projects

6 Use of Surplus Loan Proceeds 14 29-Oct-03

Financial Management and Analysis of Projects
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PAI . Date Date
No. Subject Issued Revised
3.10 Procuring Commodities under ADB Loans 03-Jan-05
3.11 Functions and Rules of the Procurement Committee 03-Jan-05
3.12 Procurement Contract Summary Sheet (PCSS) 31-May-05
Procurement Contract Update Sheet (PCUS)
4. DISBURSEMENTS
4.01 Withdrawal Applications 21-Dec-01
4.02 Disbursements Under Force Account Works 21-Dec-01
4.03 Disbursement Under Civil Works Contracts 21-Dec-01
4.04 Suspension and Cancellation of Loans 20-May-04
4.05 Loan Closing Dates 17-Aug-05
4.06 Controlling Adverse Effects of Foreign Exchange 21-Dec-01
Fluctuations on Externally Financed or Cofinanced Grants
5. PROJECT ADMINISTRATION ACTIONS
5.01 Executing Agency's Project Progress Report 21-Dec-01
5.02 Contract Awards, Commitments, and Disbursement 21-Dec-01
Projections
5.03 Reviewing Compliance with Loan Covenants 21-Dec-01
5.04 Change in Project Scope or Implementation 17-Aug-05
Arrangements
5.05 Reallocating Loan Proceeds 17-Aug-05
5.06 Utilizing Surplus Loan Proceeds 21-Dec-01
5.07 Project Cost Overruns 21-Dec-01
5.08 Local Cost Financing by Borrowers 21-Dec-01
5.09 Submission of Audited Project Accounts and Financial 21-Dec-01 22-0Oct-04
Statements
5.10 Project Performance Ratings 06-Oct-04
5.11 Administering Grant-Financed Technical Assistance Projects 10-May-05
5.12 Implementing Small Projects with Community 16-Feb-05

Participation

Financial Management and Analysis of Projects
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PAI Subiect Date Date
No. J Issued Revised

6. INTERNAL PROCEDURES AND REPORTS

6.01 Project Administration Reviews 21-Dec-01
6.02 Project Administration Missions 12-Apr-04
6.03 Reports by Project Administration Missions 17-Aug-05
6.04 Loan Milestone Event Dates 25-Jul-05
6.05 Project Performance Report 21-Dec-01
6.06 Reports to the Board of Directors on Loan and 21-Dec-01
Technical Assistance Portfolio Performance
6.07 Project Completion Report 17-Aug-05
6.08 Technical Assistance Completion Report 12-Nov-03
6.09 Technical Assistance Performance Report 11-Dec-03
7.4. International Standards

7.4.1. International Financial Reporting Standards (IFRS)
URL: http://www.iasplus.com/standard/standard.htm

IFRS 1 First-time Adoption of International Financial Reporting Standards
IFRS 2 Share-based Payment
IFRS 3 Business Combinations
IFRS 4 Insurance Contracts
IFRS 5 Noncurrent Assets Held for Sale and Discontinued Operations
IFRS 6 Exploration for and Evaluation of Mineral Assets
7.4.2. International Accounting Standards (IAS)
IAS 1 Presentation of Financial Statements
IAS 2 Inventories
IAS 7 Cash Flow Statements
IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors

Financial Management and Analysis of Projects
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IAS 10
IAS 11
IAS 12
IAS 14
IAS 16
IAS 17
IAS 18
IAS 19
IAS 20

IAS 21
IAS 23
IAS 24
IAS 26
IAS 27
IAS 28
IAS 29
IAS 30

IAS 31
IAS 32

IAS 33
IAS 34
IAS 36
IAS 37
IAS 38
IAS 39

IAS 40
IAS 41

Events After the Balance Sheet Date
Construction Contracts

Income Taxes

Segment Reporting

Property, Plant and Equipment
Leases

Revenue

Employee Benefits

Accounting for Government Grants and Disclosure of Government
Assistance
The Effects of Changes in Foreign Exchange Rates

Borrowing Costs

Related Party Disclosures

Accounting and Reporting by Retirement Benefit Plans
Consolidated and Separate Financial Statements
Investments in Associates

Financial Reporting in Hyperinflationary Economies

Disclosures in the Financial Statements of Banks and Similar Financial
Institutions
Interests in Joint Ventures

Financial Instruments: Disclosure and Presentation see also: See also
Financial Instruments - other issues
Earnings per Share

Interim Financial Reporting

Impairment of Assets

Provisions, Contingent Liabilities and Contingent Assets
Intangible Assets

Financial Instruments: Recognition and Measurement see also: See also
Financial Instruments - other issues
Investment Property

Agriculture

Financial Management and Analysis of Projects
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7.4.3. International Standards on Auditing (ISAs)
URL: http://www.ifac.org/Guidance/

100-999 International Standards on Auditing (ISAs)

100-199 INTRODUCTORY MATTERS

120 Framework of International Standards on Auditing

200-299 General Principles and Responsibilities

200 Objective and General Principles Governing an Audit of Financial Statements

210 Terms of Audit Engagements

220 Quality Control for Audit Work

230 Documentation

240 The Auditor's Responsibility to Consider Fraud and Error in an Audit of Financial Statements

250 Consideration of Laws and Regulations in an Audit of Financial Statements

260 Communications of Audit Matters with Those Charged With Governance

300-499 Risk Assessment and Response to Assessed Risks

300 Planning

310 Knowledge of the Business

315 Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement

320 Audit Materiality

330 The Auditor's Procedures in Response to Assessed Risks

400 Risk Assessments and Internal Control

401 Auditing in a Computer Information Systems Environment

402 Audit Considerations Relating to Entities Using Service Organizations

500-599 AUDIT EVIDENCE

500 Audit Evidence

500R Audit Evidence

501 Audit Evidence—Additional Considerations for Specific Items

505 External Confirmations

510 Initial Engagements—Opening Balances

520 Analytical Procedures

530 Audit Sampling and Other Selective Testing Procedures

540 Audit of Accounting Estimates

545 Auditing Fair Value Measurements and Disclosures

550 Related Parties

560 Subsequent Events

570 Going Concern

Financial Management and Analysis of Projects
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580 Management Representations

600-699 Using Work of Others

600 Using the Work of Another Auditor

610 Considering the Work of Internal Auditing

620 Using the Work of an Expert

700-799 Audit Conclusions and Reporting

700 The Auditor's Report on Financial Statements

710 Comparatives

720 Other Information in Documents Containing Audited Financial Statements

800-899 Specialized Areas

800 The Auditor's Report on Special Purpose Audit Engagements
7.4.4. International Auditing Practice Statements (IAPSs)

URL: http://www.ifac.org/Guidance/

1000-1100 International Auditing Practice Statements (IAPSs)

1000

1001

1002

1003

1004

1005

1006

1007

1008

1009

1010

1011

1012

1013

1014

Inter-Bank Confirmation Procedures

IT Environments—Stand-alone Computers

IT Environments—Online Computer Systems

IT Environments—Database Systems

The Relationship Between Banking Supervisors and Banks' External Auditors

The Special Considerations in the Audit of Small Entities

Audits of the Financial Statements of Banks

Communications With Management—Withdrawn June 2001

Risk Assessments and Internal Control—CIS Characteristics and Considerations
Computer-assisted Audit Techniques

The Consideration of Environmental Matters in the Audit of Financial Statements
Implications for Management and Auditors of the Year 2000 Issue—Withdrawn June 2001
Auditing Derivative Financial Instruments

Electronic Commerce—Effect on the Audit of Financial Statements

Reporting by Auditors on Compliance With International Financial Reporting Standards

Financial Management and Analysis of Projects
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7.4.5. International Public Sector Accounting Standard (IPSAS)
URL: http://www.ifac.org/Guidance/

IPSAS 1 Presentation of Financial Statements

IPSAS 2 Cash Flow Statements

IPSAS 3 Net Surplus or Deficit for the Period, Fundamental Errors and Changes in Accounting
Policies

IPSAS 4 The Effects of Changes in Foreign Exchange Rates

IPSAS 5 Borrowing Costs

IPSAS 6 Consolidated Financial Statements and Accounting for Controlled Entities

IPSAS 7 Accounting for Investments in Associates

IPSAS 8 Financial Reporting of Interests in Joint Ventures

IPSAS 9 Revenue from Exchange Transactions

IPSAS 10 Financial Reporting in Hyperinflationary Economies

IPSAS 11 Construction Contracts

IPSAS 12 Inventories

IPSAS 13 Leases

IPSAS 14 Events After the Reporting Date

IPSAS 15 Financial Instruments: Disclosure and Presentation

IPSAS 16 Investment Property

IPSAS 17 Property, Plant and Equipment

IPSAS 18 Segment Reporting

IPSAS 19 Provisions, Contingent Liabilities and Contingent Assets

IPSAS 20 Related Party Disclosures

IPSAS 21 Impairment of Non-Cash generating Assets

CASH BASIS IPSAS: Financial Reporting Under The Cash Basis of Accounting

International Public Sector Guidelines

No. 2 Applicability of International Standards on Auditing to the Audits of Financial Statements of
Government Business Enterprises

PSC Study 14, Transition to the Accrual Basis of Accounting: Guidance for Governments and
Government Entities. This new study identifies key issues to be addressed in the migration
from the cash to the accrual basis of accounting and alternate approaches that can be
adopted in implementing the accrual basis in an efficient and effective manner in the
public sector. It also identifies key requirements of International Public Sector
Accounting Standards (IPSASs) and other relevant sources of guidance.

Financial Management and Analysis of Projects
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7.4.6. International Organization of Supreme Audit Institutions Auditing Standards
INTOSAI Code of Ethics and Auditing Standards

At the XVIth INCOSAI in 1998, the Congress unanimously approved and issued The
INTOSAI Code of Ethics. At the same meeting, it was also decided that the INTOSAI
Auditing Standards Committee should restructure the Auditing Standards. The INTOSAI
Code of Ethics and Restructured Auditing Standards were subsequently approved by the
XVIIth Congress of INTOSAI in Seoul 2001.

The INTOSAI Code of Ethics and Auditing Standards can be downloaded from
WWw.intosai.org.

Contents of the INTOSAI Code of Ethics
Foreword
Preamble
Chapter 1 — Introduction
Chapter 2 — Integrity
Chapter 3 — Independence, Objectivity and Impartiality
Chapter 4 — Professional Secrecy
Chapter 5 — Competence
Glossary

Contents of the INTOSAI Auditing Standards
Foreword
Preface
Chapter | — Basic Principles in Government Auditing
Chapter Il — General
2.1 General Standards in Government Auditing
2.2 Standards With Ethical Significance
Chapter Il - Field Standards in Government Auditing
3.1 Planning
3.2 Supervision and Review
3.3 Study and Evaluation of Internal Control
3.4 Compliance With Applicable Laws and Regulations
3.5 Audit Evidence
3.6 Analysis of Financial Statements
Chapter IV — Reporting Standards in Government Auditing
Glossary

Financial Management and Analysis of Projects
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7.5. International Accounting and Auditing Architecture
IASC
GLOBAL IASB IFAC I0SCO INTOSAI BIS UNCTAD ISACA
|
1
:
1
IAASB | | |Committees ISAR
1
1
1
1
1
1
1
|
REGIONAL CAPA ASOSAI SPASAI
1
1
1
:
1
Fr=-—======-== A
1 1
1 1
SUBREGIONAL AFA SAFA

7.6. Financial Review Checklist for RRPs

7.6.1. EDRC has developed the following checklist for reviewing RRPs. Items resulting
in ‘NO’ answers should be resolved to the financial analyst’s satisfaction. When reviewing
projects, it is important to review the lessons learned from the past. In this respect, the first
section of the checklist (lessons from past projects) provides guidance on the issues that
should be examined. The remaining sections apply to the project under appraisal.

7.6.1. Lessons from Past Projects Yes No

(@ Were finance-related covenants met (for instance, revenue- a a
generating targets, following up on agreed financial restructuring,
adhering to expected financial ratios etc)?

(b) Were counterpart funds made available on a timely basis?

(c) Were adequate funds made available for operations
and maintenance (O&M)?

(d) Were Financial Statements and Auditor Reports submitted
in a timely manner?

(e) Were Auditors’ Reports unqualified?

(f)  Was there an absence of weaknesses in handling finances
or in procurement?

() Were onlending and relending activities free of problems?

L 00 O OO
L o0 O OO

Financial Management and Analysis of Projects



Knowledge Management 15 of 108

(h) Were capacity-building programs effective in relation to financial a a
management?

7.6.2. Project Cost Estimates

(@) Has the Project Cost Estimate summary table been prepared
in accordance with these Guidelines?

(b) Are detailed project cost estimates available and have they been
prepared in accordance with these Guidelines?

(c) Are the assumptions that support the estimates available
and do they appear reasonable?

(d) Have Local and Foreign costs been properly identified?

(e) Are the physical and price contingency provisions adequate?

DD O 0O OF
w
0D O O 0OZ

7.6.3 Financing Plan (FP)

(@) Has the FP summary table been prepared in accordance with
these Guidelines?

(b) Do relending and onlending arrangements appear to be reasonable?

(c) Does the FP indicate that adequate counterpart funds will be
available in a timely manner?

(d) Are local cost financing arrangements in line with ADB policy
(OM11)?

w

0D 0D OF
0D 0D OZ

7.6.4 Executing Agencies and Implementing Agencies

(a) Has the past financial performance of the EA/IA been analyzed?

(b) Has a ratio analysis of the EA/IA financial statements
been conducted?

(c) Are the financial management capabilities of EA and |A adequate?

(d) Are properly trained and qualified staff in place to
manage finances?

(e) If there are other ongoing operations, have financial details been
provided and are these reasonable?

(f) Have EA/IA budgets and forecasts (excluding the project)
been provided?

(g) Does the EA/IA have processes in place to prepare or update
budgets and forecasts on a regular basis?

(h) Where the EA/IA is not a government department, state
government body or local government body; is its capital
adequate to support operations and to execute or implement
the project?

w

0O 0O 0O 0O Do DDOFE
o U 0O 0 00 pogZg

Financial Management and Analysis of Projects



16 of 108 Knowledge Management

7.6.5 Financial Projections Yes No

(&) Have the assumptions and bases that underlie the financial a a
projections (e.g., cash flows, income, expenses and other
financial projections) been provided?

(b) Are the assumptions that underlie the financial projects reasonable?

(c) Are provisions adequate (for instance, bad debts, nonrevenue
water and power supplies, and technical losses)?

(d) If the projections were prepared by the financial analyst or by
consultants, does the borrower “own” the projections?

(NN
(NN

(M
(M

7.6.6 Financial Analysis

(&) Have the detailed FIRR calculations been undertaken in
accordance with these Guidelines?

(b) Are the detailed FIRR calculations reasonable?

(c) Have the detailed WACC calculations been undertaken in
accordance with these Guidelines?

(d) Are the detailed WACC calculations and assumptions reasonable?

(e) Does FIRR exceed WACC and, if not, are there reasonable
justifications for proceeding with the project?

(f) Have sensitivity analyses been conducted in accordance with
these Guidelines?

0D 00 00 OF
0D OO0 OO0 OZ

7.6.7 Project Justifications Yes
(a) Is the project financially sustainable?
(b) Have cost-recovery mechanisms and pricing issues been
adequately considered?
(c) Has an affordability study been conducted on proposed prices a a
(tariffs)?

(NN

7.6.8 Accounting and Auditing Yes No

(@) Have arrangements been made to ensure the timely submission a a
of quarterly reports?

(b) Have actions been taken to select and engage auditors in a a
accordance with these Guidelines?

(c) Have arrangements been made to support the timely submission a a
of audited annual reports (within 69 months)
including audit reports on special agreements such as SOEs?

(d) If in the past government audits were either not satisfactory or a aQ
not available, has the appointment of private auditors and funding
to cover cost of such appointments been considered?

Financial Management and Analysis of Projects
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7.6.9 Procurements and Disbursement Arrangements Yes No
(@) Has adequate attention been given to anticorruption measures? a a
(b) Are adequate fund reimbursement procedures in place a a

(in accordance with ADB requirements)?

7.6.10 Finance-Related Risks Yes No

(@) Have risks regarding the timely availability of adequate a a
counterpart funds been minimized?

(b) Have risks regarding the timely availability of adequate funds a a
for operations and maintenance been minimized?

(c) Have risks regarding the availability of staff to manage a a
financial management activities been minimized?
7.6.11 Assurances Yes No
(@) Have adequate assurances been obtained in relation to measures a a
to counter finance-related risks (see above)?

(b) Have adequate assurances been obtained that proposed pricing a a
formulas will be implemented?

(c) Have adequate assurances been obtained that efficiency a a

improvements and capacity building in relation to financial
management will be undertaken?

(d) Have adequate assurances been obtained that financial covenants a aQ
will be implemented and monitored as agreed?

7.7. Appraisal Checklist: Nonrevenue-Earning Project
7.7.1.1.  Preparation at Headquarters

7.7.1.1.1. Meet with Division Manager and Project Officer to receive briefing on ADB's
approach to defining a nonrevenue-earning project with respect to the country, borrower,
cofinanciers, project, and appraisal mission.

7.7.1.1.2. Study and note all positive and negative attributes ascribed to country, sector,
and similar projects in: (i) the Country Strategy Paper to understand the role that the
project is to be designed to fulfill; (ii) relevant reports on the country profile, institutions to
be involved in, and responsible for the project, and where available, the proposed EA; (iii)
all reports on project identification and preparation, including forecasts of local and foreign
inflation for the country concerned; (iv) relevant reports on country project performance;
and (v) all recent reports on ongoing projects in the sector in the country.
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7.7.1.2.  |Initial Steps

7.7.1.2.1. Participate in or, where necessary, arrange initial meetings with counterparts
in organizations in the government concerned with the project, including the EA.

7.7.1.2.2. Ensure that all managers and staff to be involved in project planning and
implementation have copies of ADB’s Handbook for Borrowers on Financial Management
and Financial Analysis of Investment Projects, ADB'S Loan Disbursement Handbook, and
ADB's Procurement Handbook.

7.7.1.2.3.  Advise on the availability of the web-based Financial Management Guidelines.
7.7.1.3. Institutional Environment

7.7.1.3.1. Confirm/modify information obtained through readings (see paragraph
7.7.1.1.2 above).

7.7.1.3.2. Determine current organizational and management linkages of central
government, state government (where applicable), and sector institutions to be involved
in financial aspects of project design, development, implementation, and operation.

7.7.1.3.3. Determine current and/or proposed organizational and financial aspects of
the management structure of the existing or proposed EA to be involved in project
design, development, implementation, and operation.

7.7.1.3.4. Understand the country’s financial sector, the role of the central bank and
the banking system, and their potential application to/impact on the project.

7.7.1.3.5. Determine the capability, capacity, and current performance of the
accounting and auditing profession in the country, particularly as they will impact on the
project.

7.7.1.3.6. Determine the capability, capacity, and current performance of the
government audit service, particularly as they will impact on the project.

7.7.1.3.7. Determine the quality of accounting and bookkeeping capability, and
training in the existing or proposed EA.

7.7.1.3.8. Determine the capability of the financial manager(s) designated to be
responsible for the project.
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7.7.1.3.9. Make recommendations for modifications to organizational structures,
managements, staffs and training necessary to support the project—share with Project
Officer—and, where necessary, prepare an institutional appraisal of the EA to support
upgrading of institutional performance.

7.7.1.4.  Financial Management Systems

7.7.1.4.1. Taking into account, sections 7.7.1.3.3-7.7.1.3.9, where there exists an
ongoing financial management system, accounting and bookkeeping systems,
computer/data processing systems, and an internal control environment and internal
control systems to support the project, form a judgment on the acceptability, or
otherwise, of these systems. Examine the following systems to the extent that they are
likely to be necessary to support the project:

Planning and budgeting records | Ledgers and journal systems Cash management
Payroll including HR records Bank accounts and reconciliations | Asset records

Accounts payable Equity records Internal controls and
Accounts receivable Subsidies received internal audit

Taxes and duties Grants/donations records Periodic and annual
Inventories Loans received and repayments | financial statements
Project accounting records Loans advanced External auditors’ reports

and opinions

7.7.1.4.2.  On the basis of examination in 7.7.1.4.1, determine the nature and form of
the accounting standards in use and their likely acceptability to ADB. In the event that
they would not be acceptable, define ADB'’s requirements to counterparts of the EA and
the borrower.

7.7.1.4.3. On the basis of examination in 7.7.1.4.1, determine the nature and form of the
auditing standards in use and their likely acceptability to ADB. In the event that they would
not be acceptable, define ADB's requirements to counterparts of the EA and the borrower.

7.7.1.4.4. In the absence of any of the system elements set out in 7.7.1.4.1, define new
or additional system requirements necessary to support the project and advise a timetable
to counterparts for their introduction and full operation, including necessary staff
additions and training.

7.7.1.4.5. Review and, where necessary, complete the FM Assessment Questionnaire
[FMAQ]. Discuss and agree project steps and process with counterparts. Prepare a
preliminary Financial Management Internal Control and Risk Assessment (FMICRA).
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Prepare a draft Financial Management Assessment Report or update the existing
Financial Management Assessment Report, if required.

7.7.1.5.  Definition of Project Cost Requirements

7.7.1.5.1. Review with counterparts and consultants responsible for project
design/preparation, the project description and specifications documents to understand
the likely project components and their related cost elements.

7.7.1.5.2. Although this project is proposed as nonrevenue-earning, review with the
Project Officer the possibility of introducing a tariff and charges as part of project design,
for meeting all or any critical part of the costs of producing products/outputs/sales, etc.,
ensuring that such a tariff and charges would encourage cost savings that could be
proposed as part of the project and meet forecast inflationary factors.

7.7.1.5.3.  Where available, use COSTAB software to compile all project costs and
procurement documentation.

7.7.1.5.4. Review with counterparts and consultants responsible for project
design/preparation the project cost table for comprehensiveness, adequacy of
structure/descriptions of base cost line items, including annual foreign and local costs,
and annual/periodic expenditures including financial charges during development, where
applicable. Ensure that taxes and duties are clearly defined and capable of being
measured for exclusion from ADB financing.

7.7.1.5.5. Prepare or obtain a country/sector disbursement profile to judge the likely
accuracy of the forecasts of proposed expenditures and ADB disbursements.

7.7.1.5.6. Examine the price contingencies for accuracy with respect to local and
foreign costs, including application of appropriate rates of local and foreign inflation.

7.7.1.5.7. Examine the physical contingencies for accuracy with respect to appropriate
allowances as prescribed.

7.7.1.5.8. Discuss with Project Officer and, where appropriate, with counterparts, the
Financing Plan and disbursement profile to determine the total financing requirements,
the amount and timing of receipt of each input of funds requirements, the proposed
amount of ADB's proposed total loan/credit proceeds, of receipts from cofinanciers, and
from counterpart funds.
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7.7.1.6. Preparation of Financial Projections and Draft RRP

7.7.1.6.1. Determine forecast annual operating costs of the EA that is to implement the
project only, and incorporate forecast inflation.

7.7.1.6.2. Using the information from 7.7.1.5.3-7.7.1.5.8, prepare projected
combined annual income statement for the project period.

7.7.1.6.3. Using the information from 7.7.1.5.3-7.7.1.5.8, compile the FIRR, with
appropriate financial performance indicators for the project and, where appropriate, the
EA. Discuss proposed indicators with Project Officer and counterparts, explaining logic
of selection and methods of calculation.

7.7.1.6.4. With Project Officer, explain in detail to counterparts the method of
compilation and the forecast results of all financial statements at all appropriate levels of
concerned institutions and managements with the objective of reaching agreement on the
Project Cost Table, the financing plan, the financial projections and any tariffs and
charges proposed.

7.7.1.6.5. With the Project Officer, meet with cofinanciers at mutually agreed locations
(whenever possible, in the presence of counterparts) to explain the method of
compilation and the forecast results of all financial statements at all appropriate levels of
concerned institutions and managements with the objective of reaching agreement on
the, Project Cost Table, the financing plan, the financial projections, performance
indicators, and any tariffs and charges proposed.

7.7.1.6.6. Draft the section of the Aide Memoire relating to all financial aspects of the
project and discuss with Project Officer. Make any agreed amendments for presentation
of complete Aide Memoire to counterparts at appropriate levels.

7.7.1.6.7. Draft paragraphs for inclusion in the financial section of the RRP, and
prepare financial appendixes to attach to the RRP. Review with the Project Officer.

7.8. Appraisal Checklist: Revenue-Earning Project
7.8.1.1.  Preparation at Headquarters
7.8.1.1.1. Meet with Division Manager and Project Officer to receive briefing on ADB's

approach to defining a revenue-earning project with respect to the country, the sector,
the project, and objectives of the appraisal mission.

Financial Management and Analysis of Projects



22 of 108 Knowledge Management

7.8.1.1.2. Study and note all positive and negative attributes ascribed to country,
sector and similar projects in: (i) the Country Strategy Paper; (ii) relevant reports on the
country profile, institutions to be involved in design, authorization, implementation, and
operation of the project, particularly where available, the proposed EA, including the
Country DSAA (see section 4.2.5), where available; (iii) reports on project identification
and preparation. Obtain forecasts of inflation for the country concerned from the
Operations Coordination Division; (iv) reports on country and sector project
performance; (v) reports issued within the past 5 years on similar projects in the sector in
the country.

7.8.1.2. |Initial Steps

7.8.1.2.1. Participate in or, where necessary, arrange meetings with key managers and
any counterparts representing managers in the EA to confirm appraisal arrangements/
requirements. Make a judgment on the likely efficiency of the managers and the
counterpart(s).

7.8.1.2.2. Participate in, or where necessary, arrange initial meetings with counterparts
in all organizations in the government likely to be concerned with project development,
to confirm appraisal arrangements/ requirements.

7.8.1.2.3. Ensure all managers and staff to be involved in project planning and
implementation have copies of ADB’s Handbook for Borrowers on the Financial Management
and Financial Analysis of Investment Projects, ADB'S Loan Disbursement Handbook, and
ADB's Procurement Handbook.

7.8.1.2.4.  Advise on the availability of the web-based Financial Management Guidelines.
7.8.1.3. Institutional Environment

7.8.1.3.1. Confirm evidence provided through readings in paragraph 7.8.1.1.2.

7.8.1.3.2. Determine current organizational structure and responsibilities with respect

to the project of central government, statement government(s), and sector agencies that

will be involved in project design, development, implementation and operation, for

example, Ministries of Finance and Economy, Industrial Production, Planning and

Development, Agriculture, Export Guarantee Agency, etc.

7.8.1.3.3. Determine the likely acceptability to ADB of current and/or proposed
organizational and management structure of the EA and/or consultants involved in

Financial Management and Analysis of Projects



Knowledge Management 23 of 108

preparing the project's planning, programming, design, development, implementation,
and operation.

7.8.1.3.4. Understand the country’s financial sector, the role of the central bank and
the banking system, and their probable application to/impact on the project.

7.8.1.3.5. Explore current status of positive and negative attributes in paragraph
7.8.1.1.2 above.

7.8.1.3.6. Determine the capability, capacity, and current performance of the country’s
accounting and auditing profession as it impacts, or will impact, on the EA and on the
project (review the Country DSAA, see section 4.2.5, where available).

7.8.1.3.7. Determine the capability, capacity, and current performance of the
government auditing profession, particularly the Auditor-General’s Office, as it impacts,
or will impact, on the EA and on the project.

7.8.1.3.8. Determine the actual, or forecast anticipated, quality of accounting and
bookkeeping capability, and training in the EA to service the project and EA.

7.8.1.3.9. Determine the capability of the financial managers designated to be
responsible for the project, against the background of 7.8.1.3.6-7.8.1.3.8.

7.8.1.3.10. Make recommendations for modifications to organizational structures,
financial management, accounting/bookkeeping/inventory management staffs and
training necessary to support the project—share with Project Officer—and where
necessary, prepare an institutional appraisal of the EA to support upgrading of
institutional performance.

7.8.1.4.  Financial Management Systems

7.8.1.4.1. Taking into account 7.8.1.3.7-7.8.1.3.10 above, where there exists an
ongoing financial management system, accounting and bookkeeping systems,
computer/data processing systems, and an internal control environment and internal
control systems to support the project, form a judgment on the acceptability, or
otherwise, of these systems and documentation. Examine the following systems and
documentation to the extent that they are likely to be necessary to support the project:
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Planning and budgeting records
Payroll including HR records
Accounts payable

Accounts receivable

Taxes and duties

Inventories

Cost of manufactured goods
Project accounting records
Management and overhead

Bank accounts and reconciliations

Records of stock issues and
repurchase

Investors/Shareholders records

Equity records

Subsidies received

Grants/donations records

Loans received and repayments

Loans advanced

Cash management

Dividends records

Asset and depreciation records

Internal controls and internal
audit

Periodic and annual financial
statements

External auditors’ reports and

opinions

Ledgers and journal systems

7.8.1.4.2. In cases where the EA is a public company owned wholly or in part, by the
government, the following two additional matters should be reviewed: (i) Financial
clauses of the Articles of Incorporation (or Association) of the Company; and (ii) Minutes
of company meetings for the most recent three years (or such other period as may be
reasonable) in which financial policy, strategy, decisions, and issues were recorded.

7.8.1.4.3.  On the basis of examination in 7.8.1.3.6, 7.8.1.3.8 and7.8.1.4.1, determine
the nature and form of the accounting standards in use and their likely acceptability to
ADB. In the event that they would not be acceptable, define ADB’s requirements to
counterparts of the EA and the borrower (where applicable).

7.8.1.4.4.  On the basis of examination in paragraphs 7.8.1.3.6, 7.8.1.3.7 and7.8.1.4.1,
determine the nature and form of the auditing standards in use and their likely
acceptability to ADB. In the event that they would not be acceptable, define ADB's
requirements to counterparts of the EA, the existing auditing firm (if it is to be retained
for the project) and the borrower (where applicable).

7.8.1.4.5. In the absence of any, or all, of the system elements set out in 7.8.1.4.1
above, define new or additional system requirements and documentation necessary to
support the project and advise a timetable to counterparts for their introduction and full
operation, including necessary staff additions and training.

7.8.1.4.6. Review and, where necessary, complete the FM Assessment Questionnaire
(FMAQ). Discuss and agree project steps and process with counterparts. Prepare a
preliminary Financial Management Internal Control and Risk Assessment (FMICRA).
Prepare a draft Financial Management Assessment Report or update the existing Financial
Management Assessment Report, if required.
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7.8.1.5.  Definition of Project Cost Requirements

7.8.1.5.1. Review with counterparts and consultants responsible for project
design/preparation the project description and specifications documents to understand
the cost of each project component (new assets) and their likely foreign and local costs
for each year of implementation, the total cost of each asset for depreciation purposes
(including financial charges during development), and the forecast date(s) of their
commissioning.

7.8.1.5.2. Review with the Project Officer the likely adequacy and suitability of the
existing tariff and charges, or any new tariff and charges developed as part of project
design, for products/outputs/sales, etc. ensuring, where necessary, that the tariffs and
charges reflect cost savings proposed as part of the project and take account of forecast
inflationary factors.

7.8.1.5.3. Where available, use COSTAB software to compile all project costs and
procurement documentation.

7.8.1.5.4. Review with counterparts and consultants responsible for project
design/preparation the project cost table for comprehensiveness, adequacy of
structure/descriptions of base cost line items, and annual/periodic expenditures including
financial charges during development, where applicable. Ensure that taxes and duties are
clearly defined and capable of being easily defined for exclusion from ADB financing.

7.8.1.5.5. Use a country/sector disbursement profile to judge the likely accuracy of the
forecasts of proposed expenditures and ADB disbursements.

7.8.1.5.6. Examine the physical contingencies and their legitimacy.

7.8.1.5.7. Examine the price contingencies for accuracy with respect to local and
foreign costs, including application of appropriate rates of local and foreign inflation.

7.8.1.5.8. Discuss with Project Officer and, where appropriate, with counterparts, the
Financing Plan and disbursement profiles to determine the total financing requirements,
the amount and timing of receipt of each input of funds requirements, the proposed
amount of ADB's proposed total loan proceeds, of receipts from cofinanciers, from
internal funds, and from government counterpart funds (where applicable).
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7.8.1.6.  Financial Projections for an Ongoing
Production Operation

7.8.1.6.1. Determine actual and forecast physical output statistics and losses
(industrial/agricultural products/electricity/water/telecommunications, etc.) for at least 2
completed fiscal years prior to the start of project implementation, for the period of
project implementation, and for at least 3 years of operation.

7.8.1.6.2. In consultation with the Project Officer and counterparts, as appropriate,
apply the tariff and charges in section 7.8.1.5 to provide a revenue stream during
implementation and thereafter.

7.8.1.6.3. In consultation with the Project Officer and counterparts, as appropriate,
determine a commissioning schedule for the components of the project with related
costs, and prepare a depreciation schedule for the assets to be provided by the project.

7.8.1.6.4. In consultation with the Project Officer and counterparts, as appropriate, if it
will be necessary to revalue assets periodically through the implementation period and
thereafter to reflect the impact of severe inflation, prepare a forecast depreciation
schedule with and without the assets in 7.8.1.5.1.

7.8.1.6.5. In consultation with the Project Officer and counterparts, as appropriate,
prepare the EA’s operating costs with and without the project for at least 2 completed
fiscal years prior to the start of project implementation, for the period of project
implementation, and for at least 3 years of operation and incorporate inflation as forecast
in7.8.1.5.7.

7.8.1.6.6. Prepare schedules of interest payments due to lenders
7.8.1.6.7. Prepare schedules of loan repayments to lenders

7.8.1.6.8.  Using the results of 7.8.1.6.1-7.8.1.6.7, compile an income statement for at
least 2 completed fiscal years prior to the start of project implementation, for the period
of project implementation, and for at least 3 years of operation.

7.8.1.6.9. For an ongoing operation—using the projected annual investments from
7.8.1.5.1, disbursements from 7.8.1.5.8, the schedules in 7.8.1.6.6-7.8.1.6.7, and the
results from the Income statements in 7.8.1.6.8—prepare a cash flow statement for at least
2 completed fiscal years prior to the start of project implementation, for the period of
project implementation, and for at least 3 years of operation.
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7.8.1.6.10. For an ongoing operation—on the basis of audited annual financial
statements for 2 fiscal years prior to implementation and the results of the Income
Statement in 7.8.1.6.8 and the Cash Flow Statements in 7.8.1.6.9, prepare balance sheet
for the period of implementation and 3 years of operation.

7.8.1.7.  Financial Projections for a New Production
Operation

7.8.1.7.1. Determine forecast physical output statistics and losses (industrial/
agricultural products/electricity/water/telecommunications, etc.) for the period of project
implementation (if any), and for at least 5 years of operation.

7.8.1.7.2. In consultation with the Project Officer and counterparts, as appropriate,
apply the tariffs and charges in 7.8.1.5.2 to provide a revenue stream during
implementation and thereafter.

7.8.1.7.3. In consultation with the Project Officer and counterparts, as appropriate,
determine a commissioning schedule for the components of the project with related
costs, and prepare a depreciation schedule for the assets to be provided by the project.

7.8.1.7.4. In consultation with the Project Officer and counterparts, as appropriate, if it
will be necessary to revalue assets periodically through the implementation period
and, thereafter, to reflect the impact of severe inflation, prepare a forecast depreciation
schedule.

7.8.1.7.5. In consultation with the Project Officer and counterparts, as appropriate,
prepare the EA's operating costs for the period of project implementation, and for at least
five years of operation and incorporate inflation as forecast in 7.8.1.5.7.

7.8.1.7.6.  Prepare schedules of interest payments due to lenders.
7.8.1.7.7. Prepare schedules of loan repayments to lenders.

7.8.1.7.8.  Using the results of 7.8.1.7.1-7.8.1.7.7 above compile an Income statement
for the period of project implementation, and for at least five years of operation.

7.8.1.7.9.  Using the projected annual investments from 7.8.1.5.1, disbursements from
7.8.1.5.8, the schedules in 7.8.1.7.6-7.8.1.7.7, and the results from the income
statement in 7.8.1.7.8—prepare a cash flow statement for the period of project
implementation, and for at least five years of operation.
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7.8.1.7.10. On the basis of the results of the income statements in 7.8.1.7.8 and the
Cash Flow Statements in 7.8.1.7.9, prepare balance sheets for the period of
implementation and five years of operation.

7.8.1.8.  For All Projects

7.8.1.8.1. Using the data from sections 7.8.1.6 and 7.8.1.7, compile appropriate
financial performance indicators including the FIRR for the project and, where
appropriate, the EA. Discuss proposed indicators with Project Officer and counterparts,
explaining logic of selection and methods of calculation.

7.8.1.8.2.  With Project Officer, explain in detail to counterparts the method of
compilation and the forecast results of all financial statements at all appropriate levels of
concerned institutions and managements with the objective of reaching agreement on the
Project Cost Table, the financing plan, the financial projections and tariffs and charges
proposed.

7.8.1.8.3.  With the Project Officer, meet with cofinanciers at mutually agreed locations
(if possible in the presence of counterparts) to explain the method of compilation and the
forecast results of all financial statements at all appropriate levels of concerned
institutions and managements with the objective of reaching agreement on the Project
Cost Table, the financing plan, the financial projections and tariffs and charges proposed.

7.8.1.8.4. Draft the section of the Aide Memoire relating to all financial aspects of the
project and discuss with Project Officer. Make any agreed amendments for presentation
of complete Aide Memoire to counterparts at appropriate levels.

7.8.1.8.5. Draft paragraphs for inclusion in the financial section of the RRP, and
prepare financial appendixes to attach to the RRP. Review with the Project Officer.

7.9. Appraisal Checklist: Private Sector Project

7.9.1.1.  Preparation at Headquarters
7.9.1.1.1. Meet with Division Manager and Project Officer to receive briefing on ADB’s
approach to funding private sector projects in the country, the borrower, use of

cofinanciers, the project objectives and those of the appraisal mission.

7.9.1.1.2. Study and note all positive and negative attributes ascribed to country,
sector and similar projects in: (i) the Country Strategy Paper to understand the role that
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the project is to be designed to fulfill; (ii) relevant reports on the country profile,
institutions to be involved in, and responsible for the project, and where available, the
proposed private sector company; (iii) reports on project identification and preparation,
including forecasts of local and foreign inflation for the country concerned; (iv) relevant
reports on country and sector project performance; and (v) relevant reports on current
projects in the sector in the country.

7.9.1.2.  |Initial Steps

7.9.1.2.1. Participate in or, where necessary, arrange initial meetings with counterparts
in all concerned organizations in the government concerned with the project, including
the existing or a proposed company.

7.9.1.2.2. Ensure all managers and staff to be involved in project planning and
implementation have copies of ADB’s Handbook for Borrowers on Financial Management
and Financial Analysis of Investment Projects, ADB’S Loan Disbursement Handbook and ADB'’s
Procurement Handbook.

7.9.1.2.3.  Advise on the availability of the web-based Financial Management Guidelines.
7.9.1.3. Institutional Environment

7.9.1.3.1. Confirm/modify information obtained through readings and reviews in
7.9.1.1.2.

7.9.1.3.2. Determine current central and state government and sector agencies that will
need to be involved in project design, implementation and operation, for example,
Ministries of Finance and Economy, Industrial Production, Planning and Development,
Agriculture, Export Guarantee Agency, etc.

7.9.1.3.3. Determine the likely capability and capacity to deliver the project by the
current organizational and management structure of the company’s central management
units/departments and operating units/departments that are/will be involved in project
design, implementation and operation.

7.9.1.3.4. Study and understand the country’s financial sector, the role of the central
bank and the banking system, and their probable contribution to/application to/impact
on, the project, with particular regard to provision of funds and foreign exchange
requirements.
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7.9.1.3.5. Determine the capability, capacity and current performance of the country’s
accounting and auditing profession to meet ADB'’s requirements for use of International
Accounting Standards (IASs) for financial reporting by the EA, and auditing using
International Standards on Auditing (ISAs).”

7.9.1.3.6. Determine the guality of accounting and bookkeeping training in the EA and
their ability to apply IAS when reporting to ADB.”

7.9.1.3.7. Determine the capability and integrity of the financial managers designated
to be responsible for the financial management of the project, through due diligence.

7.9.1.3.8. Make judgments on required modifications to organizational structures,
financial management positions, accounting, bookkeeping, and inventory maintenance
staffs and their training necessary to support the project—share with Project Officer—
Recommend any necessary upgrading, if necessary, recommending an appraisal element
to support funding for this purpose.
7.9.1.4.  Financial Management Systems

7.9.1.4.1. Taking into account section 7.9.1.3, where there exists an ongoing financial
management system, accounting and bookkeeping systems, computer/data processing
systems, and an internal control environment and internal control systems to support the
project, form a judgment on the acceptability, or otherwise, of these systems. Examine the

following systems to the extent that they are likely to be necessary to support the project:

Financial clauses of the Articles of Incorporation
(or Association) of the company.

Minutes of company meetings for the most
recent 3 years (or such other period as may be
reasonable) in which financial policy, strategy,
decisions and issues were recorded

Planning and budgeting records

Payroll including HR records

Accounts payable

Accounts receivable

Taxes and duties

Inventories

Cost of manufactured goods and services

Project accounting records

Management and overhead

Ledgers and journal systems

Bank accounts and reconciliations

Records of stock issues and repurchase

Investors/shareholders records

Equity records

Subsidies received

Grants/donations records

Loans received and repayments

Loans advanced with repayments

Cash management

Dividends records

Asset and depreciation records

Internal controls and internal audit

Periodic and annual financial statements

External auditors’ reports and opinions for past
3 years.
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Financial Analysts have discretion to agree alternative arrangements (see paragraph 2.4.3)
Financial Analysts have discretion to agree alternative arrangements (see paragraph 2.4.3)
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7.9.1.4.2.  On the basis of examination in 7.9.1.4.1, determine the nature and form of
the accounting standards in use and their likely acceptability to ADB. In the event that
they would not be acceptable, define ADB's requirements with respect to IASs and the

29
national GAAP to counterparts of the company and the borrower.

7.9.1.4.3. On the basis of examination in 7.9.1.4.1, determine the nature and form of
the auditing standards in use and their likely acceptability to ADB. In the event that they
would not be acceptable, define ADB’s requirements form use of ISAs to counterparts of
the company and the borrower.”

7.9.1.4.4. In the absence of any of the system and documentation elements set out in
7.9.1.4.1, define new or additional system and documentation requirements necessary to
support the project and advise a timetable to counterparts for their introduction and full
operation, including necessary staff additions and training.

7.9.1.4.5. Review, and where necessary, complete the FM Assessment Questionnaire
(FMAQ). Discuss and agree project steps and process with counterparts. Prepare a
preliminary Financial Management Internal Control and Risk Assessment (FMICRA).
Prepare a draft Financial Management Assessment Report or update the existing Financial
Management Assessment Report, if required.

7.9.1.5.  Definition of Project Cost Requirements

7.9.1.5.1. Review with counterparts and consultants responsible for project
design/preparation the project description and specification documents to understand the
cost of each project component (new assets) and their likely foreign and local costs for
each year of implementation, the total cost of each asset for depreciation purposes
(including financial charges during development), and the forecast date(s) of their
commissioning.

7.9.1.5.2. Review with the Project Officer the likely adequacy and suitability of the
existing tariff and charges or the new (proposed) tariff and charges developed as part of
project design, for products/outputs/sales, etc. ensuring where necessary that the tariffs
and charges reflect both cost savings proposed as part of the project and impact of
forecast inflationary factors.

7.9.1.5.3.  Where available, use COSTAB software to compile all project costs and
procurement documentation.

# Financial Analysts have discretion to agree alternative arrangements (see paragraph 2.4.3).
* Financial Analysts have discretion to agree alternative arrangements (see paragraph 2.4.3).
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7.9.1.5.4. Review with counterparts and consultants responsible for project
design/preparation the project cost table for comprehensiveness, adequacy of
structure/descriptions of base cost line items, and annual/periodic foreign and local
expenditures including financial charges during development, where applicable. Ensure
that taxes and duties are clearly defined and capable of being easily defined for exclusion
from ADB financing.

7.9.1.5.5. Use a country/sector disbursement profile to judge the likely accuracy of the
forecasts of proposed expenditures and ADB disbursements.

7.9.1.5.6. Examine the physical contingencies and their legitimacy.

7.9.1.5.7. Examine the price contingencies for accuracy with respect to local and
foreign costs, including application of appropriate rates of local and foreign inflation.

7.9.1.5.8. Subject to any recommendations arising from section 7.9.1.8, with respect
to the determination of private sector funding, discuss with Project Officer and, where
appropriate, with counterparts, the financing plan and disbursement profiles to
determine the total financing requirements, the amount and timing of receipt of each
input of funds requirements, the proposed amount of ADB’s proposed total loan/credit
proceeds, of receipts from cofinanciers, from internal sources, and government
counterpart funds.

7.9.1.6.  Preparing Projections for Ongoing Production
Lending Operation

7.9.1.6.1. Determine actual and forecast physical output statistics and losses
(industrial/agricultural products/electricity/water/telecommunications, etc.) for at least 2
completed fiscal years prior to the start of project implementation, for the period of
project implementation, and for at least 3 years of operation.

7.9.1.6.2. In consultation with the Project Officer and counterparts, as appropriate,
apply the tariff and charges and all relevant financial information from 7.9.1.5.2 to
7.9.1.6.1 to provide a revenue stream during implementation and for at least 3 years
following commissioning.

7.9.1.6.3. In consultation with the Project Officer and counterparts, as appropriate, if it
will be necessary to revalue assets periodically through the implementation period and
thereafter to reflect the impact of severe inflation, prepare a forecast depreciation
schedule for all assets, and those from 7.9.1.5.1, and (ii) without the assets in 7.9.1.5.1.
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7.9.1.6.4. In consultation with the Project Officer and counterparts, as appropriate,
forecast the company’s operating costs with and without the project for at least 2
completed fiscal years prior to the start of project implementation, for the period of
project implementation, and for at least 3 years of operation and incorporate the impact
of inflation as forecast in 7.9.1.5.7.

7.9.1.6.5. Prepare schedules of interest payments due to existing and proposed lenders
for the new project (including appropriate treatment of financial charges during
development).

7.9.1.6.6. Prepare schedules of loan repayments to existing and proposed lenders for
the new project.

7.9.1.6.7. Using the projected annual investments from 7.9.1.5.1, disbursements from
7.9.1.5.8, and the results of 7.9.1.6.1-7.9.1.6.5, compile an income statement for at least
2 completed fiscal years prior to the start of project implementation, for the period of
project implementation, and for at least 3 years of operation.

7.9.1.6.8. On the basis of audited annual financial statements for 2 fiscal years prior to
implementation, the schedules in 7.9.1.6.5-7.9.1.6.6, and the results of the income
statement in 7.9.1.6.7, prepare a cash flow statement for the period of implementation
and 3 years of operation.

7.9.1.6.9. On the basis of the Income Statement in 7.9.1.6.7 and the Cash Flow
Statement in 7.9.1.6.8, prepare balance sheets for the period of implementation and three
years of operation.

7.9.1.7.  Preparing Projections for a New Production
Lending Operation

7.9.1.7.1. Obtain from counterparts and consultants the forecast physical output
statistics and losses (industrial/agricultural products/electricity/water/ telecommunications,
etc.) from the start of commissioning of assets to the conclusion of the period of project
implementation, and for at least five years of full operation.

7.9.1.7.2. In consultation with the Project Officer and counterparts, as appropriate,
apply the tariff and charges in 7.9.1.5.2 to provide a revenue stream (if any) during
implementation and thereafter in operation using 7.9.1.6.7.

7.9.1.7.3. In consultation with the Project Officer and counterparts, as appropriate, if it
will be necessary to revalue assets periodically through the implementation period and
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thereafter to reflect the impact of severe inflation, prepare a forecast asset revaluation and
depreciation schedule.

7.9.1.7.4. In consultation with the Project Officer and counterparts, as appropriate,
forecast the company’s operating costs for the period of project implementation, and for
at least 5 years of operation and incorporate inflation as forecast in 7.9.1.5.7.

7.9.1.7.5. Prepare schedules of interest payments due to lenders (including appropriate
treatment of financial charges during development).

7.9.1.7.6. Prepare schedules of loan repayments to lenders.

7.9.1.7.7.  Using the projected annual investments from 7.9.1.5.1, disbursements from
7.9.1.5.8, and the financial results of 7.9.1.7.1-7.9.1.7.5, prepare an Income Statement
for at least 2 completed fiscal years prior to the start of project implementation, for the
period of project implementation, and for at least 5 years of operation.

7.9.1.7.8.  Using the projected annual investments from 7.9.1.5.1, disbursements from
7.9.1.5.8, the schedules in 7.9.1.7.5-7.9.1.7.6, and the results from the Income
statements in 7.9.1.7.7-prepare a cash flow statement for the period of project
implementation, and for at least five years of operation.

7.9.1.7.9. On the basis of the results of the Income statements in 7.9.1.7.7 and the
Cash Flow Statements in 7.9.1.7.8, prepare balance sheets for the period of
implementation and five years of operation.

7.9.1.8.  Financing Plan Involving Private Sector
Funding

7.9.1.8.1. Determine all sources of funds forecast to be required external to the
company’s own resources, from the private sector, governmental institutions (where
appropriate) and ADB.

7.9.1.8.2.  Where loans are proposed from private sources, including banks and finance
houses, check the terms and conditions proposed by the potential lenders and confirm
the capacity of the company to meet the future obligations against the background of its
forecast costs, sales and revenue streams and capital funding commitments. In particular
check the security offered by the company, particularly any specific assets, which if lost
due to default to a lender, would seriously impair earnings.
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7.9.1.8.3.  Where the company is proposing to attract equity contributions as a private
company, check to validity of its proposals and of the offers made by potential
stakeholders.

7.9.1.8.4. Where a company is, or intends to be, a public company and is proposing to
seek an initial public offering on a stock market/exchange, review all documentation and
correspondence relating to the proposed flotation. In particular, review the auditor’s
report and ensure the report was made in accordance with ISAs. Any concerns should be
expressed in a meeting with the auditors and the company counterparts to obtain full
assurances as to the reliability of the proposed flotation documentation. Discuss with the
concerned financial advisers to the company who are managing the flotation (and if
necessary, with the stock exchange managers) the prospects for the flotation, and in
particular, the realism of the timing of entry into the market and the nature/class of the
stock/shares to be issued.

7.9.1.8.,5. Where a company is seeking to issue additional capital, if necessary up to its
limit of authorized capital, examine the records of stock/shares management and related
auditor’s reports for due performance. Review the effective use of the existing capital
issue, particularly the return on capital issued and dividends paid to stakeholders.
Review the proposed terms of the proposed issue including the class of share(s), and
particularly the issue price(s) for realism and potential to meet the financial needs of the
company for the period of the project.

7.9.1.9.  Defining Financial Performance Indicators
and Reviewing Projections

7.9.1.9.1. On the basis of generated data as a result of 7.9.1.6 (for an ongoing
operation), 7.9.1.7 (for a new production operation) and 7.9.1.8, compile the FIRR and
appropriate financial performance indicators for the project and the company. Discuss
proposed indicators with Project Officer and counterparts, explaining logic of selection
and methods of calculation.

7.9.1.9.2. With Project Officer, explain in detail to counterparts the method of
compilation and the forecast results of all financial statements at all appropriate levels of
concerned institutions and management with the objective of reaching agreement on the
project cost table, the financing plan, the financial statements containing the financial
projections, and any tariffs and charges proposed.

7.9.1.9.3.  With the Project Officer, meet with cofinanciers at mutually agreed locations
(whenever possible in the presence of counterparts) to explain the method of compilation
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and the forecast results of all financial statements at all appropriate levels of concerned
institutions and managements with the objective of reaching agreement on the project
cost table, the financing plan, the financial projections, financial performance indicators,
and tariffs and charges proposed.

7.9.1.9.4. Draft the section of the Aide Memoire relating to all financial aspects of the
project and discuss with Project Officer. Make any agreed amendments for presentation
of complete Aide Memoire to counterparts at appropriate levels.

7.9.1.9.5. Draft paragraphs for inclusion in the financial section of the RRP and
prepare financial appendixes to attach to the RRP. Review with the Project Officer.

7.10. Appraisal Checklist: Financial Institution

7.10.1. FIs comprise a wide range of institutions, including Apex institutions that
service one or more Fls in a country. Fls may provide services to one or more sectors in
a country (agriculture, various categories of industry, etc.), including support to
microfinance organizations. The latter may also receive support from the banking sector
in a country, with or without FI support. Therefore, the generic checklist that follows
should be used with caution and appropriately modified to address the nature and form
of the FI that is under appraisal.

7.10.1.1. Preparation at Headquarters

7.10.1.1.1. Meet with Division Manager and Project Officer to receive briefing on ADB's
approach to funding Flsin the country, the sector (e.g., agriculture, industry, etc), the
objectives of the project and of the appraisal mission.

7.10.1.1.2. Study and note all positive and negative attributes ascribed to country,
sector, and similar projects in: (i) the country strategy paper to understand the role that
the project is to be designed to fulfill; (ii) relevant reports on the country profile,
institutions to be involved in design, authorization, implementation, and operation of the
project, particularly where available, the proposed FI; (iii) all reports on project
identification and preparation; (iv) all relevant reports on country and sector project
performance; (v) all reports issued within the past 5 years on similar FI projects in the
country. Review credit-rating agency publications to determine if the FI being appraised
has been assigned a credit rating.
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7.10.1.2. Initial Steps

7.10.1.2.1. Participate in or, where necessary, arrange meetings with key managers and
any counterparts representing managers in the FI to confirm appraisal arrangements/
requirements. Make a judgment on the likely efficiency of the managers and the
counterparts.

7.10.1.2.2. Participate in or, where necessary, arrange initial meetings with counterparts
in all organizations in the government likely to be concerned with project development,
to confirm appraisal arrangements/ requirements. The range of the organizations will
depend on whether or not the FI is state-owned or private sector. Organizations may
include the Central Bank, Ministry of Economy, Ministry of Finance, sector ministries
(Agriculture, Industry), Ministry of Trade and Industries, etc. The likely credit rating for
the concerned FI should be determined through these discussions (where the concerned
FI does not have a published credit rating).

7.10.1.2.3. Ensure all managers and staff to be involved in project planning and
implementation have copies of ADB’s Handbook for Borrowers on Financial Management
and Financial Analysis of Investment Projects, ADB’S Loan Disbursement Handbook, and
ADB’s Procurement Handbook.

7.10.1.2.4. Advise on the availability of the web-based Financial Management Guidelines.
7.10.1.3. Institutional Environment
7.10.1.3.1. Confirm evidence provided through readings in 7.10.1.2 above.

7.10.1.3.2. Determine current organizational structure and management position
responsibilities, with respect to the FI and the project, of any central government, state
government, and sector agencies that will be involved in project design, development,
implementation, and operation (for example, Central Bank, Ministries of Finance and
Economy, Industrial Production, Planning and Development, Agriculture, Export
Guarantee Agency, etc).

7.10.1.3.3. Determine the likely acceptability to ADB of current and/or proposed
organizational and management structure of the FI and/or consultants involved in
preparing the project's planning, programming, design, development, implementation,
and operation.

7.10.1.3.4. Understand the country’s financial sector, the role of the central bank and
the banking system, and their probable application to/impact on the FI and the project.
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7.10.1.3.5. Understand the role that the FI plays within the financial sector; for
example, is it an apex institution serving one or more FIs? Is it a microfinance institution
serving a specific small sectoral or regional/ local group of clients? Is it a narrowly
focused operation for a subsector such as textiles?

7.10.1.3.6. Determine the capability, capacity and current performance of the country’s
accounting and auditing profession as it impacts, or will impact, on the FI and on the
project.

7.10.1.3.7. In countries where the government audit service is required to audit FI
activities and financial statements, determine the capability, capacity and current
performance of the government auditing profession, particularly the Auditor-General’s
Office or equivalent, as it impacts, or will impact, on the Fl, and on the project.

7.10.1.3.8. Determine the actual, or forecast anticipated, quality of accounting and
bookkeeping capability and training in the FI to service the FI, and the project.

7.10.1.3.9. Determine the capability of the financial manager(s) designated to be
responsible for the project.

7.10.1.3.10. Make judgments as to required modifications to the FI's organizational
structures, lending operations, cash management, risk management, financial
accounting/bookkeeping/management and staffs, and training necessary to support the
project—share with Project Officer—and where appropriate recommend for inclusion as
a component in the project for appraisal.

7.10.1.4. Management Policies and Systems

7.10.1.4.1. Form a judgment on the acceptability, or otherwise of the lending
operations systems, cash management systems, risk management systems, financial
accounting system, general accounting and bookkeeping systems, computer/data
processing systems, and the internal control environment and internal control systems to
support the FI and the project, including examining examples of all relevant
documentation.

7.10.1.4.2. Examine the following policies, systems, and documentation to the extent
that they are likely to be necessary to support the FI and the project:
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1. Soundness and Clarity of Management Policy

Checkpoints

Specific sample questions

a. Soundness, rationality, and integrity
of management policy

Has management established a sound and
rational policy (short- and long-term
strategies) with full consideration given to
current and future management conditions?

When drawing up management policy, does the
management take into consideration soundness,
rationality, and feasibility?

Is the management policy integrated?

b. Clarity and permeability of
management policy

Is management policy clear and well
understood, and does it function well?

Is the management policy clear with respect to
criteria for action by each department?

Is the policy well understood throughout the
entire organization, and does it function well?
Does the FI compile a medium- and long-term
business plan (e.g., every 3-5 years)?

Does the FI compile a business plan (annually
or semiannually)?

Does the department in charge of management
planning regularly monitor the level of
accomplishment and make necessary
adjustments?

2. Permeability of Risk Management Policy

Checkpoints

Specific sample questions

a. Understanding of risk management

Does the management accurately
recognize the types of risk and risk
exposure inherent in the bank's portfolio
and understand the method of risk
management, and has it encouraged the FI
to establish full awareness of the
importance of risk control throughout the
FI?

Does the management have high professional
moral standards and make efforts to establish
awareness of the importance of internal controls
among employees?

Does the management recognize internal and
external factors constituting potential risks to
the FI, and is the management aware of the
different types and degrees of risk and risk
exposure inherent in these factors?

Does the management recognize different risk
management methods according to the types of
risk and risk exposure?

Does the management set limits to the acceptable
amount or degree of risks inherent in the Fl and
adequately instruct relevant sections?
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Checkpoints

Specific sample questions

b. Basic strategy for risk management

Is the management actively involved in
drawing up strategies and establishing the
framework for risk management giving
due consideration to the balance between
various risks to the FI's capital and also
the strategic importance of its risk-taking?

Is the management clearly aware of its
responsibility for drawing up appropriate and
adequate risk management policy?

Does the board of directors decide basic policy
vis-a-vis risk-taking and risk control giving due
consideration to the balance between various
risks to the FI's capital as well as each business
operation?

Does the management regularly check the
effectiveness of its risk management system?
Does the management possess the necessary
framework, system, and procedures for
identifying, monitoring, and controlling various
risks?

Does the management aim to build a
comprehensive risk management system on an
institution-wide basis?

c. Diversification of risks
Does the FI diversify risks in the operation
of its various businesses?

Is the FI aware of the necessity of diversifying
fund-raising sources and investment vehicles?

Does the FI have in place an organization and
operational framework that further emphasizes
the importance of risk management rules and
regulations such as limit on exposure to a single
borrower?

Does the FI avoid excessive dependency on a
specific counter-party in its business operation?
Is it possible to monitor risks so as to detect any
mal-distribution?

d. Countermeasures against payment
failure of other FIs

Does the management understand the
effects of payment failure by other FIs and
resulting instability of the financial system,
and have in place appropriate
countermeasures?

Does the FI have in place countermeasures
against payment failure by other Fls or resulting
financial system instability?
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3. Internal Controls: Organization, Delegation of Authority, and Reporting System

Checkpoints Specific sample questions

a. Organization e Is the FI adapting its organization and staff
Is the FI adapting its organization so as to allocation so as to strengthen the risk
strengthen the risk management system management system?

and to implement flexible countermeasures | o Is the burden of responsibility regarding

to meet changes in the financial business operations and risk management
environment? clearly defined?

o Does the FI have in place a system that can
control risk exposure while responding to
economic change by utilizing research
department data?

o Does the FI have in place an internal control
system capable of swiftly and adequately
dealing with newly recognized risks arising
from changes in the environment, etc.?

o Is the Fl aware of the necessity for organizational
reform in line with changes in the environment,
etc., and is there a department responsible for
planning and implementing measures in response
to such changes?

e Does the institution-wide risk management
section regularly assess the effectiveness of the
FI's overall risk control system?

b. Separation of responsibilities o Are internal rules for the delegation of authority
Are the framework and procedures for rational from the standpoint of securing
decision-making clarified? Are delegation double-checking of operations and risk control
of authority and allocation of in line with business expansion?

responsibilities conducted appropriately » Has the FI confirmed that there is no excessive
from the standpoint of securing a double- concentration of authority nor extreme

checking system and avoiding conflict of delegation of authority to subordinates?
interest? Are these procedures clearly o Does the FI have in place a framework where
stipulated in the internal rules for monitoring and evaluation of major risks are
delegation of authority? conducted by a specializing section independent

from the business promotion department?

o Are risk management responsibilities clearly
defined among the board of directors, ALM
committee, directors in charge, and department
heads?
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Checkpoints

Specific sample questions

o Does the department head keep to the
unavoidable minimum the range of duties
where a sufficient double-checking system
cannot be applied, and does the FI have in
place a system for close monitoring?

¢. Reporting of business information

Does the FI have in place an appropriate
reporting system by which the
management can receive valuable
information on business operations and
risk management? Are decisions made by
the management clearly understood by the
entire organization?

e Does the FI have in place an appropriate
reporting system by which directors in charge

and the board of directors receive information

on business operations and risk management
without undue delay?

e Does the FI have a consistent reporting format,

giving due consideration to easy
comprehension and coherency of contents?

e Are decisions made by directors in charge and
the board of directors adequately communicated
to, and understood by, concerned sections
(including domestic and overseas branches)?

e Does the FI have in place a regular reporting
system to senior officers and management
regarding risk management?

4. Staff Recruitment and Training

Checkpoints
a. Staff recruitment .

Specific sample questions

Does the FlI recruit staff with appropriate
experience, skill levels, and degree of expertise
to undertake specialized business operations, in
particular, those relating to risk management?

o Do staff members actively take part in business

Does the FI recruit staff with appropriate
experience, skill levels, and degree of
expertise to undertake specialized business

operations? operations in line with their position and
responsibilities?
e Does the FI recruit staff based on an
employment plan?
b. Training o Does the on-the-job training (OJT) program

function adequately?

e Does the FI have training programs according
to qualifications and job description?

e Does the FI revise training programs in
accordance with changes in business operation
and sophistication of risk management?

Does management have a clear staff-
training policy?
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5. Internal Audit

Checkpoints Specific sample questions

a. Audit system

Does the FI conduct effective internal audit
(headquarters audit and in-house audit) to
enhance its risk management system and
check the thoroughness of internal rules?

Are the frequency, checkpoints, and scope of
internal audits adequate?

Does the internal audit section/department have
auditors with expertise in each business area,
and are they able to effectively audit the FlI's
overall operation?

Does the internal audit section/department have
access to all relevant documents and vouchers?

Does the FI conduct regular internal audits of
all departments including headquarters and of
all operations excluding those that are
considered customarily exempted from
auditing?

Is the internal audit section/department
completely independent from other
sections/departments, and does it directly
report to the management?

b. Follow-up of audit

Does the management give prompt and
adequate attention to audit results, and
take appropriate measures if problems
are detected?

Are internal audit results reported to the
management promptly and accurately?

Is information useful for improvement of
operations regularly passed on to concerned
departments such as the operations planning
department?

Does the internal audit section/department take
the initiative in directing improvement
measures such as the revision of internal rules
in order to prevent the reoccurrence of
problems?

Does the management appropriately monitor
whether improvement measures directed to
sections/departments are carried out?

6. Profit and Loss Management

Checkpoints

Specific sample questions

a. Monitoring of profit/loss

Do the management and individual
departments within the organization
monitor profit/loss while considering the
balance between risk and return?

Does a specialized department (e.g., the
financial department) monitor profit/loss from
various viewpoints such as profit by customer
and branch, and on a consolidated basis?

Does each department manage profit/loss
bearing in mind the allocation of indirect costs?
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Checkpoints

Specific sample questions

Is due consideration given to risk profiles when
assessing and determining profit/loss conditions?
Is there a computerized support system for
profit/loss management (e.g., cost accounting of
deposits and lending)?

b. Distribution of management
resources taking into account risk and
return

Is due consideration given to the balance
between risk and return, and between risk
and the FI's capital when distributing
management resources to edch
department?

Does the FI thoroughly assess capital and other
resources before embarking on a new business?
Does the management appropriately decide the
resources distribution policy based on regular
profit/loss reports?

Are limits on risk exposure set for each
department taking into consideration the Fl's
capital?

c. Rational pricing

Is pricing of deposit and lending rates
rational in view of operational/profit
planning, market conditions, and risks?

Is the differential between actual market rates
and pricing of deposit, lending, and derivatives
rates within a rational range?

Is delegation of authority relating to pricing
clearly defined?

In pricing, is consideration given not only to
operations, profit, and market conditions, but
also operating cost, credit spread, and
embedded option premium for premature
cancellation?

7. Risk Management of Affiliated Companies

Checkpoints

Specific sample questions

a. Monitoring of profit/loss on a
consolidated basis including affiliated
companies

Is financial performance monitored
appropriately on a consolidated basis or
on the basis of including affiliated
companies (but not consolidating)?

Is financial performance monitored on a
consolidated basis with full understanding of
the business performance of companies subject
to consolidated accounting?

Is financial performance monitored
appropriately on the basis of including affiliated
companies not subject to consolidated
accounting taking into consideration degree of
business affiliation?

Financial Management and Analysis of Projects



Knowledge Management

45 of 108

Checkpoints

Specific sample questions

b. Risk management of affiliated
companies

Does the head office fully recognize the
risks inherent in domestic and overseas
affiliated companies, and monitor them
appropriately?

Is there a section responsible for monitoring the
business operations of affiliated companies
(including nonbank financial institutions)?

Is the FI capable of checking unusual activities
such as large fund transfers among affiliated
companies?

Does the head office fully recognize the risk
profiles inherent in overseas affiliated
companies?

Does the FI regularly monitor risks to which
domestic and overseas affiliated companies are
exposed to ensure that they are within a
rational range in relation to their financial
strength such as capital?

8. Establishment of Compliance Framework

Checkpoints

Specific sample questions

a. Management understanding of legal
compliance and action to achieve it

Does the management fully recognize the
importance of complying with laws and
regulations, market rules, and internal
rules? Are they taking the initiative in
raising compliance awareness?

Does the management fully understand that
insufficient compliance can impair the
management base?

Is the top management making efforts to ensure
that recognition of the importance of
compliance penetrates throughout the FI?

Is the management fully aware which FI
operations are most likely to cause problems in
terms of compliance?

When starting a new operation, does the
management take into consideration of newly
arising risks in the area of compliance?

b. Establishment and implementation
of a framework for compliance

Has the FI established a framework and
concrete procedures (a compliance

program) to ensure consistent compliance?

Are they appropriately implemented?

Are responsibilities with respect to compliance
clarified by appointing an executive director
and setting up a responsible coordination
department? Are matters regarding compliance
such as planning and monitoring under
centralized control?

Does the FI have in place concrete procedures
(i.e., planning of education and training
programs, compiling codes of conduct and
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Checkpoints Specific sample questions

compliance manuals, drawing up internal rules,
etc.) that effectively initiate compliance?

o Do Fls with overseas branches have a
compliance officer for each country who
regularly monitors local legal changes?

o Has the FI appropriately placed a person in
charge of compliance in relevant departments
and clearly stipulated their job descriptions in
the allocation of duties? Have these positions
been effectively put into practice (i.e.,
implementation of training programs and
educational activities, consultation, and
inspection in the event of any doubtful
contradictions to rules, swift reporting to the
coordinating department)?

e In the development and sales of new products,
does the coordinating department confirm the
legal compliance of its content and policy of
customer explanation in advance?

e Does the FI maintain close contact with its
lawyers with a view to forestalling trouble and
dealing with any incident appropriately and

swiftly?
¢. Monitoring and reporting to ¢ Is the compliance consistency in each type of F
management business monitored by compliance officers and
In addition to monitoring, does a in-house audits on a daily basis?
department independent of operations o Does the compliance officer promptly and
sections conduct checks on compliance? appropriately report the compliance
Are lawsuits and problems that could consistency and problems in each operation
harm the FI's reputation appropriately section to the coordinating department?
reported to the management? o Does a department (i.e., internal audit

department) independent from operation
sections and a coordinating department
regularly examine the compliance consistency?

o Does the coordinating or internal audit
department promptly and appropriately report
the compliance consistency and problems to
the management and auditors (or auditors
committee)?
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Checkpoints

Specific sample questions

e Are incidents and accidents swiftly reported to
the supervisory authorities? Is the credibility of
the content of reports sent to other authorities
assured?

e Are summaries of customer complaints or
lawsuits sent to branches in order to forestall
problems?

9. Disclosure and Accounting Process

Checkpoints

Specific sample questions

a. Active disclosure of financial
information and restraints on
management

From the standpoint of fulfilling
accountability to customers and
shareholders, does the management
actively and fairly disclose financial
information? Is the management
sufficiently monitored internally and
externally in order to secure business
operations?

o Are the FI's management policy and strategies
made widely known through disclosure
magazines and other means?

e Are major indicators of the FI's performance
accurately disclosed?

¢ Do the board of directors and auditors (or
auditors committee) function appropriately to
secure proper execution of business by the
management? When required, does the FI
appoint external board members and set up a
compliance committee?

o Does the management take due notice of the
opinions of external auditors (letters of advice
on improvement of internal control, i.e.,
management letters)? Does the management
examine and implement appropriate
improvement measures?

o Does the Fl actively initiate relations with
investors, by for example, conducting briefings
about its business performance for investors?

b. Appropriate accounting procedures

Is the FI's processing of daily accounts and

annudl financial statements sound?

Is the processing of daily accounts carried out

properly?

e Are annual financial statements produced in
accordance with accounting principles?

e Is there any unsound accounting manipulation

of statements (i.e., figures subject to financial

statements and disclosure) such as carrying

over of losses that should be realized?
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Checkpoints

Specific sample questions

Are the required amounts of write-offs and
provisioning determined by self-assessment
appropriated in the financial statements?
Are soundness of accounting principles and
reliability of financial statements secured
through adequate auditing?

10. Compilation and Understanding of Contingency Plan

Checkpoints

Specific sample questions

a. Compilation of a contingency plan
Has the FI drawn up a countermeasure
(contingency plan) against disasters and
accidents?

Has the FI drawn up a comprehensive plan for
the head office and all branches, and is there a
manual for it?

Is there a section responsible for drawing up and
coordinating the plan?

b. Understanding of the plan

Are the management and the staff aware
of the contingency plan, and do they fully
understand it?

Is the management aware of the plan, and do
they fully understand it?

Are staff aware of the plan, and do they fully
understand it?

Is the plan approved by the board of directors?

c. Content of the plan

Does the contingency plan enable the FI
to continue its operations in case of
emergency?

Managerial factors:

Does the plan give due consideration to the safety of
customers and employees in case of an emergency?
Does the plan clearly designate an emergency
headquarters to be in charge of dealing with a
crisis?

Does the plan assess the degree of impact an
emergency will have on operations?

Does the plan clearly designate the priority level
of each operation, delegation of authority, and
arrangements for obtaining the necessary staff in
case of an emergency?

Does the plan clearly state the order and method
of contacting management and staff in case of an
emergency?

Does the FI have a means of communication
with entities operating payment systems and
supervisory authorities, etc., in case of an
emergency?
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Checkpoints Specific sample questions

o Does the FI have in place a public relations
network (including the use of mass
communications) directed at customers in case
of an emergency?

Material factors:

o Does the plan take into consideration electricity,
water, and food supply?

e Does the plan clearly designate the necessary
action to protect assets such as securing a
warehouse to store things and deciding the
evaluation procedure for damaged property?

e Has the FI secured backup data in a vault and/or
distant location?

o Does the FI have in place a backup center or a
backup contract with trustworthy subcontractors
or other FIs?

e Has the FI secured multiple communications
methods using private lines between the head
office and branches, and between the computer
center and branches?

e Has the FI secured countermeasures (i.e.,
alternative office space, etc.) in the event of an
emergency (in particular, for overseas branches)?

d. Review and onsite drilling of the ¢ Does the FI have a system to review the plan
plan when necessary?

Does the FI have a system for reviewing e Are on-site drills conducted regularly at the head
the contingency plan when appropriate, office against possible shutdown of the system?
and are on-site drills conducted o Are on-site drills conducted regularly at both the
regularly? head office and branches?

e Are results of on-site drills reported to
management after appropriate assessment, and
utilized in reviewing the plan?

7.10.1.4.3. Determine the nature and form of the accounting standards and policies in
use and their likely acceptability to ADB. In the event that they would not be acceptable,
define ADB's requirements to counterparts of the FI and the borrower (where applicable).

7.10.1.4.4. Determine the nature and form of the auditing standards in use and their
likely acceptability to ADB. In the event that they would not be acceptable, define ADB's
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requirements to counterparts of the FI, the existing auditing firm (if it is to be retained for
the project) and the borrower (where applicable).

7.10.1.4.5. In the absence of any, or all, of the system elements set out in above, define
new or additional system requirements necessary to support the FI and the project and
advise a timetable to counterparts for their introduction and full operation, including
necessary staff additions and training.

7.10.1.5. Definition of Project Cost Requirements

7.10.1.5.1. Review with counterparts and consultants responsible for project
design/preparation the project description and specifications documents to understand
the cost of proposed subprojects and similar components (new subloans) and the likely
foreign and local costs for each year of new advances.

7.10.1.5.2. Review with the Project Officer the likely adequacy and suitability of the
existing interest rate spread, or any new spread that needs to be instituted as part of
project design, for onlending of ADB loan proceeds, etc. ensuring, where necessary, that
the charges reflect any operating cost savings proposed as part of the project and take
account of forecast inflationary factors.

7.10.1.5.3. Review with counterparts and consultants responsible for project
design/preparation the project cost table for comprehensiveness, adequacy of
structure/descriptions of base cost line items, and annual/ periodic funds flows. Ensure
that any taxes and duties to be funded by subloans are clearly defined and capable of
being easily defined for exclusion from ADB financing.

7.10.1.5.4. Examine any proposed physical contingencies and their legitimacy.

7.10.1.5.5. Discuss with Project Officer and, where appropriate, with counterparts, the
financing plan to determine the total financing requirements, the amount and timing of
receipt of each input of funds requirements, the proposed amount of ADB’s proposed
total loan proceeds, of receipts from cofinanciers, from internal funds, and from
government's counterpart funds (where applicable).

Financial Management and Analysis of Projects



Knowledge Management 51 of 108

7.10.1.6. Prepare Financial Projections for
Ongoing Fl Operation

7.10.1.6.1. Determine the FI's operating objectives for at least 2 completed fiscal years
prior to the start of project implementation and the extent of their fulfillment, and
reasons for any shortcomings.

7.10.1.6.2. Examine and determine the feasibility of, and acceptability to ADB of, the
FI's operating objectives for the period of project implementation and its forecast for the
next 2 following years.

7.10.1.6.3. Review the portfolio of performing and nonperforming loans, paying specific
attention to adverse commentaries (if any) by the external auditors.

7.10.1.6.4. Review the actual ongoing performance and past statistics relating to
recoveries, bad debts, and provisions, particularly the adequacy of the latter.

7.10.1.6.5. Review the status and performance of equity participations and the realism
(realisability, earning capacity) of the related entries in the FI's financial statements.

7.10.1.6.6. Review the adequacy of the FI's interest rate spreads to meet all obligations.

7.10.1.6.7. Examine for reasonableness and profitability the FI's proposed term lending
program using ADB loan proceeds and other resources.

7.10.1.6.8. Examine the FI's proposed equity participation program using ADB loan
proceeds and other resources.

7.10.1.6.9. Measure the resilience, earning capacity, and security of the FI's past,
ongoing and proposed short-term lending program and its actual and proposed sources
of funding.

7.10.1.6.10. Examine the continuing feasibility/profitability of the FI's current and
proposed leasing program and its actual and proposed sources of funds.

7.10.1.6.11. In consultation with the Project Officer and counterparts, as appropriate,
determine if it will be necessary to revalue assets periodically through ADB loan period
and thereafter to reflect the impact of severe inflation, prepare a forecast of the impact on
lending operations.
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7.10.1.6.12. In consultation with the Project Officer and counterparts, as appropriate,
prepare the FI's operating costs with and without the project for at least 2 completed
fiscal years prior to the start of project implementation, for the period of ADB loan
disbursement, and for at least 2 years of operation and incorporate impacts of inflation
forecasts.

7.10.1.6.13. Review the FI's status and performance of schedules of interest payments
due to lenders.

7.10.1.6.14. Review the FI's status and performance of loan repayments to lenders.

7.10.1.6.15. Examine the reliability of the system of liquidity (cash) management and
determine the number of occasions when cash reserves were depleted to dangerous levels
in the most recent 2 years without available recourse.

7.10.1.6.16. Compile the following financial statements for at least 2 completed fiscal
years prior to the start of loan signing, forecasts for the period of loan disbursement, and
forecasts for at least 3 years thereafter.

= Balance Sheet

= Income Statement

e Cash Flow Statement (In cases where the FI has not prepared cash flow statements in
the past, it may be difficult to prepare these retrospectively. In these cases, while the
financial analyst has discretion to waive the requirement for historical cash flow
statements, forecast cash flow statements are still required)

» Capital Adequacy Analysis

» Portfolio of Investments at year-end

« Schedule of Nonperforming Assets showing:
— Nonperforming not rescheduled
— Nonperforming rescheduled but not performing
— Nonperforming Equity investments, and
— Nonperforming Leases

= Analysis of Income and Earnings showing percentage of average assets by categories

» Losses experienced by sector/activities

e Credit risk management

e Liquidity and Interest Rate Sensitivity Management

= Provisions for Losses, Write-offs, and Recoveries

« Schedule of Collateral and Securities
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7.10.1.6.17. Review VaR records and prepare a chart showing significant at-risk dates
and amounts at risk in the 2 years prior to appraisal.

7.10.1.6.18. On the basis of generated data above, compile appropriate financial
performance indicators.  Discuss proposed indicators with Project Officer and
counterparts, explaining logic of selection and methods of calculation.

7.10.1.6.19. With Project Officer, explain in detail to counterparts the method of
compilation and the forecast results of all financial statements at all appropriate levels of
concerned institutions and managements with the objective of reaching agreement on the
Project Cost Table, the Financing Plan, the financial projections, interest spreads, and
lending conditions proposed.

7.10.1.6.20. With the Project Officer, meet with cofinanciers at mutually agreed locations
(if possible in the presence of counterparts) to explain the method of compilation and the
forecast results of all financial statements at all appropriate levels of concerned
institutions and managements with the objective of reaching agreement on the Project
Cost Table, Financing Plan, the financial projections and interest spreads, and lending
conditions proposed.

7.10.1.6.21. Draft the section of the Aide Memoire relating to all financial aspects of the
project and discuss with Project Officer. Make any agreed amendments for presentation
of complete Aide Memoire to counterparts at appropriate levels of authority.

7.10.1.6.22. Draft paragraphs for inclusion in the financial section of the RRP, and
prepare financial appendixes to attach to the RRP. Review with the Project Officer.

7.11. Undertaking Sensitivity and Risk Analyses
7.11.1. Step 1: Identify the Key Variables

7.11.1.1.  The selection of variables which should be tested and the detail in which
they are specified apply primarily to (i) critical cost and benefit items, (ii) critical items
likely to cause nonperformance of financial covenants, (iii) the effect of delays; and (iv)
aggregate costs and benefits, which are the four principal areas of a project for which
sensitivity analysis normally is considered.

7.11.1.2.  Critical Cost and Benefit Items: The most effective tests are achieved by
detailed disaggregation of costs and benefits and, therefore, these items should be
subjected to specific analysis for each project. Analysis is more beneficial if individual
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items that are most critical to the project are subjected to individual review. These
include on the costs side, prices of major inputs, productivity coefficients, currency risks
and inflation rates, and on the benefits side, output prices (with the substitution of
possible tariff structure variations), rate of growth in demand for output, and unit cost
savings. While “revenues” can be regarded as a critical benefit, it is likely to be more
useful to identify the element or elements of revenues that are most at risk, such as
“revenues from installing new sewer connections”, along with the extent/scope of their
contribution to benefits and the timing thereof.

7.11.1.3.  Nonperformance of Financial Covenants: The sensitivity of the principal
elements of operations (critical operating costs e.g., wages, power and fuel, etc.,),
operating revenues, working capital requirements, etc., that will impact on the EA’s
ability to achieve (i) rate of return ratio—a rate of return on net fixed assets in operation;
(i) self-financing ratio; (iii) debt service coverage, etc., should be measured.

7.11.1.4.  Effect of Delays: Start-up delays, implementation delays, capacity utilization,
and full development delays, and parallel investment delays should be subjected to
analysis. Delays come in different shapes and sizes and on different occasions (at start-
up; at critical commissioning stages, e.g., river crossings; weather delays, e.g., regular
“wet season”; resource shortages—shipping delays, personnel strikes and slow-downs; in
commissioning; in completion; and in commencement of operation. It is important to
identify the delay(s) most likely to be considered in terms of the maximum permissible
delay(s) for inclusion as a Switching Value (SV). Delays may also be analyzed in terms of
the periodic effects on NPV (annual, forecast percentage of completion).

7.11.1.5.  Aggregate Costs and Benefits: Sensitivity analysis of the effects of variations in
total costs and benefits of a project is useful to indicate the collective influence of
underlying variables, and should be applied in all cases.

7.11.1.6. In addition to the foregoing, other critical areas which merit subjection to
sensitivity analysis are potential cost overruns in project implementation and non-
achievement of capacity utilization. In simple cases the variability in the project’s rate of
return on net fixed assets in operation will largely reflect the influence of two or three
variables. In such cases probability assessments regarding those variables might provide
an adequate basis for judging the risk of the project’s failure, thus avoiding the need for
more detailed quantitative risk analysis. Even in more complex cases sensitivity analysis
may some times facilitate risk analysis by identifying the variables for which probability
distributions should be specified.
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7.11.2. Steps 2 and 3: Calculate Effects of Changing

Variables

7.11.2.1. The values of the basic indicators of project viability (FIRR and FNPV)
should be recalculated for different values of key variables. This is preferably done by
calculating sensitivity indicators (SIs) and switching values (SVs).

7.11.2.2.  Switching Values are sometimes used for conducting sensitivity analysis, but
their application is not mandatory. It is the financial analyst's responsibility to determine
whether a demonstration of the impacts of switching values would support any decisions
used in their selections. The SV of a variable is that value at which a project's FNPV
becomes zero (or the FIRR equals the discount rate). The SVs are normally given in
terms of the percentage change in the value of the variable needed to turn a project’s
FNPV equal to zero. SVs are useful to determine those variables that are most likely to
affect project outcomes. SVs of the more important (or potent) variables should be
presented in order of declining sensitivity.

7.11.2.3.  The meaning of these concepts is presented in the following Box and a

sample calculation immediately follows. Sensitivity indicators and switching values can
be calculated for the FIRR and FNPV as shown below

Using Sensitivity Indicators and Switching Values

Sensitivity Indicator

Switching Value

Definition

1. Towards the Net Present Value

Compares percentage change in FNPV with
percentage change in a variable or combination
of variables.

2. Towards the Internal Rate of Return
Compares percentage change in FIRR above the
cut-off rate with percentage change in a variable
or combination of variables.

1. Towards the Net Present Value

The percentage change in a variable or
combination of variables to reduce the FNPV to
zero (0).

2. Towards the Internal Rate of Return

The percentage change in a variable or
combination of variables to reduce the FIRR to
the cut-off rate (=discount rate).
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Sensitivity Indicator

Switching Value

Expression 1. Towards the Net Present Value 1. Towards the Net Present Value
(FNPV, - FNPV,) / FNPV, (100 x FNPV, ) (X,—X,)
Sl = SV = X
X, =X, )/ X, (FNPV, - NPV, ) X,
where: where:
X, — value of variable in the base case X, — value of variable in the base case
X, — value of the variable in the X, — value of the variable in the
sensitivity test sensitivity test
FNPV, - value of FNPV in the base case FNPV, - value of FNPV in the base case
FNPV, — value of the variable in the FNPV, — value of the variable in the
sensitivity test sensitivity test
2. Towards the Internal Rate of Return 2. Towards the Internal Rate of Return
(FIRR, - FIRR,) / (FIRR,—d) (100 x ( FIRR, - d)) (X,-X,)
Sl = SV = X
(X, =X, )X, (FIRR, - FIRR, ) X,
where: where:
X, — value of variable in the base case X, — value of variable in the base case
X, — value of the variable in the X, — value of the variable in the
sensitivity test sensitivity test
FIRR, — value of IRR in the base case FIRR, - value of FIRR in the base case
FIRR, - value of the variable in the FIRR, - value of the variable in the
sensitivity test sensitivity test
d - discount rate d - discount rate
Calculation 1. Towards the Net Present Value 1. Towards the Net Present Value
example Base Case: Base Case:
Price =P, =300 Price =P, =300
FNPV, =20,912 FNPV, =20,912
Scenario 1: Scenario 1
P, =270 (10% change) P, =270 (10% change)
FNPV, =6,895 FNPV, =6,895
(20,912 - 6,895 ) /20,912 (100x20,912) (300-270)
Sl = =6.70 SV = X = 14.9%

(300 — 270 ) / 300

(20,912 - 6,895 ) 300
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Sensitivity Indicator

Switching Value

2. Towards the Internal Rate of Return

Base Case:
Price =P, =300
FIRR, =15.87%
Scenario 1:
P, =270 ( 10% change )
FIRR, = 13.31%
d = 12%

(0.1587 —0.1331) / (0.1587 - 0.12)
Sl =

(300 -270)/300
=6.61

2. Towards the Internal Rate of Return

Base Case:

Price =P, =300

FIRR, =15.87%
Scenario 1:

P, =270 (10% change)

FIRR, = 13.31%

d = 12%

(100 x (0.1587 -0.12)) (300-270)
SV = X
(0.1587-0.1331) 300
= 15.1%

Interpretation

(i) percentage change in FNPV respectively

(ii) percentage change in FIRR above the cut-off
rate (12%)is larger than percentage change in
variable: price is a key variable for the project.

A change of approximately 15 % in the price
variable is necessary before the FNPV becomes
zero or before the FIRR equals the cut-off rate.

Characteristic

Indicates to which variables the project result is
or is not sensitive. Suggests further examination
of change in variable.

Measures extent of change for a variable that will
leave the project decision unchanged.

7.11.2.4.

The switching value is, by definition, the reciprocal of the sensitivity

indicator. Sensitivity indicators and switching values calculated towards the FIRR yield
slightly different results if compared to Sls and SVs calculated towards the FNPV. This is
because the FIRR approach discounts all future net benefits at the FIRR value and the
FNPV approach at the discount rate d.

Example of the Base Case for a Project

PV @12% 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Benefits 2,104 0 283 339 396 453 509 566 566 566 566
Costs:
Investment 1,687 1,889 0 0 0 0 0 0 0 0 0
Operations and 291 0 61 61 61 61 61 61 61 61 61

maintenance

Total Costs 1,978 1,889 61 61 61 61 61 61 61 61 61
Net Cash Flow 126 -1,889 222 278 335 391 448 505 505 505 505
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7.11.2.5. In the base case, the FNPV is 126 and the FIRR is 13.7%. The sensitivity of

the base case FNPV has been analyzed for (adverse) changes in several key variables, as

follows:

e An increase in investment cost by 10%,

» A decrease in economic benefits by 10%,

e Anincrease in costs of operation and maintenance by 10%,

< An adverse foreign-exchange movement of 20%, and

e A delay in the period of construction, causing a delay in revenue generation by one
year.

7.11.2.6.  Proposed changes in key variables should be well explained. The sensitivity
analysis should be based on the most likely changes. The effects of the above changes are
summarized in the following table.

Sensitivity Analysis: A Numerical Example

Item Change FNPV  FIRR % SI (FNPV) SV (FNPV)
Base Case 126 13.7

Investment +10% -211 9.6 13.3 7.5%
Benefits —-10% -294 7.8 16.6 6.0%
Operating and Maintenance Costs +10% 68 12.9 2.3 43.4%
Foreign Exchange Movements - 20% - 294 7.8 16.6 6.0%
Construction delays One year -99 10.8 NPV 178% lower

SI = Sensitivity Indicator, SV = Switching Value

7.11.2.7.  Combinations of variables can also be considered. For example, the effect on
the FNPV or FIRR of a simultaneous decline in economic benefits and an increase in
investment cost can be computed. In specifying the combinations to be included, the
project analyst should state the rationale for any particular combination to ensure it is
plausible.

7.11.3. Step 4: Analyze Key Variable Changes

7.11.3.1. In the case of an increase in investment costs of 20%, the sensitivity
indicator is 13.34. This means that the change of 20% in the variable (investment cost)
results in a change of (13.3 x 20%) = 266% in the FNPV. It follows that the higher the
SI, the more sensitive the FNPV is to the change in the concerned variable.

7.11.3.2.  In the same example, the switching value is 7.5%, which is the reciprocal
value of the SI x 100. This means that a change (increase) of 7.5% in the key variable
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(investment cost) will cause the FNPV to become zero. The lower the SV, the more
sensitive the NPV is to the change in the variable concerned and the higher the risk with
the project.

7.11.3.3. At this point the results of the sensitivity analysis should be reviewed. It
should be asked: (i) which are the variables with high sensitivity indicators, and (ii) how
likely are the (adverse) changes (as indicated by the switching value) in the values of the
variables that would alter the project decision?

7.11.4. Undertaking Risk Analysis

7.11.4.1. In cases where project results are expected to be particularly sensitive to
certain variables, it has to be assessed how likely it is that such changes would occur.
This likelihood can be assessed by studying experiences in earlier, comparable projects
and by investigating the situation in the sector as a whole.

7.11.4.2.  Steps should be taken to reduce the extent of uncertainty surrounding those

variables where possible. The following remedial actions might be taken at the project

level:

« Development of specific agreements to ensure that contractor performance and
project quality during construction works reduces the likelihood of delays,

e Development of agreements for long-term supply contracts at specified quality and
prices to reduce the uncertainty of operating costs,

e Formulation of capacity-building activities to ensure appropriate technical and
financial management,

* Implementation of pilot phases to test technical assumptions and to observe user’s
reactions, in case there is considerable uncertainty in a large project or program, and

e Setting of certain criteria that have to be met by subprojects before approval. This is
especially important in sector loans where most (small) subprojects will be prepared
after loan approval.

7.11.4.3.  The results of the sensitivity analysis should be stated along with the
associated mitigating actions being recommended, and the remaining areas of uncertainty
that they do not address. Sensitivity analysis is useful at all stages of project processing:
at the design stage to incorporate appropriate changes; at the appraisal stage to establish a
basis for monitoring; and, during project implementation to take corrective measures.
The uncertainty surrounding the results of the economic and financial analysis is
expected to decrease as the project moves into the operational phase.

7.11.4.4.  For the key variables and combinations of such variables, a statement can be
presented including: the source of variation for the key variables; the likelihood that
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variation will occur; the measures that could be taken to mitigate or reduce the likelihood
of an adverse change; and the switching values and/or sensitivity indicators.

7.11.4.5. The purpose of quantitative risk analysis is to estimate the probability that
the project FIRR will fall below the opportunity cost of capital; or that the FNPV, using
the FIRR as the discount rate, will fall below zero. A statement of such an estimate means
that decisions can be based not just on the single base-case FIRR but also on the
probability that the project will prove unacceptable. Projects with smaller base-case
FIRRs may involve less uncertainty and have a higher probability of being acceptable in
implementation. Projects with higher base-case FIRRs may be less certain and involve
greater risk. Risk analysis can be applied also to projects without measurable benefits, for
example to assess the probability that unit costs will be greater than a standard figure.

7.11.4.6. Undertaking a risk analysis requires more information than for sensitivity
analysis. It should be applied to selected projects that are large or marginal, or where a
key variable is subject to a considerable range of uncertainty. A large project is one that
takes a high proportion of government or the country’s investment resources, for example
a project using more than 5% of the government'’s investment budget in the peak project
investment years. A marginal project is one where the base-case FIRR is only marginally
higher than the opportunity cost of capital. A decision should be taken at an early stage
of analysis whether to include a risk analysis in the appraisal or not.

7.12. Model Operating Covenants
7.12.1. Rate of Return (see 3.6.2.2)

7.12.1.1.  The following is an outline for a Rate of Return covenant for use in a loan
agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
performance measurement. As an example, in an electric power project to be carried out
by a borrower that operated electric power, water supply, and telecommunications
services, the covenant normally would be drafted to apply only to the electric power
operations.

Section
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(@ For the purposes of this Loan Agreement, all financial calculations, ratios, and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall earn, for each of its fiscal
years after its fiscal year ending on [day/month/year], an annual return of not less
than % of the average current net value of the Borrower's fixed assets in
operation.

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecasts prepared by the Borrower and satisfactory to ADB, review whether it
would meet the requirements set forth in paragraph (a) in respect of such year and
the next following fiscal year and shall furnish to ADB the results of such review
upon its completion.

Paragraph (d): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
adjustments of the structure or levels of its rates (prices)) in order to meet such
requirements.

Paragraph (d): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower’s fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) to meet
such requirements.

(e) For the purposes of this Section:

(i)  The annual return shall be calculated by dividing the Borrower’s net operating
income for the fiscal year in question by one half of the sum of the current net
value of the Borrower’s fixed assets in operation at the beginning and at the
end of that fiscal year.
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(i) The term “net operating income” means total operating revenues less total
operating expenses.

(iii) The term “total operating revenues” means revenues from all sources related to
operations, after making adequate provisions for uncollectible debts, but
excludes government grants, subsidies and transfers.

(iv) The term “total operating expenses” means all expenses related to operations,
including administration, adequate maintenance, taxes, and payments in lieu
of taxes, and provision for depreciation on a straight-line basis at a rate of not
less than % per annum of the average current gross value of the
Borrower’s fixed assets in operation, or other basis acceptable to ADB, but
excluding interest and other charges on debt.

(v) The average current gross value of the Borrower’s fixed assets in operation
shall be calculated as one half of the sum of the gross value of the Borrower’s
fixed assets in operation at the beginning and at the end of the fiscal year
[where revalued: as valued from time to time in accordance with sound and
consistently maintained methods of valuation satisfactory to ADB].

(vi) The term “current net value of the Borrower’s fixed assets in operation” means
the gross value of the Borrower’s fixed assets in operation less the amount of
accumulated depreciation [where revalued: as valued from time to time in
accordance with sound and consistently maintained methods of valuation
satisfactory to ADB].

(vii) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.

7.12.2. Self-Financing Ratio (see 3.6.2.3)

7.12.2.1.  The following is an outline for a Self-Financing Ratio covenant for use in a
loan agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
performance measurement. As an example, in an electric power project to be carried out
by a borrower that operated electric power, water supply, and telecommunications
services, the covenant normally would be drafted to apply only to the electric power
operations.
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Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios, and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall produce, for each of its
fiscal years after its fiscal year ending on , cash from internal sources
equivalent to not less than % of the annual average of the Borrower’s capital
expenditures incurred, or expected to be incurred, for
Remainder of Paragraph (b): Option 1:

that year, the previous fiscal year and the next following fiscal years.

Remainder of Paragraph (b): Option 2:
that year and the next following fiscal years.

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecasts prepared by the Borrower and satisfactory to ADB, review whether it
would meet the requirements set forth in paragraph (a) in respect of such year and
the next following fiscal year and shall furnish to ADB a copy of such review, upon
its completion.

Paragraph (d): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
adjustments of the structure or levels of its rates (prices)) in order to meet such
requirements.

Paragraph (d): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower’s fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) to meet
such requirements.
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(e) For the purposes of this Section:
(i)  The term “cash from internal sources” means the difference between:

(A) the sum of cash flows from all sources related to operations, plus cash
generated from consumer deposits and consumer advances of any kind,
sale of assets, cash yield of interest on investments, and net non-
operating income; and

(B) the sum of all expenses related to operations, including administration,
adequate maintenance and taxes and payments in lieu of taxes (excluding
provision for depreciation and other non-cash operating charges), debt
service requirements, all cash dividends paid and other cash distributions
of surplus, increase in working capital other than cash and other cash
outflows other than capital expenditures.

(ii)  The term “net non-operating income” means the difference between:

(A) revenues from all sources other than those related to operations, after
making adequate provisions for uncollectible debts; and

(B) expenses, including taxes and payments in lieu of taxes, incurred in the
generation of revenues in (a) above.

(ili) The term “working capital other than cash” means the difference between
current assets excluding cash and current liabilities at the end of each fiscal
year.

(iv) The term “current assets excluding cash” means all assets other than cash
which could in the ordinary course of business be converted into cash within
twelve months, including accounts receivable, marketable securities,
inventories and prepaid expenses properly chargeable to operating expenses
within the next fiscal year.

(v) The term “current liabilities” means all liabilities which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements taxes and payments in lieu of taxes, and dividends.
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(vi) The term “debt service requirements” means the aggregate amount of
repayments (including sinking fund payments if any) of, and interest and
other charges on, debt, excluding interest charged to construction and
financed from loans.

(vii) The term “capital expenditures” means all expenditures incurred on account of
fixed assets, including interest charged to construction, related to operations.

(viii) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.

(ix) Whenever for the purposes of this Section it shall be necessary to value, in
terms, of the currency of the (Borrower/Guarantor), debt payable in another
currency, such valuation shall be made on the basis of the prevailing lawful
rate of exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such debt, or, in the absence of such
rate, on the basis of a rate of exchange acceptable to ADB.

7.12.3. General Price Level (see 3.6.2.4)

7.12.3.1.  The following is an outline for a General Price Level covenant for use in a
loan or guarantee agreement. It is intended as a guide only. It is the responsibility of the
OGC to determine, in consultation with the mission leader and financial analyst, the
precise wording for inclusion in the legal agreements.

Section

(@) The (Borrower/Guarantor) and ADB shall, from time to time, at the request of either
party, exchange views with regard to the (Borrower's/Guarantor’s)
pricing policies and its plans in respect of the overall development of the

sector.

(b) The (Borrower/Guarantor) agrees, as long as it exercises control over the setting of
prices of the companies, to establish prices for sold by such
companies which would: (i) allow the companies, under conditions of
efficient operation at reasonable levels of capacity utilization, to cover their
operating costs including taxes, earn an adequate return on funds invested in them,
meet their financial obligations and make a reasonable contribution to future
investment for expansion of capacity; (ii) be reasonably competitive with prices for

in other major producing countries; and (iii) subject to the
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achievement of objectives (i) and (ii) above, pass on the benefit of declines in the
real cost of production to through reduction in prices in real terms.

7.12.4. Operating Ratio (see 3.6.2.5)

7.12.4.1.  The following is an outline for an Operating Ratio covenant for use in a loan
agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
performance measurement. As an example, in an electric power project to be carried out
by a borrower that operated electric power, water supply and telecommunications
services, the covenant normally would be drafted to apply only to the electric power
operations.

7.12.4.2.  This covenant may be converted to a working ratio covenant by substituting
a definition of working expenses for operating expenses. This will normally require that
depreciation be omitted from the definition of operating expenses recommended herein.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall maintain, for each of its
fiscal years after its fiscal year ending on , a ratio of total operating
expenses to total operating revenue not higher than (percent).

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecasts prepared by the Borrower and satisfactory to ADB, review whether it
would meet the requirements set forth in Paragraph (a) in respect of such year and
the next following fiscal year, and shall furnish to ADB the results of such review
upon its completion.

Paragraph (d): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
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adjustments of the structure or levels of its rates (prices)) in order to meet such
requirements.

Paragraph (d): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower’s fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) in order
to meet such requirements.

(e) For the purposes of this Section

(i)  The term “total operating expenses” means all expenses related to operations,
including administration, adequate maintenance, taxes and payments in lieu of
taxes, and provision for depreciation on a straight-line basis at a rate of not
less that percent per annum of the average current gross value of the
Borrower’s fixed assets in operation, or other basis acceptable to ADB, but
excluding interest and other charges on debt.

(i)  The term “total operating revenues” means revenues from all sources related to
operations, after making adequate provisions for uncollectible debts.

(ili) The average current gross value of the Borrower's fixed assets in operation
shall be calculated as one half of the sum of the gross value of the Borrower’s
fixed assets in operation at the beginning and at the end of the fiscal year, as
valued from time to time in accordance with sound and consistently
maintained methods of valuation satisfactory to ADB.

(iv) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.

7.12.5. Breakeven Covenant (see 3.6.2.6)

7.12.5.1.  The following is an outline for a Breakeven Ratio covenant for use in a loan
agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
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performance measurement. As an example, in a sewerage project to be carried out by a
borrower that also operated water supply services, the covenant normally would be
drafted to apply only to the sewerage operations.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall produce for each of its fiscal
years after its fiscal year ending on , total revenues equivalent to /or
not less that the sum of (i) its total operating expenses; and (ii) the amount by which
debt service requirements exceed the provision for depreciation.

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecast prepared by the Borrower and satisfactory to ADB, review whether it would
meet the requirements set forth in paragraph (a) in respect of such year and the next
following fiscal year and shall furnish to ADB the results of such review upon its
completion.

Paragraph (d): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower’s fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
adjustments of the structure or levels of its rates (prices)) to meet such
requirements.

Paragraph (d): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) in order
to meet such requirements.

31

For some borrowers, which enter into this type of covenant, depreciation may not be applicable.
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(€)

(f)

If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) in order
to meet such requirements.

For purposes of this Section:

(i)

(i)

(iii)

(iv)

v)

(vi)

(vii)

The term “total revenues” means the sum of total operating revenues and net
non-operating income, but excludes all government grants, subsidies and
transfers income.

The term “total operating revenues” means revenues from all sources related to
operations, after making adequate provisions for uncollectible debts.

The term “net non-operating income” means the difference between:
(A) revenues from all sources other than those related to operations; and

(B) expenses, including taxes and payments in lieu of taxes, incurred in the
generation of revenues in (iii)(a) above.

The term “total operating expenses” means all expenses related to operations,
including administration, adequate maintenance, taxes and payments in lieu of
taxes, and provision for depreciation on a straight-line basis at a rate of not
less than percent per annum of the average current gross value of the
Borrower’s fixed assets in operation, or other basis acceptable to ADB, but
excluding interest and other charges on debt.

The average current gross value of the Borrower’s fixed assets in operation
shall be calculated as one half of the sum of the gross value of the Borrower’s
fixed assets in operation at the beginning and at the end of the fiscal year, as
valued from time to time in accordance with sound and consistently
maintained methods of valuation satisfactory to ADB.

The term “debt service requirements” means the aggregate amount of
repayments (including sinking fund payments, if any) of, and interest and
other charges on, debt.

The term “debt” means any indebtedness of the Borrower maturing by its
terms more than one year after the date on which it is originally incurred.
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(viii) Debt shall be deemed to be incurred: (a) under a loan contract or agreement
or other instrument providing for such debt or for the modification of its
terms of payment on the date of such contract, agreement or instrument; and
(b) under a guarantee agreement, on the date the agreement providing for
such guarantee has been entered into. Financial liabilities incurred by a
borrower who is a lessee under finance leasing agreements may also be
included as debt.

(ix) Whenever for the purposes of the Section it shall be necessary to value, in
terms of the currency of the Guarantor, debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such debt, or, in the absence of such
rate, on the basis of a rate of exchange acceptable to ADB.

(x) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.

7.13. Model Capital Structure Covenants

7.13.1. Debt Service Coverage
(Version A: Historical orientation)
(see 3.6.3.3)

7.13.1.1. The following is an outline for a Debt Service Coverage covenant for use in a
loan agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the loan agreement. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
performance measurement. As an example, in an electric power project to be carried out
by a borrower that operates electric power, water supply and telecommunications
services, the covenant normally would be drafted to apply only to the electric power
operations.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios, and
financial covenants shall be applied in respect of the Borrower’s Operations only.
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(b)

(©)

Except as ADB shall otherwise agree, the Borrower shall not incur any Debt, unless
the Free Cash Flows of the Borrower for the twelve months prior to the date of
such incurrence shall be at least _ times the Debt Service Requirements of the
Borrower for the same period on all Debt.

For the purposes of this Section:*

(i)  The term “Borrower’s Operations” refers to the identify relevant part of the
operations] operations of the Borrower.

(ii)  The term “Debt” means any indebtedness of the Borrower maturing by its
terms more than one year after the date on which it is originally incurred.

(iii) Debt shall be deemed to be incurred: (a) under a loan contract or agreement
or other instrument providing for such debt or for the modification of its
terms of payment on the date of such contract, agreement or instrument; and
(b) under a guarantee agreement, on the date the agreement providing for
such guarantee has been entered into. Financial liabilities incurred by a
Borrower who is a lessee under finance leasing agreements are
included.(Note: The alternative definition of incurrence of Debt, as illustrated
in the Debt-Equity Ratio Covenant should not be used for this form of debt
limitation covenant).

(iv) The term “Free Cash Flows” means the difference between:

(A) the sum of revenues from all sources related to Operations, after
making adequate provisions for uncollectible debts, adjusted to take
account of the Borrower's [rates] [prices] in effect at the time of the
incurrence of Debt even though they were not in effect during the
twelve-month period to which such revenues relate and Net Non-
operating Income; and

(B) the sum of all expenses related to Operations including administration,
maintenance, taxes and payments in lieu of taxes, but excluding provision
for depreciation, other non-cash operating charges, movements in Working
Capital, and interest and other charges on debt.

(v)  The term “Net Non-operating Income” means the difference between:

32

The definitions may be incorporated into the general definitions section.
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(vi)

(vii)

(viii)

(ix)

)

(A) revenues from all sources, including extraordinary gains, other than
those related to Operations, and receipts relating to the disposal of
physical assets; and

(B) expenses including taxes and payments in lieu of taxes, and including
extraordinary losses, incurred in the generation of revenues in (v)(A)
above; and payments for the purchase of physical assets.

The term “Working Capital” means the difference between Current Assets
and Current Liabilities at the end of each Fiscal Year.”

The term “Current Assets” means all assets which could in the ordinary
course of business be converted into cash within twelve months, including
accounts receivable, marketable securities, inventories and prepaid expenses
properly chargeable to operating expenses within the next Fiscal Year.

The term “Current Liabilities” means all liabilities which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements, taxes, and payments in lieu of taxes, and dividends.

The term “Debt Service Requirements” means the aggregate amount of all
repayments (including sinking fund payments, and lease payments under
finance leases if any), whether or not actually paid, of, and interest and other
charges on Debt. [Interest charges which are incurred in financing capital
expenditures during development are excluded, if such charges are
capitalized. However, if the Borrower's policy is to meet the cost from
operating income, such interest charges should be included in “Debt Service
Requirements”.]

Whenever for the purposes of this Section it shall be necessary to value, in
terms of the currency of the Guarantor, Debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such Debt, or, in the absence of such
rate, on the basis of a rate of exchange acceptable to ADB.

* The definition of Fiscal Year should be incorporated into the general definitions section as ‘' “Fiscal Year”
means the accounting year of the Borrower commencing on ___ and ending on the following or such
other period as the Borrower, with ADB'’s consent, designates as its accounting year.’
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7.13.2. Debt Service Coverage
(Version B: Forecast orientation)
(see 3.6.3.3)

Section .

(@)

(b)

(©)

For the purposes of this Loan Agreement, all financial calculations, ratios, and
financial covenants shall be applied in respect of the Borrower’s Operations only.

Except as ADB shall otherwise agree, the Borrower shall not incur any Debt unless
a Reasonable Forecast of the revenues and expenditures of the Borrower shows that
the estimated Free Cash Flows of the Borrower for each Fiscal Year during the term
of the Debt to be incurred shall be at least times the estimated Debt Service
Requirements of the Borrower in such year on all Debt of the Borrower including
the debt to be incurred and no event has occurred since the date of the forecast
which has, or may reasonably be expected in the future to have, a material adverse
effect on the financial condition of future operating results of the Borrower.

For the purposes of this Section:*

(i)  The term “Borrower's Operations” refers to the [identify relevant part of the
operations] operations of the Borrower.

(i)  The term “Debt” means any indebtedness of the Borrower maturing by its
terms more than one year after the date on which it is originally incurred.

(iii) Debt shall be deemed to be incurred: (a) under a loan contract or agreement
or other instrument providing for such Debt or for the modification of its
terms of payment on the date of such contract, agreement or instrument; and
(b) under a guarantee agreement, on the date the agreement providing for
such guarantee has been entered into.

(iv)  “Free Cash Flows” means the difference between:
(A) the sum of revenues from all sources related to Operations and Net
Non-operating Income, after making adequate provisions for
uncollectible Debts; and

* The definitions may be incorporated into the general definitions section.
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v)

(vi)

(vii)

(viii)

(ix)

)

(B) the sum of all expenses related to Operations including administration,
maintenance, taxes and payments in lieu of taxes, but excluding
provision for depreciation, other non-cash operating charges,
movements in Working Capital, and interest and other charges on debt.

“Net Non-operating Income” means the difference between:

(A) revenues from all sources, including extraordinary gains, other than
those related to operations; and receipts relating to the disposal of
physical assets; and

(B) expenses including taxes and payments in lieu of taxes, and including
extraordinary losses, incurred in the generation of revenues in (v)(A)
above; and payments for the purchase of physical assets, whether or
not actually paid.

The term “Working Capital” means the difference between Current Assets
and Current Liabilities at the end of each Fiscal Year.”

The term “Current Assets” means all assets which could in the ordinary
course of business be converted into cash within twelve months, including
accounts receivable, marketable securities, inventories and prepaid expenses
properly chargeable to operating expenses within the next Fiscal Year.

The term “Current Liabilities” means all liabilities which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements, taxes and payments in lieu of taxes, and dividends.

The term “Debt Service Requirements” means the aggregate amount of
repayments (including sinking fund payments, if any) of, and interest and
other charges on Debt.

The term “Reasonable Forecast” means a forecast prepared by the Borrower
not earlier than nine months prior to the incurrence of the Debt in gquestion,
which both ADB and the Borrower accept as reasonable, and to which ADB
has notified the Borrower of its acceptability.

* The definition of Fiscal Year should be incorporated into the general definitions section as ‘' “Fiscal Year”
means the accounting year of the Borrower commencing on ___ and ending on the following or such
other period as the Borrower, with ADB'’s consent, designates as its accounting year.’

Financial Management and Analysis of Projects



Knowledge Management 75 of 108

(xi)

7.13.3.1.

agreement.

Whenever for the purposes of this Section it shall be necessary to value, in
terms of the currency of the Guarantor, Debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is at the time of such valuation
obtainable for the purposes of servicing such Debt, or, in the absence of such
rate, on the basis of a rate of exchange acceptable to ADB.

7.13.3. Debt-Equity Ratio (see 3.6.3.4)

The following is an outline for a Debt-Equity Ratio covenant for use in a loan
It is intended as a guide only. It is the responsibility of the OGC to

determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b)

(©)

Except as ADB shall otherwise agree, the Borrower shall not incur any debt, if after
the incurrence of such debt the ratio of debt to equity shall be greater than

to

For purposes of this Section:

(i)

The term “debt” means any indebtedness of the Borrower maturing by its
terms more than one year after the date on which it is originally incurred.

Subparagraph (ii): Option 1: General usage:

(i)

Debt shall be deemed to be incurred: (a) under a loan contract or agreement,
or conditional sale or transfer or financing lease agreement or other instrument
providing for such debt or for the modification of its terms of payment on the
date of such contract, agreement or instrument; and (b) under a guarantee
agreement, on the date the agreement providing for such guarantee has been
entered into. Financial liabilities incurred by a borrower who is a lessee under
finance leasing agreements may also be included as debt.

Subparagraph (ii): Option 2: Primarily intended for use with financial institutions:
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(ii)  Debt shall be deemed to be incurred: (a) under a loan contract or agreement
or other instrument providing for such debt or for the modification of its
terms of payment, on the date, and to the extent, the amount of such debt has
become outstanding pursuant to such contract, agreement or instrument; and
(b) under a guarantee agreement, on the date the agreement providing for
such guarantee has been entered into but only to the extent that the
guaranteed debt is outstanding. Lease payments under finance leases should
also be included.

(ili) The term “equity” means the sum of the total unimpaired paid-up capital,
retained earnings and reserves of the Borrower not allocated to cover specific
liabilities.

(iv) Whenever for purposes of this Section it shall be necessary to value, in terms
of the currency of the Guarantor, debt payable in another currency, such
valuation shall be made on the basis of the prevailing lawful rate of exchange
at which such currency is, at the time of valuation, obtainable for the purposes
of servicing such debt, or, in the absence of such rate, on the basis of a rate of
exchange acceptable to ADB.

7.13.4. Capital Adequacy Ratio (see 3.6.3.6)

7.13.4.1.  The following is an outline for a Capital Adequacy Ratio covenant for use in
a loan agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower's Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall not make an advance to a
subborrower [including leasing of an asset], if after the making of any such advance
[or lease], the ratio of its equity to its assets-at-risk shall be greater than to

(c) For purposes of this Section,
(i)  The term “equity” means the sum of the total of unimpaired paid-up capital,

retained earnings, and reserves of the borrower available to meet any losses
which may be incurred by non-recovery of assets, including provisions for bad
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and doubtful debts and loan [and lease] losses at the date of making such
advance [lease] in (a) above;

(if)  The term “assets-at-risk” means the sum of the total impaired value of assets at
the date of making such advance [lease] in (b) above;

(iii) The term “impaired value of assets” in (ii) above means the value of each asset
of the borrower valued in accordance with sound and consistently maintained
methods of valuation satisfactory to ADB.

7.14. Model Liquidity Covenants
7.14.1. Current Ratio (see 3.6.4.2)

7.14.1.1.  The following is an outline for a Current Ratio covenant for use in a loan
agreement. It is intended as a guide only. It is the responsibility of the OGC to determine,
in consultation with the mission leader and financial analyst, the precise wording for
inclusion in the legal agreements. In cases of borrowers conducting multiple operations,
the text of the covenant should define which operations are to be subject to performance
measurement. As an example, in an electric power project to be carried out by a
borrower that operated electric power, water supply and telecommunications services,
the covenant normally would be drafted to apply only to the electric power operations.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall maintain a ratio of current
assets to current liabilities of not less than

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecasts prepared by the Borrower and satisfactory to ADB, review whether it
would meet the requirements set forth in paragraph (b) in respect of such year and
the next following fiscal year and shall furnish to ADB the results of such review
upon its completion

Paragraph (c): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:
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(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
adjustments of the structure or levels of its rates (prices)) in order to meet such
requirements.

Paragraph (c): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower’s fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
filing applications with the [name of regulator] seeking a tariff/rate increase) in order
to meet such requirements.

(e) For the purposes of this Section:

(i)  The term “current assets” means cash, all assets, which could in the ordinary
course of business be converted into cash within twelve months, including
accounts receivable, marketable securities, inventories and prepaid expenses
properly chargeable to operating expenses within the next fiscal year.

(i)  The term “current liabilities” means all liabilities, which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements, taxes and payments in lieu of taxes, and dividends.

(iii) The term “debt service requirements” means the aggregate amount of
repayments (including sinking fund payments, if any) of, and interest and
other charges on, debt.

(iv) Whenever for the purposes of this Section it shall be necessary to value, in
terms of the currency of the Guarantor, debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such debt, or, in the absence of such
rate on the basis of a rate of exchange acceptable to ADB.

(v) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.
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7.14.2. Quick Ratio Covenant (see 3.6.4.3)

7.14.2.1. The following is an outline for a Quick Ratio covenant for use in a loan
agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise
wording for inclusion in the legal agreements. In cases of borrowers conducting multiple
operations, the text of the covenant should define which operations are to be subject to
performance measurement. As an example, in an electric power project to be carried out by
a borrower that operated electric power, water supply and telecommunications services, the
covenant normally would be drafted to apply only to the electric power operations.

Section

(@ For the purposes of this Loan Agreement, all financial calculations, ratios and
financial covenants shall be applied in respect of the Borrower's Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall maintain a ratio of liquid
current assets to current liabilities of not less than

(c) Before (date/month) in each of its fiscal years, the Borrower shall, on the basis of
forecasts prepared by the Borrower and satisfactory to ADB, review whether it
would meet the requirements set forth in paragraph (b) in respect of such year and
the next following fiscal year and shall furnish to ADB the results of such review
upon its completion.

Paragraph (d): Option 1: Where the borrower or government has discretion to adjust
tariffs/rates:

(d) If any such review shows that the Borrower would not meet the requirements set forth
in paragraph (b) for the Borrower's fiscal years covered by such review, the Borrower
shall promptly take all necessary measures (including without limitation, adjustments
of the structure or levels of its rates (prices)) in order to meet such requirements.

Paragraph (d): Option 2: Where there is an independent regulator in place (or where it is
anticipated that an independent regulator may be established during the project
implementation period):

(d) If any such review shows that the Borrower would not meet the requirements set
forth in paragraph (b) for the Borrower's fiscal years covered by such review, the
Borrower shall promptly take all necessary measures (including without limitation,
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filing applications with the [name of regulator] seeking a tariff/rate increase) in order
to meet such requirements.

(e) For the purposes of this Section:

(i) The term “liquid current assets” means cash, all assets, which could in the
ordinary course of business be converted into cash within twelve months,
including accounts receivable, marketable securities, and prepaid expenses
properly chargeable to operating expenses within the next fiscal year, but
excluding inventories.

(i)  The term “current liabilities” means all liabilities, which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements, taxes and payments in lieu of taxes, and dividends.

(iii) The term “debt service requirements” means the aggregate amount of
repayments (including sinking fund payments, if any) of, and interest and
other charges on debt.

(iv) Whenever for the purposes of this Section it shall be necessary to value, in
terms of the currency of the Guarantor, debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such debt, or, in the absence of such
rate on the basis of a rate of exchange acceptable to ADB.

(v) The terms “operations” or operating” refer to the [identify relevant part of the
operations] operations of the Borrower.
7.14.3. Dividend Limitation (see 3.6.4.4)
7.14.3.1.  The following is an outline for a Dividend Limitation covenant for use in a
loan agreement. It is intended as a guide only. It is the responsibility of the OGC to
determine, in consultation with the mission leader and financial analyst, the precise

wording for inclusion in the legal agreements.

Section
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(@ For

the purposes of this Loan Agreement, all financial calculations, ratios and

financial covenants shall be applied in respect of the Borrower’s Operations only.

(b) Except as ADB shall otherwise agree, the Borrower shall not declare any dividend or
make any other distribution with respect to its share capital, unless after such
dividend has been paid or other distribution has been made, the current assets of

the

Borrower would equal or exceed _ times the current liabilities of the

Borrower.

(c) For the purposes of this Section:

(i)

(i)

(iii)

(iv)

7.15.

7.15.1.

The term “current assets” means cash, all assets, which could in the ordinary
course of business be converted into cash within twelve months, including
accounts receivable, marketable securities, inventories and prepaid expenses
properly chargeable to operating expenses within the next fiscal year.

The term “current liabilities” means all liabilities, which will become due and
payable or could under circumstances then existing be called for payment
within twelve months, including accounts payable, customer advances, debt
service requirements, taxes and payments in lieu of taxes and dividends.

The term “debt service requirements” means the aggregate amount of
repayments (including sinking fund payments, if any) of, and interest and
other charges on, debt.

Whenever for the purposes of this Section it shall be necessary to value, in
terms of the currency of the Guarantor, debt payable in another currency,
such valuation shall be made on the basis of the prevailing lawful rate of
exchange at which such other currency is, at the time of such valuation,
obtainable for the purposes of servicing such debt, or, in the absence of such
rate, on the basis of a rate of exchange acceptable to ADB.

Commonly Used Ratios

Few of these ratios are appropriate for financial institutions (FIs).

Appropriate indicators for assessing FI performance are described in section 6.4.
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7.15.1.

Operating Indicators

Ratios or Other Measures

Computation Method

Significance and Notes

1. Rate of Return on Net
Fixed Assets in Service
(%)

2. Self-Financing Ratio
(%)

3. Operating Ratio (%)

4. Number of times
interest earned (before
income taxes

5. Total Fixed Charge
Coverage

6. Return on Total Assets

7. Return on Common
Stockholder Equity

Net Operating Income (a) x 100

Average of Net Fixed Assets in Service (b)

Cash from Internal Sources

Average Annual Capital Expenditures*

Total Operating Expenses (including
Depreciation and Taxes x 100)

Total Operating Revenues

Operating Income (before interest on

long-term debt)

Annual Interest Expense on Long-term

Debt

Operating Income, Interest, Lease
Payments (before taxes and charges)

Annual Interest, Lease Charges and

Other Fixed Charges

Net Income + Interest Expense

Average Investment in Assets

Net Income - Preference Dividends

Average Common Stockholders' Equity

Measures the productivity (yield)
of Net (Depreciated) Fixed Assets
in use.

(a) Excluding government grants
and subsidies (b) These fixed
assets may, or may not, be subject
to revaluations.

See section 3.6.2.2. for a legal
description and section 4.4.6.2.
for a discussion of applicability.

Also called Cash Generation
Capability and Contribution to
Expansion. Measures the
percentage of annual capital
investments financed from
available cash resources.

* Average Annual capital
expenditures may be derived from
an average of multiple years (e.g.
one past, the present year and one
future year).

See section 3.6.2.3. for a legal
description and section 4.4.6.3.
for a discussion of applicability.

Measures the coverage of
operating expenses by operating
revenues.

See section3.6.2.5. for a legal
description and section 4.4.6.4.
for a discussion of applicability.

Measures the coverage of interest
charges particularly on long-term
debt before taxes.

Similar to interest coverage ratio
except that it is expanded to cover
leases and other fixed charges.

Measures the productivity of assets

Indicates the earning power on
common stockholders equity.
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Ratios or Other Measures

Computation Method

Significance and Notes

8.

10.

11.

12.

13.

14.

15.

16.

17.

Return on Capital
Employed

Percentage Growth in
Revenues

Percentage of
Revenues used to meet
Operating
(manufacturing)
Expenses

Gross Profit Margin

Non-operating
(manufacturing) Cost
compared to Sales
Profit element of
Revenues

Fixed Assets Turnover
Ratio

Inventory Turnover

Revenues to Total
Assets

Return on Equity

Net Income after Taxes + Tax-adjusted
Interest

Equity + Long-Term Debt

Current Period Revenues — Previous
Period Revenues x 100

Previous Period Revenues

Cost of Goods Sold x 100

Revenues

Revenues — Cost of Goods Sold

Revenues

Selling, Warehousing, Management and
Administration costs x 100

Revenues
Net Profit

Total Revenues

Revenues

Net Fixed Assets

Cost of Goods Sold in Period

Average Inventory for Period

Revenues

Total Assets
Net Profit

Equity

A measure of the efficient
deployment of capital by the
company.

Measures the increase in revenues
between two periods.

Measures the gross margin for any
period.

Measures gross profit before
inclusion of selling, warehousing,
management and administration
costs.

Overhead expense element of
Revenues.

Measures the profit element of
sales.

Measures the number of times
fixed assets are turned over.

Measures the rate of movement in
total inventory, that is, the number
of times the inventory is turned
over.

Measures efficiency of use of assets
in generating sales.

Measures the rate of return on the
investment in the business.
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7.15.2. Capital Adequacy Indicators

7.15.2.1.  The indicators in the table below are suitable for assessing capital adequacy.

Ratios or Other Measures Computation Method Significance and Notes

18. Debt Service Free Cash Flow [revenues — expenses +/-  DSC, the primary financial
Coverage (DSC) extraordinary income/loss (excluding non- ~ covenant and monitoring tool,
Ratio (Version A) cash items, working capital movements and is an indicator of the executing

interest charges) —net capital expenditure]

Annual Debt Service (b)

19. Debt Service Estimated Free Cash Flow [estimated
Coverage DSC Ratio revenues — estimated expenses +/-
(Version B: extraordinary income/loss (excluding
Forecast Cash Flows) noncash items, working capital

movements and interest charges) — agreed
annual capital expenditure]

Estimated Debt Service Requirements
(Principal and Interest Payments)

20. Debt: Equity Ratio Total Debt
Equity
20a.  Leverage Ratio Total Liabilities

Tangible Assets — Liabilities

agency’s cash flow margin,
enabling it to service debt from
internal sources.

(a) Revenues may be adjusted
to take into account any change
in tariffs/charges in the year of
measurement.

(b) Aggregate debt repayments
including principal and
interest.

See section 3.6.3.3 for a legal
description and section 4.4.7.6
for a discussion of applicability.

Measures the extent to which
forecast cash flows are able to
cover forecast debt service
requirements.

See section 3.6.3.3 for a legal
description and section 4.4.7.6
for a discussion of applicability.

Measures the relationship
between all borrowed funds
and shareholders' invested
capital.

See section 3.6.3.4. for a legal
description and section 4.4.7.7.
for a discussion of applicability.

Standard measure of solvency.
Represents a departure from the
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Ratios or Other Measures

Computation Method

Significance and Notes

21. Long-Term Debt to
Total Equity Ratio

22. Long-Term Debt to
Total Capitalization

23. Equity Ratio

Total Long-Term Debt

Equity

Long-Term Debt

Long-Term Debt + Equity

Total Stockholders' Equity

Total Shareholders' Equity + Total

Liabilities

classical definition of financial
leverage, which generally
measures long-term obligations
only. However, total liabilities
include payables and other
short-term funding that DMC
enterprises typically use as a
substitute for long-term debt.
Leverage is particularly
important for new enterprises
that have no earnings record,
and for cyclical industries. It
can also be used when there is
a need to cap the overall use of
debt for growth in a corporate
or group loan.

A capital adequacy measure.

Measures the relationship of
long-term debt to equity.

A capital structure measure.

Measures the relationship of
long-term debt to total
capitalization.

Shows the protection to
creditors and the extent of
trading on the equity
(leverage).
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7.15.3.

7.15.3.1.

Liquidity Indicators

The indicators in the table below are suitable for assessing liquidity

Ratios or Other Measures

Computation Method

Significance and Notes

24. Current Ratio

25. Quick Ratio (Acid
Test)

26. Days in Receivables

27. Accounts Receivable
Turnover

28. Days in Inventory

29. Inventory Turnover

30. Days in Accounts
Payable

31. Accounts Payable
Turnover

Current Assets

Current Liabilities

Cash + Marketable Securities +
Accounts Receivable+ Other Liquid
Assets (excluding inventories)

Current Liabilities

Average Accounts Receivable x 360
days

Revenues

Net Revenues

Average Accounts Receivable

Average Inventory

Cost of Goods Sold / 360

Cost of Goods Sold

Average Inventory

Average Accounts Payable

Cost of Goods Sold / 360 days
Cost of Goods Sold

Average Accounts Payable

Measures the short-run

debt paying ability. Is

highly dependant on the

quality and content of
Current Assets.

See section 3.6.4.2. for a
legal description and
section 4.4.8.2. for a
discussion of applicability.

Measures short-term

liquidity but does not
depend on the realizing of
inventories.

See section 3.6.4.3. for a
legal description and section
4.4.8.2. for a discussion of
applicability.

Measures the average
number of days required to
recover accounts
receivable.

Measures the number of
times that receivables turn
over in a year.

The higher the turnover,
the shorter the time
between sales and
collecting cash.

Measures the average
number of days it will take
to sell an inventory.

Number of times the
inventory is turned over in
a period.

Measures the average time
span of unpaid payables.

Measures the number of
times Accounts Payable
turnover during a period.
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7.16. Model Financial Statements: Service Organization

7.16.1. The following model set of summary financial statements is appropriate for

use by a service-type organization. When using these financial statements, it is essential that:

= An appropriate Statement of Accounting Policies be developed and agreed between
ADB and the borrower (see section 5.2).

e Appropriate Notes to the Financial Statements supplement the financial statements.

e Where appropriate, the Financial Statements should be tailored so that they
adequately reflect the performance and position of the organization.

7.16.2. The format used for this particular model set of summary financial
statements is appropriate for forecasting (projecting) financial statements (for instance,
during project preparation), the forecast period will be determined by the financial
analyst (see section 3.4.1).

Example Service Organization

Forecast Income Statements

[Format for PPTA financial projections]
For the years ended 31 December

20X1 20X2  20X3  20X4 20X5 20X6 20X7

($'000s) Notes Actual  Actual Actual Actual Actual Forecast Forecast
Operating Revenues

Revenues from services 1 35,052 36,748 39,288 41,202 41,202 41,202 41,202
Investment income 1,157 1,073 1,126 1,243 1,243 1,243 1,243
Other operating revenue 317 332 279 269 269 269 269

36,526 38,153 40,693 42,714 42,714 42,714 42,714

Operating Expenses

Wages, salaries, and employee benefits 8,214 8309 8,799 9480 9480 9,480 9,480
Supplies and consumables used 4,022 4285 4582 4,687 4,687 4,687 4,687
Repairs and maintenance 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Depreciation and amortization expenses 791 872 918 926 926 926 926
Other operating expenses 18,677 20,395 20,601 21,280 21,280 21,280 21,280

32,704 34,861 35900 37,373 37,373 37,373 37,373

Surplus/(Deficit) from Operating Activities 3,822 3,292 4,793 5341 5341 5341 5,341

Project-related interest costs 2,373 2527 2588 2512 2512 2512 2,512
Other interest costs
Gains on sale of fixed assets

Total non-operating expenses 2,373 2527 2,588 2,512 2512 2512 2,512

Surplus/(Deficit) from Ordinary Activities 1,449 765 2,205 2,829 2,829 2,829 2,829

Minority interest share of surplus/(deficit)

Net surplus/deficit) before extraordinary items 1,449 765 2,205 2,829 2,829 2,829 2,829

Extraordinary items
Income tax expense

Net Surplus/(deficit) for the Year after Tax 1,449 765 2,206 2,829 2,829 2,829 2,829
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Example Service Organization
Forecast Balance Sheets

[Format for PPTA financial projections]
As at 31 December

20X1 20X2 20X3 20X4 20X5 20X6 20X7
($'000s) Notes Actual Actual Actual Actual Actual Forecast Forecast
Current Assets
Cash and cash equivalents 210 93 97 100 100 100 100
Marketable securities 10,440 11,279 9,929 9,473 9,473 9,473 9,473
Receivables 5,520 5,490 5,559 5,593 5,593 5,593 5,593
Inventories 274 329 348 379 379 379 379
Work in progress 3,995 4,768 5,519 6,032 6,032 6,032 6,032
Investments 338 341 954 2,210 2,210 2,210 2,210
20,777 22,300 22,406 23,787 23,787 23,787 23,787
Less: Current Liabilities
Payables and provisions 4,716 4,588 4,428 4,401 4,401 4,401 4,401
Short-term borrowings 2,236 2,413 2,413 2,413 2,413 2,413 2,413
Current portion of borrowings 7,208 7,648 7,533 7,528 7,528 7,528 7,528
Employee benefits 832 857 857 856 856 856 856
14,992 15506 15,231 15,198 15198 15,198 15,198
WORKING CAPITAL 5,785 6,794 7,175 8,589 8,589 8,589 8,589
Plus: Noncurrent Assets
Investments 14,392 15204 16,102 16,930 16,930 16,930 16,930
Property, plan and equipment 25,252 25,861 25,787 25,851 25,851 25,851 25,851
Intangible assets 2 302 830 1,322 1,322 1,322 1,322
39,646 41,367 42,719 44,103 44,103 44,103 44,103
Less: Non-current Liabilities
Payables 524 510 492 489 489 489 489
Borrowings 28,833 30,591 30,131 30,113 30,113 30,113 30,113
Employee benefits 7,491 7,710 7,716 7,706 7,706 7,706 7,706
36,848 38811 38,339 38,308 38,308 38,308 38,308
Net Assets 8,583 9,350 11,555 14,384 14,384 14,384 14,384
EQUITY
Issued and paid-up capital 1,000 1,000 1,000 1,000 1,000 1,000 1,000
Reserves 7,201 7,190 7,190 7,190 7,190 7,190 7,190
Accumulated surpluses/(deficits) 382 1,160 3,365 6,194 6,194 6,194 6,194
Total Equity 8,583 9,350 11,555 14,384 14,384 14,384 14,384
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Example Service Organization
Forecast Cash Flow Statements

[Format for PPTA financial projections]

For the years ended 31 December

20X1  20Xx2 20X3  20X4  20X5 20X6 20X7
($'000s) Notes Actual Actual Actual Actual Actual Forecast Forecast
OPERATING CASH FLOWS
Receipts
Cash receipts from customers 34,793 36,603 39,177 41,118 41,118 41,118 41,118
Other receipts 341 265 289 279 279 279 279
Payments
Employees -12,615 -13,043 -13,428 -13,917 -13,917 -13,917 -13,917
Suppliers -19,750 -20,920 -20,848 -21,167 -21,167 -21,167 -21,167
Other payments -369 -490 -1,088 -1684 -1,684 -1,684  -1,684
Net Cash Flows from Operating Activities 2 2,400 2,415 4,102 4,629 4,629 4,629 4,629
INVESTING CASH FLOWS
Receipts
Interest received 1,070 835 834 901 901 901 901
Sales of fixed assets 250 125 68 59 59 59 59
Sales of investments 1,983 57 1,071 244 244 244 244
Payments
Interest paid -2,5607 -2516 -2,561 -2,502 -2,502 -2,502  -2,502
Purchases of fixed assets -1,469 -2,459 -2,808 -3,181 -355 -355 -355
Purchases of investments -130 -55 -102 -98 -98 -98 -98
Net Cash Flows from Investing Activities -803 -4,013 -3,498 -4577 -1,751 -1,751 -1,751
FINANCING CASH FLOWS
Receipts
Capital contributions from owners . . . . . . .
Proceeds from new borrowings 275 1,477 353 56 56 56 56
Payments
Capital withdrawals " . . . . .
Repayment of borrowings -1,900 -953 -105 -105 -105 -105
Dividends paid . . . . -2,829 -2,829 -2,829
Net Cash Flows from Financing Activities -1,625 1,477 -600 -49 -2,878 -2,878 -2,878
CASH AND CASH EQUIVALENTS
Balances as at 1 January 230 210 93 97 100 100 100
Currency changes on opening balances 8 4 . .
Net increases/(decreases) for period -28 -121 4 3 . . .
Balances as at 31 December 210 93 97 100 100 100 100
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Example Service Organization

Notes to the Financial Statements
[Format for PPTA financial projections]
For the years ended 31 December

20X1 20X2 20X3
($'000s) Notes Actual Actual Actual

20X4  20X5 20X6 20X7
Actual Actual Forecast Forecast

Note 1: Revenues by Service Type

Service Type A 376 353 379
Service Type B 34,035 35,748 38,274
Service Type C 641 647 635

387 387 387 387
40,195 40,195 40,195 40,195
620 620 620 620

35,052 36,748 39,288

41,202 41,202 41,202 41,202

Note 2: Reconciliation of Income Statement to Operating Cash Flows

Net Surplus/(Deficit) per Income Statement 1,449 765 2,205 2,829
Items included in net surpluses but not in
net cash flows from operations:
Unrealized net foreign exchange gains -66 -87 " .
Interest received -1,070  -835 -834 -901
Interest paid 2,507 2,516 2,561 2,502
Asset movements
Depreciation 791 872 918 926
Gains/(losses) on sales of assets -7 3
Other non-cash items
Movements in employee benefit liabilities -936 110 864 1,134
Movements in working capital -286 -929 -1612 -1,861
Net Cash Flows from Operations 2,400 2,415 4,102 4,629

7.17. Model Financial Statements: Manufacturing Organization

7.17.1. The following model set of summary financial statements is appropriate for
use by a manufacturing organization. When using these financial statements, it is

essential that:

= An appropriate Statement of Accounting Policies be developed and agreed between ADB

and the borrower (see section 5.2)

= Appropriate Notes to the Financial Statement supplement the financial statements.
e Where appropriate, the Financial Statements should be tailored so that they
adequately reflect the performance and position of the organization.

7.17.2. The format used for this particular model set of summary financial

statements is appropriate for year-end reporting.
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Example Manufacturing Organization
Income Statement

[Format for year-end reporting]
For the year ended 31 December 20XX

For the Year Ended 31 December 20X2 Cumulative Since Project Start-Date

Actual  Forecast  Variance Actual  Forecast  Variance

Notes  $'000s $'000s $'000s % $'000s $'000s $'000s %

SALES 1 893,121 1,431,093 -537,972 -37.6% 1,976,522 2,173,098 -196,576 -9.0%

Less Cost of Goods Sold 2 813,673 1,296,081 482,408 37.2% 1,760,823 1,932,016 171,193 8.9%

GROSS PROFIT 79,448 135,012 -55,564  -41.2% 215,699 241,082 -25,383 -10.5%
Operating Costs

Administrative Salaries 27,326 37,742 10,416  27.6% 39,950 41,506 1556  3.7%

Depreciation 3,917 7,335 3,418  46.6% 8,554 7,953 -601  -7.6%

Amortization 12,357 12,357 . 0.0% 12,357 12,357 . 0.0%

Administration Costs 56,037 88,259 32,222  36.5% 92,672 97,306 4,634 4.8%

Marketing Expenses 3,109 4,985 1,876  37.6% 6,904 7,596 692  9.1%

102,746 150,678 47,932 31.8% 160,437 166,718 6,281 3.8%

OPERATING PROFIT -23,298  -15,666 -7,632  48.7% 55,262 74,364  -19,102 -25.7%

Other income 1,000 1,080 -80 -7.4% 1,166 1,260 94 -7.5%
Foreign exchange

gains/(losses) . -1,570 1,570 -100.0% -1,564 -1,845 281 -15.2%

Net Income before Interest and Taxes -22,298 -16,156 -6,142  38.0% 54,864 73,779 -18,915 -25.6%

Project-related interest

expenses -42,672 -63,657 20,985 -33.0% -52,343 -39,604  -12,739 32.2%
Other interest expenses . . . 0.0% . . . 0.0%
Income tax expense . . . 0.0% . -8,189 8,189 -100.0%

Net Income after Interest and Taxes -64,970 -79,813 14,843 -18.6% 2,521 25,986 -23,465 -90.3%

Gross Margin (% of Sales) 8.9% 9.4% -0.5% 10.9% 11.1% -0.2%
Operating Margin (% of Sales) -2.6% -1.1% -1.5% 2.8% 3.4% -0.6%
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Example Manufacturing Organization

Balance Sheet
[Format for year-end reporting]
As at 31 December 20XX

For the Year Ended 31 December 20X2

Cumulative Since Project Start-Date

Actual Forecast _ Variance Actual  Forecast Variance
Notes $'000s $'000s $'000s % $'000s $'000s $'000s %
Current Assets
Cash and bank 25,308 10,373 34,085 -62,165
Bills receivable 56,114 59,943 82,791 91,025
Accounts receivable 18,705 19,981 27,597 30,342
Inventories 365,150 402,058 427,488 455,796
Prepayments and other current assets 120,193 120,193 120,193 120,193
585,470 612,548 692,154 635,191
Less: Current Liabilities
Accounts payable 93,174 103,203 140,826 156,768
Short-term debt 207,610 207,610 207,610 207,610
Notes and bills payable 5,000 5,000 5,000 5,000
Advances from customers 13,084 13,084 13,084 13,084
Accrued wages and salaries 184,427 184,427 184,427 184,427
Taxespayable 72,607 72,648 72,890 81,167
Accruals and other current Liabilities 47,749 47,749 47,749 47,749
Current portion of term debt 3,000 13,578 28,824 71,070
626,651 647,299 700,410 766,875
WORKING CAPITAL -41,181  -34,751 -8,256 -131,684
Plus: Noncurrent Assets
Fixed assets 800,263 1,222,024 1,136,482 1,056,928
Capital work in progress (Assets under
construction) 445,108 169,390 520,880 913,740
Intangibles and deferrals 49,426 37,069 24,712 12,355
Other noncurrent assets 30,572 15,572 . .
1,325,369 1,444,055 1,682,074 1,983,023
Less: Noncurrent Liabilities
Term loans 443,700 621,349 554,132 670,517
Payables 7,646 7,646 7,646 7,646
Other noncurrent liabilities 49,250 49,250 49,250 49,250
500,596 678,245 611,028 727,413
NET ASSETS 783,592 731,059 1,062,790 1,123,926
EQUITY
Issued and paid-up capital 315,147 342,427 671,637 706,787
Accumulated surpluses/(deficits) 468,445 388,632 391,153 417,139
783,592 731,059 1,062,790 1,123,926
Current Ratio 0.93 0.95 0.99 0.83
Quick Ratio 0.16 0.14 0.21 0.08
Long-term Debt: Equity 0.64 0.93 0.57 0.65
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Example Manufacturing Organization
Statement of Cash Flows

[Format for year-end reporting]

For the year ended 31 December 20XX

For the Year Ended 31 December 20X2

Cumulative Since Project Start-Date

Actual  Forecast Variance Actual  Forecast Variance

Notes $'000s $'000s  $'000s % $'000s $'000s  $'000s %
OPERATING CASH FLOWS
Receipts
Cash receipts from customers 915,146 1,448,537 -533,391 -36.8% 1,972,084 2,173,621 -201,537 -9.3%
Tax rebates 23,260 27,280 -4,020 -14.7% 30,990 35,150  -4,160 -11.8%
Other receipts 1,000 1,080 -80  -7.4% 1,166 1,260 -94 -7.5%
Payments
Employees and suppliers 896,292 -1,387,934 491,642 -35.4% 1,811,168 -2,019,189 208,021 -10.3%
Taxes paid -5,942 -7,508 1,566 -20.9% -10,212 -11,414 1,202 -10.5%
Other payments . 0.0% 0.0%
Net Cash Flows from Operations 5 37,172 81,455 -44,283 -54.4% 182,860 179,428 3,432 1.9%
INVESTING CASH FLOWS
Receipts
Interest received . . . 0.0% 0.0%
Sales of fixed assets . " . 0.0% 0.0%
Sales of investments . " . 0.0% 0.0%
Payments
Interest paid -28,482 -42,370 13,888 -32.8% -41,700 -39,604 -2,096 5.3%
Capital expenditures . -219,390 219,390 -100.0% -351,490 -392,860 41,370 -10.5%
Purchases of investments . 0.0% 0.0%
Net Cash Flows from Investing
Activities -28,482 -261,760 233,278 -89.1% -393,190 -432,464 39,274 -9.1%
FINANCING CASH FLOWS
Receipts
Capital contributions from owners . . . 0.0% 0.0%
Proceeds from new borrowings .. 168,370 -168,370 -100.0% 247,620 185,610 62,010 33.4%
Payments
Repayment of borrowings -3,000 -3,000 . 0.0% -13,578 -28,824 15,246 -52.9%
Dividends paid . . . 0.0% 0.0%
Net Cash Flows from Financing
Activities -3,000 165,370 -168,370 -101.8% 234,042 156,786 77,256 49.3%
CASH AND CASH EQUIVALENTS
Balances as at 1 January 19,618 25,308 10,373 34,085
Currency changes on opening balances
Net increases/(decreases) for period 5,690 -14,935 -20,625 -138.1% 23,712 -96,250 -119,962124.6%
Balances as at 31 December 25,308 10,373 34,085 -62,165
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Example Manufacturing Organization
Notes to the Financial Statements

[Format for year-end reporting]
For the year ended 31 December 20XX

For the Year Ended 31 December 20X2

Cumulative Since Project Start-Date

Actual Forecast Variance Actual Forecast Variance
$'000s $'000s $'000s % $'000s $'000s  $'000s %
Note 1: Gross Margin by Product
Sales by Product:
Product A 240,318 284,659  -44,341 -15.6% 394,096 433,618 -39,522 -9.1%
Product B 230,868 258,132 -27,264 -10.6% 357,413 393,240 -35,827 -9.1%
Product C 262,416 586,880 -324,464 -55.3% 812,700 894,080 -81,380 -9.1%
Product D 149,919 287,022 -137,103 -47.8% 397,913 437,760 -39,847 -9.1%
Product E 9,600 14,400 -4,800 -33.3% 14,400 14,400 0.0%
Total 893,121 1,431,093 -537,972 -37.6% 1,976,522 2,173,098 -196,576 -9.0%
Cost of Sales by Product:
Product A 203,418 311,059 107,641 34.6% 352,165 405,723 53,558 13.2%
Product B 203,418 336,981 133,563 39.6% 316,948 367,083 50,135 13.7%
Product C 260,375 414,746 154,371 37.2% 739,546 734,166 -5380 -0.7%
Product D 138,324 220,334 82,010 37.2% 334,556 405,723 71,167 17.5%
Product E 8,138 12,961 4,823 37.2% 17,608 19,321 1,713 8.9%
Total 813,673 1,296,081 482,408 37.2% 1,760,823 1,932,016 171,193 8.9%
Gross Profit by Product ($'000):
Product A 36,900  -26,400 63,300-239.8% 41,931 27,895 14,036 50.3%
Product B 27,450 -78,849  106,299-134.8% 40,465 26,157 14,308 54.7%
Product C 2,041 172,134 -170,093 -98.8% 73,154 159,914 -86,760 -54.3%
Product D 11,595 66,688  -55,093 -82.6% 63,357 32,037 31,320 97.8%
Product E 1,462 1,439 23  1.6% -3,208 -4,921 1,713 -34.8%
Total 79,448 135,012 -55,564 -41.2% 215,699 241,082 -25,383 -10.5%
Gross Margin by Product (% ):
Product A 15.4% -9.3% 24.6% 10.6% 6.4% 4.2%
Product B 11.9% -30.5% 42.4% 11.3% 6.7% 4.7%
Product C 0.8% 29.3%  -28.6% 9.0% 179%  -8.9%
Product D 7.7% 23.2% -15.5% 15.9% 7.3% 8.6%
Product E 15.2% 10.0% 5.2% -22.3% -34.2% 11.9%
Total 8.9% 9.4%  28.2% 10.9%  11.1% 20.5%
Note 2: Cost of Goods Sold
Raw Materials 424,751 690,624 265,873 38.5% 945,534 1,039,383 93,849 9.0%
Utilities 238,734 416,461 177,727 42.7% 592,612 679,561 86,949 12.8%
Direct Labor 79,639 121,775 42,136 34.6% 118,937 112,413 -6,524 -5.8%
Direct Depreciation 35257 66,012 30,755 46.6% 76,988 71,601 -5387 -7.5%
Other Variable Costs 22,750 38,117 15,367 40.3% 52,182 57,366 5184 9.0%
801,131 1,332,989 531,858 39.9% 1,786,253 1,960,324 174,071 8.9%
Plus opening finished goods 93,437 80,895 -12,542 -15.5% 117,803 143,233 25,430 17.8%
Less closing finished goods -80,895 -117,803  -36,908 31.3%  -143,233 -171,541 -28,308 16.5%
Cost of Goods Sold 813,673 1,296,081 482,408 37.2% 1,760,823 1,932,016 171,193 8.9%
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Example Manufacturing Organization
Notes to the Financial Statements
[Format for year-end reporting]

For the year ended 31 December 20XX

For the Year Ended 31 Cumulative Since Project
December 20X2 Start-Date
Actual Forecast Variance Actual Forecast Variance
$'000s $'000s $'000s % $'000s $'000s $'000s %
Note 3: Receivables
By Organization Type:
Related parties 576 700 750 750
State-owned organizations 10,256 12,500 17,200 19,000
Other organizations 9,744 9,000 12,500 14,000
Gross Receivables 20,576 22,200 30,450 33,750
By Age
Less than 30 days old 10,000 11,000 15,000 19,000
30 to 60 days old 5,000 5,500 7,000 9,000
60 to 90 days old 2,500 2,500 5,000 4,000
90 to 180 days old 2,000 2,000 2,000 1,000
More than 180 days old 1,076 1,200 1,450 750
Gross Receivables 20,576 22,200 30,450 33,750
Less: Provision for Doubtful Debts -1,871  -2,219 -2,853  -3,408
Net Receivables per balance 18,705 19,981 27,597 30,342
Note 4: Inventories
By Age
Less than 2 months old 100,000 120,000 125,000 160,000
2 to 4 months old 80,000 90,000 95,000 150,000
4 to 6 months old 100,000 95,000 95,000 90,000
6 to 9 months old 60,000 60,000 70,000 40,000
9 to 12 months old 20,000 30,000 35,000 20,000
More than 12 months old 15,150 17,058 17,488 5,796
Gross Inventories 375,150 412,058 437,488 465,796
Less: Provision for Obsolete Inventories -10,000 -10,000 -10,000 -10,000
Net Inventories per balance shee 365,150 402,058 427,488 455,796

Note 5: Reconciliation of Income Statement to Operating Cash Flows
Net Surplus/(Deficit) per Income Statement
Items included in net surpluses but not in
net cash flows from operations:
Unrealized net foreign exchange gains
Interest revenues
Interest expenses
Asset movements
Depreciation
Gains/(losses) on sales of assets
Other non-cash items
Movements in employee benefit liabilities
Movements in working capital
Decrease/(increase) in receivables
Decrease/(increase) in inventories
Decrease/(increase) in work in progress
Increase/(decrease) in payables
Net Cash Flows from Operations
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7.18. Model Terms of Reference for an Auditor

7.18.1. The following terms of reference are not meant to be either prescriptive nor
applicable to all circumstances. The obligation remains on the auditor to determine the
nature and extent of audit evidence required in order to form an audit opinion. For
audits to be conducted in accordance with International Standards on Auditing,
evidenciary requirements are as stipulated in the standards. Detailed terms of reference,
including specific audit procedures to be followed, should clearly indicate that the audit
“should include but not be limited to” the prescribed procedures. Furthermore, the
detailed terms of reference should be limited to those cases where the ADB and/or EA has
concerns with respect to audit capacity.

Summary of Contents

«  Name of employing authority or entity,

e  Delivery of opinion and report,

e  Clear description of the entity for which the service is to be provided,

e  Clear description of the material and data to be provided for the audit and timing of
provision,

e  Scope and detail of the audit required,

. Management Letter,

=  Statement of access available to the auditor,

e Independence requirements,

e  Auditor and audit staff competence (Curriculum Vitae), and

e  Submission of Proposal and Work Plan by auditor.

Detailed Contents of Terms of Reference

7.18.2. The name and address of the proposed contractors of the auditor’s services,
Email address, facsimile and telephone number(s) should be given. If the employer is
acting on behalf of, or is a constituent part of, a larger authority or entity, this should be
disclosed, to assist prospective auditors in determining their independence.

7.18.3. The auditor should be invited to submit a proposal for the delivery of an
opinion and report based on the scope and detail of the audit as set out in 7.18.6. The
proposal should be in respect of the annual financial statements specified in 7.18.5 of the
entity described in 7.18.4. A management letter containing an opinion of the auditor on
the financial management accounting and internal control systems of the entity, with
recommendations for any changes needed to improve performance within (specify)
(days) (weeks) (months) after the provision of the annual financial statements to the
auditor will also be provided. This section should specify whether the engagement is for
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one or more fiscal years (or for a specific period). It is preferable that the period be fixed
to give the auditor an opportunity for a medium-term contract. This will enable them to
become familiar with the entity (e.g., 3-4 years), while the contract can still be
terminated at a fixed date to enable the employer to consider alternative auditors. Also,
the contract should allow for termination on grounds of inadequate performance, but not
on grounds of a qualified report or disclaimer.

7.18.4. A detailed description—both legal and generally informative—should be
provided to enable the auditor to understand fully the nature, location and objective of
the entity under audit. Any widespread geographic characteristics should be revealed,
together with: (i) Organization charts; (ii) Names of senior managers; (iii) Name and
qualification of the person(s) responsible for financial management, accounting, and
internal audit; (iv) Name and address of any existing external auditor; (v) Computing or
other data processing facilities in use; (vi) A copy of the latest published financial
statements; and (vii) Internal facilities (if any) available to an external auditor (e.g., office
accommodation, calculators, computers).

7.18.5. The exact form of the annual financial statements and supporting
documentation that will be supplied to the auditor on which they are to give an opinion
and a report will be specified. The estimated time of the provision of these documents to
the auditor should be given (e.g., 3 months after the close of the fiscal year). The annual
financial statements must consist of a balance sheet, income statement and cash flow
statement for a revenue-earning entity accompanied by supplementary statements or
schedules supporting the basic statement (e.g., inventories, schedule of assets,
outstanding loans, aging of receivables, etc.). In a nonrevenue-earning entity, or for the
audit of project accounts, the annual financial statement may consist of the Statement of
Receipts and Payments only on project transactions. Other schedules of value or
cumulative work-in-progress, assets and inventories and a summarized reconciled bank
statement are to be attached.

7.18.6. The scope and detail of the audit should be given in sufficient detail to
enable an auditor to understand particularly if there are any requirements beyond those
of a “normal” or routine audit. Typical requirements could be:*

e The audit should be carried out in accordance with generally accepted auditing
standards, which include professional or general standards, standards of fieldwork
and reporting. The auditor should indicate the extent (if any) that an auditor would
not conform to those standards and indicate any alternative standards to which they
may (be required to) conform.

*  Financial Analysts have discretion to agree alternative arrangements (see paragraph 2.4.3).
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e  The auditor should comment on the accounting principles adopted by the entity
under audit, particularly to confirm the extent that generally accepted accounting
principles have been and are being consistently applied. The adoption of other
principles and their effect on the annual financial statements should be indicated.
In particular, the auditor should show the impact on the financial statements arising
from deviations from international accounting standards issued by the International
Accounting Standards Committee. They should be required to comment on the
basis of accounting changes, either during a fiscal year, or from one year to another.

e The auditor should provide a confirmation, or otherwise, of the borrower’s
compliance with covenants in the loan agreement and with ADB's specific
requirements with respect to the financial management of the EA.

e The auditors should be required to plan and conduct their work on the basis of a
sufficient audit program that will cover the entity’s activities and enable them to
express an opinion and furnish the reports they are tasked to provide.

e In devising the audit program, the auditor should be required to take into
consideration not only the nature and scale of the expenditure and income
operations, but also the scale, effectiveness and reliability of the accounting and
administrative procedures. Also, the financial and administrative internal controls
and checks should be considered. Systems of internal controls and checks,
including internal audit, should be reviewed and evaluated. This process will
determine the degree of reliance that can be placed upon the existing arrangements,
and the extent of testing that needs to be performed by the auditor.

e  The auditor’s activities should include dialogue with independent board members.
Among other things, the dialogue should cover the adequacy of bad-debt
provisions, contingent liabilities, related-party transactions, internal control systems,
management and board reporting, and management systems, integrity and
capability.

e  The auditor should be required to appraise the procedures for:

. Safeguarding assets between operating, custodial, accounting and internal
audit duties, and assurance that such duties and responsibilities are clearly
defined and that sufficient staff are available to perform the function accurately
and efficiently.

. Ensuring that assets and resources are used in accordance with instructions or
regulations in the most effective and economical manner.

. Ensuring that all transactions are accounted for accurately and properly.

. Compilation and certification of Statements of Expenditures (where used for
loan disbursements).

. Any other matter required by ADB to assure satisfactory financial management
of the project (and EA).
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e The auditors should satisfy themselves as to the fairness and accuracy of the
financial statements and the supplementary statements provided by obtaining
sufficient supporting evidence through the examination of accounting records and
supporting corroborative material, direct physical inspection, general observation,
inquiry, and confirmations, including:

*

A verification to ascertain that all assets and liabilities are properly recorded,
and that holdings, in particular, inventory and stock accounts, have been
verified by physical inspections and counts, when feasible.

Ensuring that expenditures are in accord with budgetary provision, and that
the appropriate regulations and directives have been observed.

Tests of calculations, e.g., payrolls; check of disbursement percentages in
claims for withdrawals of ADB loans.

Verification of systems of commitments and payments to confirm entitlements
and actual discharges by creditors, and/or receipts to ascertain that all dues
have been received, or amounts receivable properly brought to account; these
verifications should include obtaining certificates or other forms of
confirmation from debtors and creditors.

A verification of securities and moneys recorded in the books as being on
deposit through certificates issued by the depositories, including appropriate
reconciliations.

Verification of efficacy of data processing.

The verification of the financial statements against the entries in the main
books of account, supplemented by tests of the latter with subsidiary books,
records and vouchers, contracts, purchase orders and other original
documents.

The auditor should be required to verify Statements of Expenditure (SOE) or
copies thereof, where these are used, against the records of prime entry (e.g.,
operating expenses accounts, inventories records and job cards),
supplemented by tests against both initial documentation (e.g., invoices, salary
sheets with receipts) and physical inspection of work done, or goods and
services acquired,;

e To the extent not addressed in a Management Letter, the auditor should be required
to conduct a review and provide a report on the following:

.
.
*

Efficiency and economy in the use of resources.

Determination of whether planned results of a project are being achieved.
Compliance, or otherwise, with financial and other performance covenants
and other obligations of the borrower and the EA as specified by ADB and the
extent of actual compliance or noncompliance of each covenant and obligation
by reference to performance criteria agreed with ADB.
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. Defined areas of systems (e.g., improvements in accounting and data
processing operations which may be under development) on which the
auditor's comments are necessary to ensure accuracy, efficiency and provision
of adequate audit trails.

. Any other activities on which an auditor may usefully report.

e  The foregoing list is not exhaustive, nor should all matters be addressed in every
project. The scope and detail of an audit are likely to be unique for each project or
project entity.

7.18.7. A Management Letter. The Auditor should be required as standards terms
of reference from ADB to provide ADB with a Management Letter. This letter must
include the assessment of the auditors as to the state of the internal controls and
operating procedures of the entity, covering all aspects included during the normal
course of the audit.

7.18.8. A Representation Letter. While ADB does not require to see a
representation letter from the EA/entity to its auditors, it should be made clear to the
auditors that they should gain comfort during the audit on representations from
management of the entity. The auditor should be informed in a clearly worded statement
that they have full and complete access at any time to all records and documents,
including books of account, legal agreements, bank records, and invoices. Also the
auditor will be provided with full cooperation by all employees of the entity whose
activities involve, or may be reflected in, the annual financial statements. The auditor
should be advised on their rights of access to banks and depositories, consultants,
contractors and other persons or firms hired by the employer. In the event that an
auditor may not have unrestricted access to any person or location during the course of
an audit, this restriction should be defined in the terms of reference.

7.18.9. The auditors should be informed of the need for their impartiality and
independence from any aspects of management or financial interest in the entity under
audit. In particular, the auditor should be independent of the control of entity. The
auditor should not, during the period covered by the audit, be employed by, or serve as
director for, or have any financial or close business relationship with the entity, except as
an independent professional adviser. The auditor should not have any close personal
relationship with any senior participant in the management of the entity. It may be
appropriate to remind an auditor of any existing statutory requirements relating to
independence and to require auditors to disclose any relationship likely to compromise
their independence.
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7.18.10. The auditor should be authorized to practice in the country and be capable
of using procedures and methods that conform to generally accepted auditing practices of
the country. The auditor should have adequate staff, with appropriate professional
qualifications and suitable experience, including experience in auditing the accounts of
entities comparable in nature, size and complexity to the entity whose audit they are to
undertake.

e Curriculum vitae (CVs) should be provided to the client by the principals of the
firm of auditors who would be responsible for providing the opinions and reports,
together with the CVs of managers, supervisors and key personnel likely to be
involved in the audit work.

e It may be appropriate to indicate desirable minimum professional qualifications
considered necessary for the higher levels of auditors to be responsible for the work
(e.g. certified public accountant).

e CVs should include details on audits carried out by these staff, including ongoing
assignments. The principal objective of the foregoing is to satisfy the employer that
an auditor has the capability and capacity to execute the audit.

e The auditor may have not only a contractual obligation but also a statutory
obligation to conduct a satisfactory audit, and it may not be necessary to insist on
the employer being notified every time the auditor substitutes a staff member.
Nevertheless, this precaution may be invoked.

7.18.11.  The auditor should be asked to provide a proposal and a work plan that

among other things, should address:

e Whether the audit would be conducted as a completed audit (i.e., will the auditors
carry out their audit after the close of the fiscal year, when the books of account are,
or are being, closed).

e  Whether an audit carried out after the close of a fiscal year would be supplemented
by one or more interim audits during a fiscal year. The principal purpose is to test
ongoing systems and internal controls, and to relieve pressure on the staff of the
entity and on the auditor at year-end.

e  The manner in which the auditor proposes to address any statutory requirements
relating to audit (e.g., certifications relating to shareholders’ equity required under
the companies’ act) or to which they may be implicitly bound by contractual
obligations of the employer (e.g., ADB auditing requirements, Statements of
Expenditure, Imprest Accounts).

e  Procedural requirements for certain verification procedures (e.g., checking of stocks,
inventories, assets, etc.).

e Specific actions required on the part of the employer (e.g., access to EDP,
disclosures).
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» Discussions before signing the opinion and report on any matters arising from the
audit, and with whom these discussions would be held.

e  Special audits (e.g., review of portfolio and securities).

« Timetable for provision of opinions and reports.

7.19. Audit Report Questionnaire
7.19.1. Using the Audit Report Questionnaire

7.19.1.1.  This questionnaire is provided only as an example of the nature and type of
guestions that should be considered when reviewing the report of an auditor. Financial
analysts should have regard to the nature of the organization under audit and frame their
questions accordingly.

7.19.1.2.  Agencies operate in a wide range of sectors and activities, and therefore the
form and nature of their financial statements will vary equally widely.

7.19.1.3.  Further, approaches to, and the quality of auditing is variable. Therefore, the
guestions set out below should be regarded with some caution, because these may not
have sufficient breath or depth for some institutional statements and audits. Conversely,
these may also be considered too extensive for some EAs, their activities and the audit
services available.

7.19.1.4.  Nevertheless, by using this checklist, or a suitably modified version thereof
to reflect the nature and form of the EA concerned, a financial analyst should be able to
obtain a reasonable view of the acceptability of the financial statements concerned and
the audit thereof. To the extent possible each question should be answered by either
“YES”, or “NO”, or N/A (not applicable).

7.19.2. Authenticity, Form, and Timeliness
Yes No N/A Ref Remarks

(1) Are the audited annual project financial statements and, where aa a
applicable, the EA’s audited annual financial statements signed by
the entity’s management?

(2) Is the audit report signed by the auditor?

(3) Is the opinion on the auditor’s letterhead?

(4) Isthe report bound and pages consecutively numbered?

(5) Was the report received within a reasonable time after signing?

o000
o000
ooo0oo
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(6)
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Q)
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®)

(6)

U]

®)

Was the report received within period covenanted

(refer to the loan agreement)?

Is there a copy of a Management Letter?

Where appropriate, do the annual financial statements

include reported data for the previous accounting period

to enable comparisons to be made, particularly closing balances
which should represent opening balances for the fiscal year
under audit, and illustrate increases and decreases,

where applicable?

7.19.3. Audit Opinion

Was the examination asserted to be made in accordance
with generally accepted auditing standards?

Were generally accepted accounting principles applied on
a basis consistent with that of the preceding year?

Is a precise and “clear” opinion provided on: (i) Financial
position, (ii) Results of operation, and (iii) Cash flows?
Does the paragraph on the scope of the audit cover
examination of the: (i) Balance Sheet (ii) Income Statement
and (iii) Cash Flow Statement?

Are supplementary data stated fairly in all material respects,
when considered in conjunction with the financial
statements taken as a whole?

Does the report address the auditor’s objectives under the
loan agreement (i.e., utilization of loan funds, compliance
with specific covenants, use of imprest funds, statement
of expenditure procedures, conformity with ADB's
Procurement Guidelines)?

Does it appear that the supplementary statements form
part of the accounts? Are they covered by the

auditor’s certificate?

Is the auditor’s opinion unqualified?

Q
Q

d
]

Yes No N/A Ref Remarks

Q

a

Q

Q

a

a
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7.19.4. Matters Addressed
Yes No N/A Ref Remarks
(1) Balance Sheet — Fixed Assets
(a) s the categorization and analysis of assets representative a a a
of the entity’s interests and activities (e.g., land,
buildings, equipment, machinery, vehicles)?

(b) Are fixed assets under construction shown separately a a a
(Does the line item include the project)?
(c) s there a schedule attached of gross fixed assets, aa a

accumulated depreciation provision and net fixed
assets: (i) in operation; (ii) not in operation;

(iii) with data on changes in asset holdings in year,
including (a) sales, (b) revaluations, and basis for it,
and (c) changes in depreciation provision?

(d) Is accumulated depreciation shown with depreciation a a a
rates and bases of calculation in supporting schedules?

(e) Are disclosures made of assets: (i) leased out, aa a
and (ii) pledged?

() In cases of revaluation of fixed assets and/or a a a

restatements of foreign long-term debt, is sufficient
information provided to reconstruct both sides of
the revaluation entries?

(2) Balance Sheet — Current Assets
() Is the total of current assets revealed? aa a
(b) Is there an adequate analysis of current assets (e.g., prepaid aa a
expenses, deposits on contracts, receivables, inventories,
marketable securities, short-term bank deposits, cash at bank,
and cash on hand)?
(c) Are receivables adequately analyzed, aged and classified aa a
between key classes of debtors?
(d) Do marketable securities exclude medium-/long-term investments? o a a
(e) Isabad and doubtful debt allowance indicated (Have actual aa a
bad debts been written off)? For financial institutions, is the
provisioning policy in compliance with prudential guidelines)?
(f) Is there a suitable inventory analysis including: (i) manufacturers’ a a a
products for sale, (ii) materials and goods for incorporation,
(iii) materials in manufacturing progress, (iii) materials and
goods for maintenance, and (iv) work-in-process? Are the
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valuation bases described for each? Are the inventory policies
and practices consistent from year to year?

Balance Sheet — Investments and other Assets

Are investments detailed in supporting schedules,

with bases of valuation, revaluation losses and yields?
Are deferred charges and pre-operating expenses shown
with amortization rates and accumulated amortization,
where appropriate?

For Other Assets, are goodwill or intangibles shown,
with valuation bases? (Are “Other assets” substantial,
and if so, is there an analysis in the Notes to the
Financial Statements)

Balance Sheet — Investments and other Assets

Is there an adequate analysis of equity (e.g., authorized capital;
paid-in capital; share premiums; shares outstanding;
government or other public authority contributions;

surpluses from appropriated earnings, unappropriated
earnings, and revaluations)?

Is there a statement of shareholders equity?

Balance Sheet — Long-term Debt

Are current maturities excluded and shown under
current liabilities?

Are all amounts due and payable but not repaid to
lenders disclosed?

Is there a comprehensive schedule of long-term debt,
showing, among other things, for each outstanding loan:
(i) original amount borrowed,; (ii) interest rate, grace

and repayment period and other relevant terms,

(e.g., secured debt); (iii) currency in which debt is
repayable and conversion rates, if applicable, at date

of borrowing and current; (iv) gross amount outstanding
and effective currency conversion, if applicable; (v) long-term
debt transactions during year; (vi) current maturities; and
(vii) maturities due and payable, but not paid?

Balance Sheet — Current Liabilities

Is total of current liabilities shown and suitably analyzed
(e.g., current maturities of long-term debt, short-term
borrowings, consumer deposits, taxes due, dividends due,
accounts payable, accrued and other liabilities)?

Balance Sheet — Other Liabilities

Are relevant other liabilities adequately described and
analyzed, including such matters as: pensions

and other employee benefits, and deferred Taxation?
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O
(W]
O

(b) Are the analysis of the foregoing and the format of the
balance sheet items in accordance with sound accounting
practices?

(c) Are contingent liabilities and pledges disclosed?

(d) Are reserve funds (e.g., pension funds) adequately classified,
explained and legally utilized and provided for?

(e) Are suspense accounts fully explained?

(f) Is there an adequate description of verification procedures
for fixed and movable assets and inventories?

(9) Is a statement of adequacy of insurance required?

(h) Is there an analysis in Notes to the Financial Statements
of “Other Liabilities” where the amount is substantial?

o0 00 DO
o0 00 OO
o0 OO0 DO

(8) Income Statement

(@) Does the construction of the revenue, expenditure and a
other key items of this statement and supporting data
provide satisfactory financial evidence of the results of
activities conducted by the entity?

(b) Does the statement provide statistical data on (i) sales o a a
or other performance; (ii) manufacturing costs; (iii) sales
costs; (iv) operating costs; (v) maintenance costs;
(vi) administration costs; (vii) depreciation;
(viii) non-operating income (analyzed);
(ix) amortization of deferred charges?
(c) Are unusual items clearly shown (e.g., exchange gains or aa a
losses; profit or losses on sale of assets; and profits
or losses from adjustments made to reflect changing
prices and/or inflation)?
(d) Does the statement include any items relating to other aa a
fiscal years (e.g., prior-year adjustments), and are these
separated from the current year?
(e) Is the net income relating to the fiscal year's operations aa a
clearly demonstrated before inclusion of other items,
as in (c) and (d) above?
(f) Is the allocation of Net Income clearly demonstrated? a a a
(g) Does the opinion cover this statement? a a a

(]
O

(9) Cash Flow Statement

(a) Does the statement provide a clear description of a a a
operating, investing and financing cash flows?
(b) Do the transactions shown tie back to the aa a

Balance Sheet and Income Statement with
the appropriate reconciliations?
(c) Does the opinion cover this statement? aa a
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7.19.5. Auditor’s Opinion and Report
Yes No N/A

Where the audit opinion is qualified, is there sufficient aa a
information to quantify the effects of qualification on the:
Balance Sheet Income Statement and Cash Flow Statement?
Does the audit report contain an opinion on whether the a a Q
entity/ borrower is complying with/ breaching any ADB
covenants or other legal agreements? For instance:

« Utilization of loan proceeds (e.g., diversion of ADB funds,
utilization for aspects where counterpart funds should
have been used, etc).

< Project implementation (delays, bottlenecks, procedural
procurement lapses).

« Statement of Expenditures (splitting of payments
to avoid SOE ceiling, amount inadmissible).

« Imprest Fund (used for aspects meant for
counterpart funds).

« Agreed upon matters between ADB and Borrower
that require special attention.

« For revenue-earning EAs/Borrower (significant
changes in financial statement balances between
financial years, significant bad debts, unrecorded
liabilities, etc).

Did the audit examine the efficiency of systems of a a a
internal control? If so, does the audit report disclose

any material deficiencies or weaknesses in the

accounting system or overall system of internal control?

Does the audit report confirm, or otherwise, that a a a
financial management systems employed by the EA

conformity with ADB requirements in the

loan agreement?

7.19.6. Conclusion and Further Action (if any)
Remarks

Have the audit findings/recommendations of previous years
been resolved satisfactorily by the EA (Please list separately

Ref

Remarks
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all outstanding audit findings and recommendations as of
the end of the previous year, and indicate on each finding
whether or not it has been resolved by the EA during the
current review period).

(2) Have you reviewed the questions marked as “No” in the
checklist filled out by the external auditors? If so, are there
any material aspects that need to be pursued further?

(3) Indicate conclusion reached by reviewer

(4) Indicate any follow-up action needed immediately
or during the next mission.

Prepared by: Endorsed by: Approved by:

Notes: In the case of revenue-earning EAs, the Project Officer will continue to make use of the financial
statement in the manner currently used, which may include computations of ratios.
The above questionnaire is meant to serve as a guide for regional divisions. It may be modified to
suit specific needs.
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