
  
 
Företagsekonomiska institutionen 
STOCKHOLMS UNIVERSITET 
 
Magisteruppsats 10 poäng    
HT 2005 
 
 
 
 

 
Evaluation of 

creditability and 
risk minimisation 

(The effect of accounting for intangibles) 
 

 
    
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Författare:  Artem Lukiyanov                  Handledare: Jan Smolarski 
 
 
 
 

 



 2

Contents 

 

1. Background………………………………………………………………………………4 

2. Introduction………………………………………………………………………………6 

3. Hypotheses, factors indicating possible solutions – literature studies………………..8 

4. Area and problem of study…………………………………………………………….10 

5. Methodology and the general plan of action………………………………………….12 

6. The aim of research and research specifics…………………………………………...14 

7. Theoretical part…………………………………………………………………………16 

7.1 Definitions……………………………………………………………………………….17 

7.2 Accounting for intangibles and its’ role for the bank……………………………………20 

7.2.1 Treatment of intangibles……………………………………………………………..20 

7.2.1.1 Treatment of intangibles as costs ……………………………………………………21 

7.2.1.2 Treatment of intangibles as assets …………………………………………………..22 

7.2.2 Recognition of intangible assets……………………………………………………..23 

7.2.3 Measurement of intangible assets……………………………………………………24 

7.2.4 Treatment of goodwill ………………………………………………………………25 

7.2.5 Info on Intangible assets in IAS ………………………………………………….….26 

7.3 Solvency………………………………………………………………………………….28 

7.3.1 Key credibility factors……………………………………………………………….28 

7.3.2 Liquidity ratios……………………………………………………………………….30 

7.3.3 The creditability formula: prediction of bankruptcy. ………………………………..34 

7.4   Credit risks and loan security: manual………………………………………………….36 

7.4.1 Analysis of credit applications……………………………………………………….37 

7.4.2 Formal and informal solvency criteria……………………………………………….40 

8. The empirical part…………………………………………………………………..….44 

8.1 Analysis of liquidity ratios……………………………………………………………….44 

8.2 The interview at Nordea Stockholm……………………………………………………..46 

8.3 SEB Sweden………………………………………………………………………….….49 

8.4 The interview at Nordea Finland……………………………………………………..….53 

8.5 The interview in Russia………………………………………………………………….57 

9. Conclusion………………………………………………………………………………64 

 

 



 3

Abstract 
 
 
 
 
 
 
 

 
 
 
 
 
 
 

 
 
 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 

BACKGROUND 
In the recent times, the question of credibility and risk 
evaluation, financial risks and bank risks has become a 
realistic question. A number of banks have gone through 
crisis in Russia in the 1990s after disintegration of the Soviet 
Union. A large number of new SMEs have appeared in the 
market and requires capital. Banks keep up with the speed. 
Auditing has also experienced crisis situations. 

INTRODUCTION 
Solvency evaluation may also depend on the 
treatment of intangibles. Intangibles can be 
treated either as costs or as assets: the process 
should be transparent, more information is 
needed. The role of independent auditors grows. 
IAS can be used for both quoted and non-quoted 
companies. 

POSSIBLE SOLUTION, 
HYPOTHESES 

Analyse how the treatment, recognition and 
evaluation of intangibles. Transparency, when it 
concerns information on intangibles, how it can be 
presented? Where the audit is needed and how it is 
regulated. Analyse the trend to have authorized 
auditors.  

GENERAL PLAN OF ACTION 
 Analyse the influence of intangibles on solvency. 
Different approaches towards intangibles: 2 examples: 
capitalization and affecting the P&L, influence on 
credibility. Legislation on information on intangibles: 
transparency/relevance, the contents.  Possible additional 
factors to be considered while evaluating   

PROBLEM 
Companies may choose an accounting policy or switch to 
IAS to influence credibility and solve capital problems. 
Information on intangibles is not always meaningful for 
correct evaluation to minimize credit risks. Besides it is 
relied upon the auditor? Should banks consider 
accounting or secondary informal factors for the decision-
making, which can present solvency better? 

AIM WITH RESEARCH 
Regulation of information on intangibles: are intangibles meaningful on the balance sheet, when 
there is the kind of information on them and does it decrease risks. Are intangibles liquid and can 
they improve solvency? Analyse the possibility of accounting policy to influence creditability ratios 
on the example of intangibles and their treatment. Analyse the credit procedure, according to the 
manual, find its’ weaknesses and effective solutions for improvement of the procedure, suggest 
additional precaution methods: i.e. auditing and informal measures. 

THEORETICAL MODULE 
Solvency: components, different approaches – the 
effect of intangibles and accounting for intangibles. 
The standard credit procedure: the manual, 
documents. Influence of accounting policy, 
recognition, and treatment of intangibles on 
creditability. Regulation of information on 
intangibles, its’ relevance for credibility.   

EMPIRICAL MODULE 
Questions to credit managers in Russia, Sweden and 
Finland. Loan-giving in practice – comparison with 
theory. Real solvency calculations. Treatment of 
intangibles. Do banks always follow the manual? Is 
the information on intangibles relevant and helps 
correct evaluation and risk minimisation? Is more 
information needed? Treatment of independent 
auditing / field research? Additional measures, 
besides the manual?  

RESULTS OF RESEARCH 
Some banks are willing to accept intangibles when reliable information about them is available: such as on quoted 
companies. Intangibles are not meaningful for the manual; however, manual may allow freedom of action. 
Intangibles can be liquid and can influence credit decisions information on intangibles is needed and the level of 
liquidity defined. Manual is a standard and non-personal procedure. Personal approach is cost-inefficient, when 
bigger loans are in question. Some banks use informal approaches successfully.   

SOLUTIONS 
For Small amounts – manual, bigger amounts – personalized approach. Experienced officers. Accounting can be 
considered at larger risks. More detailed information on intangibles should be provided reliability should be verified.  
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1. Background 

 

In this part the origin of the interest for the area of study will be presented. 

 
In the recent times, the question of creditability and 

evaluation of risks, financial risks and bank risks has 

become a realistic question. A number of banks have 

gone through crisis in Russia in the 1990s after 

disintegration of the Soviet Union. A large number of 

new SMEs have appeared in the market and requires 

capital. Banks keep up with the speed. Auditing helps 

evaluation of financial statements, however, even 

auditors make mistakes.  

 

 

According to IAS, a bank is a financial institution one of whose principal activities is to take 

deposits and borrow with the objective of lending and investing and which is within the scope of 

banking or similar legislation (IAS 30.2 2005). Banks are an important source of capitalisation 

for companies. Moreover, being a chain in the economic cycle, investments contribute to the 

GDP. Banking activity includes working with private individuals and companies. They lend 

money to the companies and borrow it from private individuals. Therefore, the two main 

characteristics, which define operation of a bank positively, are the correctly adjusted interest 

rates and stable solvency of the client. Credit activity has historically been closely related risk, 

its’ evaluation and minimisation – all these related to prediction of bankruptcy or analysing 

trends in the financial statements (Collins 1979). The economy is growing and brings more 

challenging economic relations between various economic parties. Therefore there is potential 

risks for all parties including banks that their activity can be damaged of their inability to adapt 

themselves in this environment. This is also bringing new risks for the clients.   

 

There is a natural explanation to this problem. First of all, there are a large number of new types 

of companies in the market that are in need of capital (Harris 1996). It can happen that some 

banks may have difficulties understanding the companies’ actual activity, evaluate its projects 

correctly and therefore evaluate the risks. The new conditions and environment in which the 

companies operate can be seen. Credit institutions have to keep their knowledge of the market 

constantly updated. It is a costly and a time-consuming process. A number of companies have 

become virtual or partly virtual: most of these are service, IT companies. These companies 

usually perform heavy research procedures (Paterson 2001). This often indicates that the main 

profit from their activity is not generated by items with physical substance, but depends on R&D 

BACKGROUND 
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activity. This is also seen on the face of the balance sheet. Generally, various types of intangible 

assets can be seen in their financial statements. The new environment creates instability for the 

banks in their risk evaluation, when they may not know how to treat the large intangible essence.  

This is the new environment, which the banks and other credit institutions have to face.  

 

Another peculiar characteristic is the increasing number of clients the banks work with providing 

new services for them (Chou 2000). The business environment is becoming more complex and 

requires deep specific knowledge of the business which banks may not always have. Moreover, 

sometimes one particular credit manager has to process several applications in one day, while the 

bank may not be ready to increase the number of credit staff. The standard procedure can be 

referred to in order to make the procedure easier for the credit manager (Catasús 2001). Such a 

decision is more cost efficient, from the bank’s point of view.  

 

The history has shown that some credit institutions have gone bankrupt because they could not 

see the need to change their activity or seek for new approach (Wood 1987). They could not 

evaluate the clients’ creditability correctly because they were either using irrelevant evaluation 

criteria or not willing or not being able to consider additional aspects, including secondary and 

informal ones. In my opinion credit institutions should focus attention on some secondary 

aspects, information on which can be found in bookkeeping procedures or otherwise. 

 

Auditors focus on accounting areas, however, banks should not neglect it either. Banks make 

their judgements on the basis of financial statements, the auditors’ evaluation and on the actual 

project that the client is seeking finances for. Auditors do assist the evaluation of the client for 

the bank. However, even auditors make mistakes. Besides, it should be noted that auditing is not 

giving a 100% correct view of the company, but only an expression of independent opinion of 

the company. Audit procedures, in other words, the grounds for this view they express is only up 

to the auditors’ “honesty” (ACCA 2.6 2005). Besides, scandals with auditors have taken place 

widely in the last 10 years, at some points the reliability of independent audits and the actual 

independence can be questioned. Auditing is becoming cheaper and this is one of the costs with 

competition between audit companies (ACCA 2.6 2005). As a result of that the quality of the 

work done by the auditors suffers (Chernov 2004, p. 22). Better risk evaluation or more serious 

approach to risk evaluation can secure credit customers and stabilise economy and additional 

precaution methods and a new approach are needed in risk-evaluation.  
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2. Introduction 

 

In this part I will explain the origin for the research problem in this paper.  

 
Solvency evaluation may depend among other things on the 

treatment of intangibles. Intangibles can be treated either as 

costs or as assets: the process should be transparent, more 

information is needed. Auditors are relied upon when it 

concerns evaluation of the company and the role of the 

auditor grows. The IAS framework is mostly used by the 

companies which require audit (in accordance with their 

structure). 

 

The EC announced that from the year 2005, all European quoted companies have to follow 

IAS/IFRS regulations in their accounting and preparation of statements. This brings with it new 

framework and new possibilities for evaluation of the balance sheet posts. 

 

Evaluation of assets also concerns the income statement. All these indicators have an impact on 

solvency ratios, on which financial analysis is made: liquidity, financial stability, Current and 

Quick ratios, Equity to Total assets, times interest earned, profitability ratios, activity and 

investment ratios. Creditability of clients is often defined on the basis of these ratios, depending 

on the method chosen to do that (Wood 1987). Intangibles can also be treated as assets, though 

there are different approaches towards treatment of some intangibles. For example, according to 

the Russian accounting system, research can be capitalised, according to the PBU standard 17 

(PBU 17.5 2005). However, according to the IAS 38 research, in other words an investigation 

undertaken with the prospect of gaining new scientific or technical knowledge and understanding  

is never capitalised (IAS 38.8 2004). Moreover, in the IAS even development tends towards 

being a cost though under certain circumstances, if all the requirements are fulfilled it can 

become an asset. There a different attitude towards treatment of assets within various conceptual 

frameworks. It is possible that accounting for intangibles has an effect on solvency. Accounting 

policy for assets allows the accountant to influence solvency and creditability. The question that 

is asked in the essay is whether it is possible to include intangibles in the calculation of liquidity 

and therefore influence solvency.  

 

The world knows a large number of approaches towards treatment of various posts in 

accounting. The IAS is suitable for large companies mainly: it concerns goodwill accounting, 

substance over form, consolidation rules and so on. However, even small enterprises may use 

IAS principles in their accounting. In Russia quoted companies are not obliged to adopt an 

INTRODUCTION 
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international system unless they are quoted on a foreign stock exchange. This requirement does 

not come from the national bodies but from the stock exchange. The regulations used in the 

recognition of assets, also intangibles according to the Russian GAAP (RAS GAAP) are quite 

different from IAS and US GAAPs, due to the historic function of accounting in Russia (Sokolov 

1996). Within Russian GAAP the types of assets that must be recognized as intangible assets are 

specifically defined by the state for all companies (Tax code II 257-3 2005). The state 

accounting body has worked out special criteria, which an asset should fulfil in order to fit the 

definition of an intangible asset. In Russia professional judgement of the accountant/auditor in 

this area is not applicable. The auditor’s function is to see how well the intangible fulfils criteria 

in the conceptual framework. Transformation to the IAS conceptual framework for Russian 

enterprises, therefore, is a bigger issue for the Russian companies, compared with their 

neighbours in Europe (Sokolov 1996).   

 

Along with the evaluation of intangible assets, there is a more deeply going dilemma in 

accounting for intangibles. These are treating intangibles as costs, on one hand, and capitalising 

them, in other words treating them as assets, on the other hand. The parallel issue that even small 

enterprises may use IAS takes forward the change in their conceptual framework, evaluation 

methods and accounting policies. There came a question, whether a conceptual framework can 

be used in order to present the statements in a more pleasant way or even mislead the credit 

manager, and therefore increase credit risks.  

 

Private enterprises claim attempting to gain transparency for the owners and for the users. This 

can be achieved by providing the users with extended volume of information. Relevance of 

information is crucial for transparency, where specialisation, diversification and integration of 

economic functions are required in order to face the speed of development. Auditors also claim 

to provide transparency for the clients. In practice the user gains information on the company in 

the manner that is understandable for a non-professional. However, it should be kept in mind that 

auditing is a client-oriented business and sometimes auditors are much dependent on one specific 

client (ACCA 2.6 2005).      
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3. Hypotheses, factors indicating possible solutions – literature studies 

 
 Transparency, when it concerns information on 

intangibles, how is it expressed and regulated? How 

large is the role of the auditor. Analysis of the trend 

towards engaging authorized auditors.  

 

 

As has been named earlier, a conceptual framework sets regulations or practices for evaluation of 

assets. This concerns the price at which it is recognized, amortization rules and evaluation 

techniques. In fact, the size of the assets and certain types of assets may change liquidity ratios 

and influence creditability in general.  

 

In the study I will be referring to statistical studies and scientific papers, written by both 

academicians and accountant professionals, issued documents on accounting research and 

specialised literature. The definitions will be taken from the computer program Consultant and 

the scientific literature. Some articles will be taken from the Stockholm University virtual 

library. The definitions will help to me limit the study within a certain topic to provide greater 

understanding of the paper.  

 

Different ways to present information on intangibles will be analysed. I question the quantity and 

the quality of information, whether it is sufficient for correct evaluation. However, some of the 

conclusion I will be taking for granted, based on earlier studies and using simple logic. In other 

words, I will not be giving comprehensive proof for the ideas that have either been approved or 

are generally logical. I will be referring to them and evaluating them. I will be taking the 

information that in my view is reliable. Therefore, I do not consider it logical leading through 

details of all earlier studies, conclusions and decisions that have taken place.  

 

Based on the information I received from the interviews and the literature – I worked out a trend 

towards larger integration and diversification of economic systems and therefore a trend for 

authorised professionals, such as authorised auditors. This is due to the greater diversification of 

the modern economy. 

 

The hypotheses and the material are based on the following sources. The article by Bino Catasús, 

Stockholm University and Jan-Erik Gröjer, Uppsala University “Intangibles and credit decisions: 

results from an experiment”. The book I am using is “The risk management of everything: 

POSSIBLE SOLUTION, 

HYPOTHESES 
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rethinking the politics of uncertainty” by Michael Power. The full list of sources used for the 

essay can be found in the reference list.  

 

The analysis of these issues and analysis of the hypotheses that I worked out during the research 

could clear off the background problem. The hypotheses are presented bellow in a summarized 

format.  

 

1. There can be trends towards heavy capitalisation of intangibles, besides it becomes fully 

allowed by IAS, compared to the traditional model. This may have an effect on solvency 

and decision-making by the bank. In other words, intangibles may be counted as liquid 

assets. Therefore, a switch towards an intangible-friendly conceptual framework can 

make the banks more vulnerable.   

 

2. A company choosing to capitalise intangibles may look more credible than it really is and 

gain advantage over a similar company using a different accounting policy or operating 

within a different conceptual framework. Such a situation can increase potential bank 

risks. The information on intangibles is not always supportive for the banks and can be 

misleading. This concerns the recognition of intangibles and ranking intangibles in terms 

of liquidity.  

 

3. The standard manual procedure may not always be applicable. The credit procedure is 

generally becoming more complex and therefore risky for the banks – this creates 

evaluation problems for the banks.  

 

4. Secondary aspects/features may indicate potential problems with solvency of the 

company and therefore includes relevant data. Extra information gained from secondary 

sources may support the credit manager to identify the client, whereas the auditor’s 

opinion may be supportive in any case. 
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4. Area and problem of study 

 
Companies may change accounting policy or conceptual 

framework to apply moral hazard and gain credit 

advantage. Information on the assets and intangibles in 

particular is not always meaningful for correct evaluation 

to minimize credit risks. Besides the quality and the value 

of the asset is relied upon the auditor. Should banks 

consider accounting or secondary informal factors 

relevant for the decision-making and would that help to 

minimize credit risks? 

 

The main research idea will be presented in this part.  

 

Same intangibles can be counted as either costs or assets depending on the chosen 

policy/framework. The example with research activity has already been introduced. However, 

which of the two approaches is preferable for better transparency for the bank? It is surely, 

prudent to show the lower value of the assets and increasing the costs. However, even at a highly 

cost-oriented financial statement the existing assets can be of dubious character. In other words, 

being prudent does not always improve transparency in terms of credibility. In fact it can be the 

opposite: prudent accounting to avoid extra questions at the bank since prudence may impress 

the manager by applying the IAS framework (Robin 2004). Similar questions are discussed when 

the evaluation of the company is aware. The area of the study is deliberately narrowed down to 

intangible assets and in relations to evaluation of the company by the bank.  

 

In fact a company may choose a more “convenient” accounting system in order to gain credit 

advantage over a similar company. This is an individual issue, which can be different from 

company to company. Therefore, no global conclusions should be drawn there. The problem, 

however, arises for the bank on how to treat the company. For example, profitability, return on 

equity or liquidity may fluctuate depending on the treatment of research activity. The auditor 

may accept either of the accounting standards and give a positive report on the company. The 

auditor’s function is to test how well the accounting agrees with the reports and partially with the 

already chosen accounting framework, i.e. the true and fair view. Since, accounting framework 

can be chosen by the key accountant at the company. The IAS requires relevant and detailed 

information on the companies’ intangibles (IAS 38, 119). Therefore, the auditor’s report is not 

always supportive for the bank. It may not come across more global issues (GAO 2002), auditing 

is often narrowed down to the regulations and how well the two papers agree. However, not all 

auditors are willing to test the actual activity, or how the paper agrees with it. This process is 

AREA OF STUDY 
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more complex and more time consuming. Auditors doing various types of companies have even 

less chances to be professional specialists in specific areas of business they are testing.  

 

Within the IAS framework the auditor may decide whether a particular kind of asset can be 

counted as an asset. The auditor may also present his own opinion on the fair treatment and 

evaluation of the intangible. In this respect “true” means that professional judgment has been 

reached (ACCA 2.6 2004). Auditing is considered by the credit managers. According to Russian 

GAAP, the asset is classified as either an intangible asset in accordance with detailed definitions 

and regulations (Tax code II 257-3 2005). However, IAS takes concern of independent 

evaluation when it concerns each particular asset. Banks should also share the evaluating role 

with the auditor and perform field research, on the assets and even bookkeeping, if needed. In 

my opinion, this would decrease the credit risks considerably. Besides, there are a number of 

other informal procedures, that will be presented, which can ensure fair evaluation.   
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5. Methodology and the general plan of action 

 
Analyse the influence of intangibles on solvency. 

Different approaches towards intangibles: capitalization 

and affecting the P&L, influence on creditability. 

Questions of transparency/relevance of information, the 

contents. Possible additional factors to be considered for 

evaluation.    
 

 

It is necessary to analyse how intangibles are treated in accounting according to the traditional 

framework often presented in so-called continental accounting, which both Russian and Swedish 

GAAPs are part of compared to the International framework. The presence research expense on 

the balance sheet, for example, can influence ratios largely, however, it is often deducted against 

equity by the bank.  

 

I have studied earlier essays and thesis in order to get the idea on how this issue is treated in the 

literature. I will be referring to the normative acts when discussing these issues. I will be 

showing the influence of accounting on lending decisions. The question of whether this 

information is useful and sufficient for making relevant decisions will be studied. In other words, 

whether the information is transparent for the bank and helps to either eliminate or decrease 

credit risks: evaluate the company correctly and make the right decision.  

 

I have studied the possibilities of accounting for intangibles, evaluation of intangibles, 

amortisation and possible changes of accounting policy. I have analysed the requirements of 

information on intangibles. To some of the interviews I brought a balance sheet, with intangible-

heavy structure and internally generated goodwill. I have analysed the credit giving procedure 

and will support empirically my hypotheses. 

 

I have also analysed efficiency of the credit procedures at the banks that is similar to internal 

auditing. Auditors and the banks look at different things in accounting and therefore the results 

of the auditors’ work may not always be relevant for the banks.   

 

I am going to use an inductive approach. In other words the theoretical hypotheses will undergo 

testing during the interviews. The approach will be qualitative. It is sufficient to choose several 

examples and analyse them thoroughly. I am explaining the choice of the method by the fact that 

decision-making process is a complicated procedure, which involves a large number of minor 

GENERAL PLAN OF ACTION 
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secondary, often informal factors. Business life consists of a large number of complex factors, 

including psychological ones, which can influence a particular situation. Therefore, taking into 

account possible subjectivity of such sources, it would be more logical to analyse the received 

data qualitatively. Data can be generalised and specified more precisely on the basis of several 

cases. The interviewees provided me with data sufficient to draw conclusions. The interviewed 

tried to remain objective, spoke honestly and participated in the development of the topic. They 

were introduced the theories and hypotheses, so that they could reply to the questions directly.  

 

In the overall, I had four interviews; two of them were with the head of the Credit department at 

the SEB’s main office in Stockholm Ewa Queckfeldt and with the head of the credit department 

at Nordea’s main office in Stockholm Jan Kristiansson. The two interviews allowed some 

comparison between the two banks and the approaches in the credit procedure. The other 

interview was hold in Turku, Finland, with the head of the credit department Mika Salminen at 

Åbo Nordea Hansa. This was done in order to get possible comparison in the credit procedure 

within the same bank but different geographical regions. And finally I interviewed a bank 

manager in Russia, an ex-credit chief at the Sberbank of Russia, Vladimir Mitichkin, now a 

manager of a consultancy firm Solidarnost. This was required to gain the full and comprehensive 

view of the problem and objectivity.   
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6. The aim of research and research specifics 

 
Are intangibles meaningful on the balance sheet, when information is 

available on them and are they relevant for risk minimization. Are 

intangibles liquid and can they be used to improve solvency? I will analyse 

the possibility of accounting policy to influence solvency ratios on the 

example of intangibles. The credit procedure, according to the manual, will 

be studied. I will analyse its’ weaknesses and work out solutions for 

improvement, suggest additional precaution methods: i.e. field research and 

considering informal factors. 

 

 

In this part, the research-focus will be presented. I will explain the practical sides of research, 

how I will reach the results.  

 

I am analysing possibilities applying a concept of moral hazard. Moral hazard - is the risk that a 

party to a transaction has not entered into a contract in good faith, providing misleading 

information about its assets, liabilities, credit capacity or has an incentive to take unusual risks in 

a desperate attempt to earn profit before the contract settles (Anderson 1999). In other words, 

which conditions would create a more attractive view of the company – and how fair this would 

be for the bank, taking into account that the substance of the company would remain unchanged, 

however, the way to present information would be different.  

 

The concept with increased volume and quality of information is able to help the bank solve risk 

evaluation problems and as a result decrease credit risks. However, are intangible assets 

transparent and would either of the way of accounting decrease potential credit risks of the bank 

and if so which one: the traditional or non-traditional framework?  

 

Auditing as a tool is an efficient instrument to inform the owners about the state of the company. 

This is especially true when the concept of substance over form is applied. However, banks may 

perform field research similar to internal auditing and receive extra data on the company from 

the statements provided to the manager. Should the bank analyse accounts themselves or use 

some informal measures to pick out the right information?  

 

Summary of research problem 

 

1. Does accounting for intangibles matter for credit decisions of the bank? 

- Accounting for intangibles for lending decisions 
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- Accounting policy/conceptual framework for risk evaluation 

- Is the information on intangibles meaningful for the bank 

 

2. Measures to decrease the credit risks  

- Manual 

- Field-research/bookkeeping 
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7. Theoretical part 

 
Creditability: components, different approaches – 

the effect of intangibles and accounting for 

intangibles. The standard credit procedure: the 

manual, documents. Influence of accounting policy, 

recognition, and treatment of intangibles on 

solvency. Regulation of information on intangibles, 

its’ relevance for credibility.   

 

 

In this part the theoretical basis for the study is presented. The general risk evaluation at the 

banks and risk security are discussed. Banks’ credit activity is a complicated process and consists 

of a number of comprehensive procedures. There are certain criteria that companies are required 

to fulfil in order to be counted as credible: liquid assets, profitable operation and reasonable 

structure of the balance sheet. The ratios can be different within different accounting 

frameworks. This depends on the definition of liquidity, the contents of current assets, which can 

be different in various countries.  

 

Intangibles are a widely discussed issue in risk evaluation. Intangibles are the kind of assets that 

are first of all very specific to the kind of activity and can often only be used for the specific 

enterprise or a branch. This factor makes evaluation of intangibles individual and also more 

subjective. The fact that intangible does not have a physical substance and hard to realize make 

evaluation more difficult. Evaluation of intangible assets is a difficult task for the company itself. 

Since reliability of such information depends on the company and the auditor additional 

evaluation techniques can be required. This also depends on how optimistic the management is 

about each specific intangible and what the future aspirations are.  

 

Therefore, intangibles are a rather complicated issue for the bank. It can be therefore rather 

difficult to have a personal approach for evaluation of the company intangibles, which would be 

fair (GAO 2002). Therefore, banks had to choose the more general approach, the standard 

procedure using credit manual, which would treat most customers alike. However, the literature 

will be studied on the question of whether it is possible to decrease credit risks using such an 

approach. There is possibility to use secondary evaluation factors, or the so-called informal ones 

that are mentioned in literature but are not part of legislation. For example, the bank could work 

out its’ own technical analysis scheme for accounting, and narrow down the choice of procedures 

to those that are crucial for their credit activity. 
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7.1 Definitions 

 

The following terms are used in IAS 38 with the meanings specified:  

 

An asset is a resource: 

(a) Controlled by an entity as a result of past events; and 

(b) From which future economic benefits are expected to flow to the entity (IAS 38 2004) 

 

According to Financial Accounting Standards Board (FASB) Concept No. 3: the asset is 

supposed to generate economic value in the future, this indicates that the asset should bring 

positive cash flow. The resource should belong to a specific individual or a company. The 

control and the point of ownership of the resource are considered in the definition of an asset 

(Bergdahl Rutili Zuber 2002). 

 

An intangible asset is an identifiable non-monetary asset without physical substance (IAS 38.8 

2004). 

 

An active market is a market in which all the following conditions exist:  

(a) The items traded in the market are homogeneous;  

(b) Willing buyers and sellers can normally be found at any time; and 

(c) Prices are available to the public. 

 

Fair value of an asset is the amount for which that asset could be exchanged between 

knowledgeable, willing parties in an arm’s length transaction (IAS 38 2004). Fairness is often 

defined differently by the company and the auditor and therefore is often a case for discussions 

between the auditor and the clients. Such discussions can normally end up in persuading the 

client in a subjective manner. The auditor may also have difficulties giving an assured opinion. 

Therefore, “It is more important to present the state of things fairly than to follow 

recommendations and prescriptions” (Bergdahl Rutili Zuber 2002).  

 

Research is original and planned investigation undertaken with the prospect of gaining new 

scientific or technical knowledge and understanding (IAS 38 2004). 
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Development is the application of research findings or other knowledge to a plan or design for 

the production of new or substantially improved materials, devices, products, processes, systems 

or services before the start of commercial production or use (IAS 38 2004). 

 

Useful life is:  

(a) The period over which an asset is expected to be available for use by an entity; or 

(b) The number of production or similar units expected to be obtained from the asset by an 

entity. 

 

Relevance of information - Information has the quality of relevance when it influences the 

economic decisions of users by helping them evaluate past, present or future events or 

confirming, or correcting, their past evaluations (IAS Framework 26 2004) 

 

Prudence principle – The inclusion of a degree of caution in the exercise of the judgments 

needed in making the estimates required under conditions of uncertainty, such that assets or 

income are not overstated and liabilities or expenses are not understated (IAS Framework 26 

2004). Possible losses should be considered in accounting straight even though they may not be 

certain at the balance sheet date. Possible depreciation of assets should be considered during the 

period (IAS 38 2004). The principle should not go beyond the fair presentations: in other words 

the two principles should not conflict with each other. Therefore, it is not allowed to deliberately 

depreciate the assets and appreciate the values of liabilities by any reason.  

 

The intangible is a unique asset for the individual company: it is though only of value for the 

company that generated it (Bergdahl Rutili Zuber 2002). Since there is no market to evaluate the 

intangible more fairly – intangibles are evaluated historically.  

 

Goodwill – is a future economic benefit arising from assets that are not capable of being 

individually identified and separately recognized (IFRS 3.A 2004) 

 

An impairment loss is the amount by which the carrying amount of an asset or a cash-

generating unit exceeds its recoverable amount (IAS 36 2004). Impairment - is the concept of 

impairment is related to the requirement that goodwill should not be stated on the balance sheet 

at its’ carrying amount that is higher than the value of the future economic benefits that it is 

expected to generate (recoverable amount); if this latter value is lower, the asset’s balance sheet 

value is said to be impaired and should be reduced. This loss is charged in the income statement 
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(Flower Ebbers 2000, p. 336). Conversely, if the recoverable amount from the previous year was 

significantly higher than the carrying amount, then there is no need for another test unless there 

has been a significant change of circumstances (Flower and Ebbers, 2000, p. 370-1). The 

company should in accordance with IAS 36 test the intangible assets for impairment at least once 

a year. Impairment of goodwill - an entity should be required to test goodwill for impairment 

whenever there is an indication of possible impairment (IAS 36 2005). 

 

Bankruptcy – a legally declared inability or impairment of ability of an individual or 

organization to pay their creditors, a legal declaration that the liabilities of a proprietor 

(individual), partnership, or corporation are greater than assets (Wikipedia 2005). 

 

Solvency - capability of the company after a certain period of time to cover its’ liabilities. Risks 

with credibility can be pointed at by the structure of the balance sheet or defined by a number of 

factors, among which there are profitability ratio in a combination with liquidity ratios (Jacobs 

2001).  

 

Creditability – deserving a financial credit (Lavrova 2000) due to the structure of financial 

reports and other additional factors which may influence it.  

 

Accounting policy – The specific principles, bases, conventions, rules and practices applied by 

an entity in preparing and presenting financial statements (IAS 8.5 2004). 

 

Liquidity of an asset – is the availability of sufficient funds to meet deposit withdrawals and 

other financial commitments as they fall due (IAS 30.7 2004 IAS Framework 16 2004). In other 

words, it is the capability of the asset to become cash. Assets can often be ranked and put in 

groups in accordance with the following factor, in other words, how easy it is to convert assets 

into cash. 

 

Liquidity risk – is the risk that an entity will encounter difficulty in raising funds to meet 

commitments associated with financial instruments. Liquidity risk may result from an inability to 

sell a financial asset quickly at close to its fair value (IAS 32.52 c) 

 

Profitability – profit measured to other balance sheet components: for example, to equity or 

fixed assets (Lavrova 2000). In wider terms it is ability to generate profit with main activity.  
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7.2 Accounting for intangibles and its’ role for the bank 

 

In the 1970s the World economy experienced a shift from being production-oriented towards 

being service-oriented. This was lead to an increase in the volume of intangible assets. A large 

number of so-called “virtual companies” appeared on the European market, whose materiality is 

rather weak. We can probably be talking of an “intangible era” (Chou 2000). This is one of the 

reasons for why a change in the attitude towards intangibles by the credit institutions is required, 

in other words allowing them on the balance sheet, and partly accepting them as liquid assets. 

Under conditions of the changed environment there is a need to apply different evaluation 

techniques. Whereas in the future a large number of companies will be service, human capital 

and research oriented. Intangible capital will surely be present more and more (Paterson 2004). 

Investments in, and awareness of the importance of intangible assets have increased significantly 

in the last two decades (Paterson 2004).  

 

 

7.2.1 Treatment of intangibles 

 

The two ways for intangibles have been named counting them as either costs or assets. It is also 

partly explained by the nature and the essence of intangibles that they cannot be either touched 

or seen and therefore make it difficult for evaluation and control. The accountant may choose 

either of the approaches towards intangibles – each of the approaches can be approved by the 

auditor. It is a kind of an instrument in the hands of the company management. This can be 

explained by the company strategy that is chose by the management.  However, exploiting such 

strategies can be dangerous. A well-known company World Com was capitalizing all their 

intangible costs, which had an effect on the balance sheet (Nosov 2005). This had an effect on 

profitability ratios, since it changed the balance value and the equity value.  

 

Another company, the Swedish Ericsson in the year 2003, on the opposite, was treating their 

intangibles, including those that tended like assets, as costs in the income statement. The 

company showed less profit and this had an effect on the P/E and profitability. Similar results 

can be achieved by using accounting policy applying the prudence concept in evaluation of 

intangibles, since it has an effect on equity. The effect on equity is very important for example, 

for the Anglo-Saxon and so-called equity-oriented model. This is considering that equity is 

defined as a difference between assets and liabilities. Therefore, equity depends on the size of 

both assets and liabilities, how they are evaluated. However, there is a major problem with the 
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evaluation of intangibles since there is no current market for them and therefore they are difficult 

to control.   

 

The traditional way to treat intangibles, especially the least liquid of them, the type of goodwill 

intangibles, is to make them a cost in the income statement. Anyway intangibles tend like costs. 

This would have a negative influence on the cash flow, also on the income statement and income 

distribution statement. Whereas, the intangible-friendly trend would increase the balance value 

towards equity. Equity proportion on the balance sheet, also known as solidity is a ratio banks 

consider in their credit activity with companies. Moreover, the ratio is known as financial 

stability ratio. This is why the choice of methods on how to treat such assets and how to evaluate 

them is essential for the company capital structure. Even though the auditor would allow a 

certain balance value, the liquidity of the balance sheet is often questioned (GAO 2002).  

 

 

7.2.1.1 Treatment of intangibles as costs  

 

The continental approach in accounting predisposes that intangibles tend more towards being 

costs (ACCA 1.1 2004). According to IAS 38, if the intangible does not meet both the definition 

and criteria for the recognition the expenditure should be recognised as an expense when it is 

incurred. An enterprise is neither permitted to include this expenditure in the cost of the 

intangible asset at a later date (IAS guide IAS 38 2005). At the same time taking intangibles as 

cost agrees with the prudence concept. And the prudent balance sheet decreases its’ value.   

 

Heavy intangible income-statement can raise questions, however, not as much as if it were a 

question with the balance sheet.  Intangibles in the income statement could indicate a prospective 

company. Extra questions may, however, be asked about the costs (Catasús 2001). Capitalisation 

of intangibles is possible if it is evident that the intangible falls under the definition of an asset 

that it is going to generate future value and the recognition criteria. Otherwise, they should go 

through the income statement, since they tend towards being costs (ACCA 1.1 2005) and should 

normally go through the income statement.  
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7.2.1.2 Treatment of intangibles as assets  

 

In question are such intangible posts as development, for example. Alternatively, these posts can 

be capitalized and therefore be seen on the balance sheet (Catasús 2001). For example, some 

internally developed computer software can be recognised as internally generated intangible 

(IAS guide IAS 38 2004). The approach is closely related with understanding and accepting of 

the fact that the intangible is going to generate value in a longer period than one year.  

 

On one hand, with the increased complexity of transactions, the economic life of assets may 

decrease, since there is constant need to change assets. The value is generated more quickly.  

However, a number of companies are involved in the new type of operational activity which 

involves, for example, R&D. The asset becomes a cost – and how quickly it does can depend on 

either the chosen policy or exact regulations. According to Russian GAAP and the legislation on 

Russian financial statements (Tax code II 258-2 2005) companies are allowed to include the 

R&D among assets and to write them off during the economic lifespan of the asset. In case the 

economic life of the asset can not be defined the period is taken 10 years. However, it is possible 

to prolong the amortization period if needed; the information on it should be given in a note. 

 

In order to capitalize the intangible management is supposed to evaluate future benefits fairly 

and also provide data that can verify it externally. However, there is a possibility to capitalize 

even future costs, which are concerned with either internally generated intangible. This is due to 

the fact that such costs can be difficult to set apart from the intangible. While capitalization of 

such items, the company becomes more stable, with better equity ratios. However, on the other 

hand, equity return decreases since the value of this equity grows. That is the reason for why 

solvency does not depend on one single ratio, but rather on a number of interdependent criteria. 

In case of capitalization, the process that increases equity the bank manager may be more 

attentive to the contents of those intangibles that are seen on the balance sheet. This may create 

suspicions that capitalisation is made for a specific reason. It can be difficult to convince the 

bank that the particular post is actually an asset.  
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7.2.2 Recognition of intangible assets 

 

It is required by the IAS 38 that an intangible asset is recognised initially, at cost, in the financial 

statements if it meets the definition of an asset (IAS guide IAS 38.39 2004). It is probable that 

the future value that is attributable to the asset will flow to the enterprise and that the cost of the 

asset can be measured reliably. This requirement applies whether an intangible asset is acquired 

externally or generated internally. IAS 38 also includes additional recognition criteria for 

internally generated intangible assets. It follows from the recognition criteria that all expenditure 

on research should be recognised as an expense. The same treatment applies to start-up costs, 

training costs and advertising costs (IAS guide IAS 38 2004). IAS 38 specifies cases with 

business combinations, such as acquiring software in process. It is emphasised that an intangible 

does not always meet both the definition and the criteria for an asset.  

 

This statement indicates that there is a difference in evaluation of various intangibles. Among 

intangibles there are such that can be more easily recognized as assets and those that do not fit 

the criteria. Recognition is often based on liquidity. Intangible can also be an object for 

professional judgement and can vary in terms of liquidity. For example, according to the IAS an 

education expense is hardly an intangible asset since it is difficult to ensure whether this 

particular expense or the educational service is going to generate future value. Such an attitude is 

due an opinion that organizational activity under conditions of modern economy is a continuing 

perpetual process. This goes along with the consistency concept in IAS. Therefore, the future 

value from the use of a particular cost can only be received in the short run. 

 

According to Swedish GAAP, the recognition criteria for such assets are rather strict (Rutili  

Bergdahl Zuber 2002). In other words, the use of such intangibles should be verified, that the 

company is definitely going to use the assets in question. How and what kind of benefit it is 

going to generate for the company should be calculated. An intangible asset does not have to be 

separated from other assets in order to be identified, it can also be in combination with other 

assets and still the company may identify it and the future benefit it is going to be generated 

(Bergdahl Rutili Zuber 2002). Such a benefit should be greater than the acquisition costs for the 

asset. There are larger possibilities within Swedish GAAP to generate intangible capital then 

within the IAS. Some expenses, which are concerned with intangible assets, may finally end up 

on the balance sheet, according to the Swedish GAAP.  
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7.2.3 Measurement of intangible assets 

 

When the intangible has been recognised as an asset in the financial statement, it should be 

measured in accordance to the following methods: by benchmark treatment where it would be 

evaluated historically and amortised. Goodwill considers impairment tests that would be run by 

the company in order to possibly decrease the price of the asset and evaluate it fairly and 

prudently. It is also, according to the IAS 38, possible to revalue the assets and possibly increase 

the value of the asset, however, only if the fair value can be determined by referring to an 

existing market (IAS guide IAS 38.50 2004). It would be in practice difficult to do so, since 

active markets are often not present for intangible assets. Amortisation of intangible asset takes 

place during the estimated economic life of the asset.  

 

The IAS does not allow the infinite life for an intangible asset, though it is presumed to be not 

more than 20 years from the date when it became available for use. However, the IAS 

acknowledges that in some rare cases it is still possible to extend the useful life of the asset over 

20 years. In such cases, the company should depreciate the asset over the estimated time, over 

the useful life. For such intangibles as human capital, trademarks customer loyalty and patents it 

is difficult to estimate economic life. This is also part of the reason why the IAS treats such 

intangibles in the income statement. It is also difficult to find an alternative price for an 

intangible, as in case with a tangible. 
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7.2.4 Treatment of goodwill  

 

Acquired goodwill is often defined as a company’s reputation and formed by paying extra for the 

company’s share capital. It is by essence intangible, however, is different from usual intangibles 

and is always shown separately. Treatment of goodwill is a controversial issue. Among the major 

changes incurred by the IAS is that goodwill will no longer be amortized, it will be depreciated 

after impairment (IFRS 3 2005). In practice it is amortisation, since goodwill often is often 

amortised over a specific period of time and also linear amortisation is applied. However, in 

textbooks it often says that goodwill is amortised after impairment, however, literally 

impairment is a difficult task and in practice happens very seldom (Chernov 2004).1 According 

to IFRS 3, goodwill will at least once a year undergo impairment, also in accordance to IAS 36. 

In theory impairment amount is an area of accountants’ professional judgement.  

 

It can be happen that goodwill is shown on the balance sheet for a considerably long time, 

besides it will not pass the income statement as much, which implies an amelioration of the 

company operational income in the income statement. If and when reduced, the loss will be 

charged to the income statement, which will have a negative influence on the cash flow, one of 

the ratios that the bank closely watches. In turn profit per share will augment, hence increasing 

company value.  Goodwill being the least liquid of all intangibles (Hrisak 2001) may potentially 

generate value for the company but it may hardly be used as security of loans. In practice 

goodwill will be no longer be amortized (IFRS 3 IN7G). There are two inter-dependent reasons 

for impairment of goodwill after an impairment test. First of all, goodwill may remain among 

assets during a considerable period of time; secondly, capitalisation has an affect on credit 

attractiveness of the company.  

 

Unlike current practices within the continental framework, purchased R&D-in process should 

not be recognised as an expense immediately at the date of acquisition but it should be 

recognised as part of the goodwill at the date of acquisition and amortised according to IAS 22. 

It is though possible that it may meet criteria of an asset. And in that case it would not be treated 

separately, but the regulations for the assets would apply. To avoid recognition an intangible as 

goodwill that is similar in nature, amortisation requirements for goodwill in IAS 22 Business 

Combinations are similar to those in the IAS 38. Neither can internally generated goodwill be 

recognized as an asset according to the Russian GAAP (PBU 14/2000-4 2005).  
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7.2.5 Info on Intangible assets in IAS  

 

Here, I am presenting the information on intangibles required by the IAS. Firstly, the cost of the 

intangible or the price at which it was acquired is required for segment disclosures in IAS 14. 

IAS 38 applies to all intangible assets that are not specifically dealt within other accounting 

frameworks. It also applies to expenditures on advertising, training, start-up and R&D. 

According to IAS 38, information on economic life of an intangible exceeding the usual 20 years 

should be disclosed as well as the factors that played a significant role in determining this useful 

life. These disclosures on intangible assets should create a possibility for the users to understand 

the types of assets that are recognised in the financial statement and the changes in their book 

value during the year. IAS 38 also requires disclosure of the amount of R&D expenditure 

recognised as an expense during the year (IAS 38 2004).  

 

What kind of information about intangibles should be included? Information should be 

meaningful for the users. It can be difficult to supply the great variety of users with highly 

specific information on the posts in the statement. However, it is possible to generalise and 

combine data and provide information that could possibly satisfy a wider scope of users. There 

are so called qualitative criteria to the information in the financial statements, such as importance 

of information – whether it can change decision making, and whether it should be included in the 

financial statement (Bergdahl Rutili Zuber 2002).  

 

IAS conceptual framework gives some qualitative criteria that information and the process of 

providing it should fulfil. Providing information should be economically reasonable (IAS 

Framework 26, 31 2005). Therefore, not all information that can potentially be important for 

various types of users will be provided. It should not be too costly to give information: that is, 

benefit should be drawn from the use of information, which should exceed the cost of producing 

it (IAS 1.11 Framework 2005). This is true even if the presentation of information would be 

crucial for the users but too expensive to be produced since the use of it would not cover the 

costs to obtain it. The information should be relevant. This means that it should be able to 

influence decision-making and that it would be possible to draw conclusions about the future on 

the basis of the information. It should be time-relevant, information should not be outdated and 

therefore be useful for decision-making (Bergdahl Rutili Zuber 2002).  

 

                                                                                                                                                             
1 According to IFRS 3, which became available in 2006 goodwill is no longer amortized.  
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Reliability of information means how well it illustrates reality. The information should be 

neutral, free from bias – it is a requirement to present reality in the best possible way even 

though it can be difficult to decide what should be expressed. Comparability is another important 

concept, according to the IAS. Various accounting posts should be comparable – it is needed to 

provide greater transparency (IAS 29.2-3 2005). Surely all these characteristics are crucial for 

the credit activity and transparency and therefore important for the bank. But the data on 

intangibles is often either irrelevant or insufficient.  

 

The relevance of information for decision-making can be characterised in terms of transparency. 

In other words, if within IAS the companies would provide more relative information to the 

banks, greater transparency can be achieved. In that respect the definition of the equity is going 

to undergo changing and the attitude towards intangibles will be different. Banks may use other 

methods to evaluate the company. Performing an independent audit is a costly process, as 

already has been introduced, since it requires a more personal approach to the problem solving. 

However, when the amounts are large – risks should be treated attentively. Information provided 

to the bank is often irrelevant, can mislead the bank and create grounds for the bank to make 

irrelevant decisions. Increased volume of information does not always assist risk minimisation.  

 

Quoted companies can provide greater volume of information to the bank. It is often a general 

ideology that quoted companies are normally run professionally and can give comprehensive 

information on all the posts in the statement and support them with relevant documentation. 

Intangibles may not have a market and the auditor’s role is to judge on upon intangibles. 

Therefore, by gaining access to extra information on intangibles, the bank officer is likely to 

allow some of them on the balance sheet. Talking about education expenses and training, it is 

hard to be sure, whether the employee has received the required skills after the expensive 

education process – this has been proved through earlier studies (Smith 1975). Therefore, 

personal approach is needed.  
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7.3 Solvency 

 

7.3.1 Key credibility factors 

 

Credibility is the believability of a statement, action, or source, and the ability of the observer to 

believe that statement (Wikipedia 2005). It indicates which resources are financing the 

company’s main activity. Solvency indicates capability of the company after a certain period of 

time to return a credit or a loan given to it. Much attention in this respect is drawn to assets and 

liabilities, their value and liquidity. Alternatively, analytical procedures can be used to evaluate 

solvency, such as calculation of equity ratios, comparing liability posts against various asset 

posts and so on. Basically, the definition of solvency allows risk evaluation for the bank’s 

investments. A correct choice of approach allows also risk minimization - this is the main reason 

for the calculation of this ratio.  

 

Credibility is a term that can be defined differently, considering local attitudes in different 

countries. As far as the solvency evaluated on the structure of the balance sheet is aware - in 

some countries there are even normative criteria for equity ratios. There are normative ratios 

which going below would indicate potential bankruptcy and indicate that the company is not 

credible and would not be able to cover its’ liabilities (Decree 367 2003). For the creditor it 

would mean a risky investment. In fact, on the other hand not investing would mean risk 

avoiding. Therefore, correct calculation of solvency can help the creditor to minimize credit 

risks. Every credit institution works out independent criteria and measurements risk evaluation.  

 

The evaluation can in fact be rather subjective and can consist of a large number of independent 

criteria both objective and subjective. Solvency ratios can be calculated by managers themselves. 

However, in practice it is often used in order to evaluate potential investment risks. Such are the 

risks of the so-called type “A” risks (Catasús and Gröjer, 2003). Investing can be risky because 

of crediting companies that are in fact not credible, not capable of paying back the credit. The 

chosen approach, however, with avoiding risky investments does not resolve the so-called class 

B risks. By class B-risks the following is meant: avoiding situations of neglecting a loan to 

companies with unsatisfactory balance sheet structure, but profitable operational activity and 

high potential. Therefore, complex, comprehensive evaluation criteria are worked out, which 

include a number of factors: liquidity ratios, the structure of the balance sheet and profitability of 

the operational activity (Catasús and Gröjer, 2003). The following four aspects should be taken 

into account when defining credibility of the company:   
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1. Liquidity ratios (total ratio, quick ratio, current ratio, and debtors to total assets) 

2. Relation of equity to total assets (equity to loaned capital) 

3. Profitability and turnover ratios (return on sales) 

4. Return on shareholder’s equity 

 

The normative criteria for the ratios can be set in legislative acts as for example, in the Russian 

bankruptcy law №498 from 1994. Calculation of solvency is based on calculation of current 

liquidity and equity to current assets. On the basis of the calculated ratios the structure of the 

balance sheet can be counted as either satisfactory or unsatisfactory. The structure is 

unsatisfactory when liabilities are below the value of the debtors. Such a situation can indicate 

that even if the debtors are covered in time the cash will not be sufficient to cover all liabilities. 

Analytics can note a possibility to decrease solvency ratios, and predict possible problems with 

solvency. Conclusions can be drawn regardless the legislative or normative ratios or criteria for 

unsatisfactory financial situation.  

 

The structure of the balance sheet is considered unsatisfactory when the company would not be 

credible due to the structure. Another example is when the company is mostly financed by 

loaned capital and the relation between equity and loaned capital is unjust while equity consists 

partly of illiquid assets. The concept indicates that the assets do not meet creditors’ requirements 

to cover liabilities in time. It is often linked with liquidity of assets since liquidity regulates or 

defines capability of the asset to generate cash value.   
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7.3.2 Liquidity ratios 

 

There are criteria which are based on liquidity of assets, the balance sheet and the company as a 

whole. Liquidity ratios characterize capability of the company to satisfy the requests from the 

short-term debtors. This indicates potential capability of satisfying requests from the creditor to 

pay back. In other words, if the bank would request the money immediately and the company 

would not be doing well; there is a risk of bankruptcy. It can be concluded that the company 

would be able to return the cash to the bank by means of realizing its’ assets (Fischer 1998). 

Liquidity indicates how quickly and easily the assets become cash. In other words, solvency can 

also be used in predicting possible crisis or bankruptcy situations, calculating their probability 

and the degree of the negative outcome. The conclusion can be drawn that if the company is a 

potential bankrupt or the structure of the balance sheet points at it – the company is not counted 

as credible and therefore, should not be given a loan.  

 

The information for the calculations is normally taken from the balance sheet and the financial 

statements. There are some secondary aspects that are not always normative but can be used for 

evaluation and predicting possible crisis situations. The calculations are never 100% correct, 

however, the more ratios are included and the more evaluation criteria they consist of, the more 

precise figures can be received. Some of the factors are subjective and are not normative, since 

they cannot be used as a rule and only have a recommendation character.  

 

Some of criteria are used more often for indicating possible risks. The ratios can be affected by 

accounting practice, when it concerns treatment, recognition, evaluation and amortization of 

intangibles. This area is a part of the auditor’s professional judgement but the creditor may still 

evaluate accounting and make own judgments about it, possibly based on other factors, than the 

auditor’s evaluation such as fraud analysis (Collins 2001). Some ratios do not include intangibles 

in the formula. However, this essay deals with solvency criteria that can be affected by 

accounting for intangibles and accounting policy for intangibles. 

 

Assets are often presented in terms of liquidity depending on some of their special features. The 

liquidity of assets is regulated in credit manuals, for various cases and diverse branches. For 

example, in a book by Kondrakov “Financial analysis” the assets are categorised in terms of 

liquidity from most to least liquid. Depending on whether the asset is leased by the company or 

owned, loans can be secured by the assets and define the maximum loan that can be granted. 
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Intangible assets can sometimes also be leased by other parties. The chart will be presented in the 

following chapter when the credit manual will be discussed in more detail.  

 

Intangibles can be ranked in terms of liquidity. For example, development is easier to realize 

than goodwill, therefore, it is more liquid (Hrisak 2001). An asset can be separate from other 

assets, like a right to produce certain type of goods. In that case it can be possible to count 

illiquid assets as partly liquid and therefore transfer them from one liquidity group to another. If 

it is possible to create reliable data about intangibles, accounting for intangibles does matter for 

credit decisions (Catasús, Gröjer 2003). Intangibles can be a part of operational and current 

assets, however, the nature of intangible assets, according to the definition, can define liquidity.  

 

Intangibles can be included in the calculation of liquidity ratios and some other solvency ratios. 

Intangibles are usually followed by slow-moving fixed assets, since they can have a special 

character of satisfying only some specific type of operational activity and may not be applicable 

to other activity. For example, development as a result of some sort of internal research which 

has been performed earlier in the company, can be capitalized (IAS 38 2005). Current assets are 

more liquid than fixed assets, however, the buyer may not necessarily be present in the market 

and the goods generating intangible may be produced specifically for the buyer. It can happen 

that the buyer goes bankrupt and in that case operational assets can also be difficult to realize 

especially if the buyer is a specific major customer. Next on the list is normally debtors, the 

quality of the debtors and other receivables should be analysed. The most liquid is almost always 

cash, however, considering external factors, such as inflation, for example. Under conditions of 

hyperinflation, the real goods are normally more stable in money terms.  

 

In the Financial Analysis (Kondrakov 2004) ranking of assets was presented. The balance sheet 

posts were classified as A1, A2, A3 or A4 for assets and P1, P2, P3 and P4 for liabilities.  

 

A1 – cash and short-term financial investments 

A2 – short-term debtors and regulation posts 

A3 – stock, VAT, long-term debtors and financial investments 

A4 – intangibles and fixed assets 

 

P1 – most current liabilities: creditors, dividends, and liabilities “on air” 

P2 – Current loan 

P3 – Long-term creditors, reserves, future dividends 
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P4 – Equity and reserves 

 

It is considered for various types of liquidity that the A1 should exceed P1 in order to be 

acceptable (Gromova 2002). The criteria for other ratios can be different. Current liabilities are a 

combination of P1 and P2.  

 

It can be seen that in the table intangibles are considered illiquid or difficult to realize. On the 

other hand there are companies, Coca-Cola, for example, that has intangibles that are not visible 

on the face of the balance sheet. It is though a stable company with stable profits; it surely has a 

large goodwill or reputation. And if it went through the balance sheet, equity would look 

differently, as well as the P/E ratio, equity return and other credibility ratios. It is evident that an 

increase in equity can have a positive impression on the credit manager. In question with Coca-

Cola it would hardly raise questions and doubts about the quality of those assets. Information on 

Coca-Cola is available in the market. Like in any situation, it is possible that the auditor accepts 

intangible assets but the bank may raise extra questions about them. Depending on this 

information, the manager may rank intangibles in terms of liquidity.  

 

Liquidity ratios can be different depending on the number and the types of assets they include in 

the calculations.  Total liquidity ratio – shows the proportion of short-term liabilities that can be 

covered by cash, cash equivalents, investments in shares and deposits - in other words, by most 

liquid assets. The ratio is calculated as: 

 

TR = Cash + Short-term financial investments/Current liabilities 

The recommended values lie between 0.2 and 0.5 (Sokolov 2004) 

 

For total liquidity A2 should exceed P2, A3 should exceed P3, however, it is not required that 

A4 exceeds P4. It can be generalized that total liquidity concerns only the relation of cash to 

current liabilities (Sokolov 2004).  

 

Acid test ratio or quick liquidity ratio shows the relation between most liquid current assets 

(cash, debtors and short-term financial investments) and current liabilities. The recommended 

value is over 1 (Keasey 1986). Quick ratio is calculated as: 

 

QR = Cash + Current investments + debtors/current liabilities  

The recommended value lies between 0.3 and 1 
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Quick ratio is a relation between two most liquid groups of assets and current liabilities: cash and 

debtors to current liabilities.  

 

Current liquidity ratio is received by dividing current assets by the current liabilities. The ratio 

indicates whether the company has sufficient means to cover its’ short-term liabilities. According 

to the international practice, the value of this particular liquidity ratio should lie between 1 and 2. 

The lower limit can be explained by the fact that the value of current assets should at least be 

sufficient to cover short-term liabilities. In the opposite case the company can be at threat of 

bankruptcy. In a number of European countries the ratio of current liquidity is considered 

satisfactory if its’ value is fixed at 2 or above (Collins 1979). It is not a positive tendency when 

current assets increase much quicker than current liabilities, neither when they are over 3 times 

the size of current liabilities. This would point at irrational structure of the assets. Current ratio is 

calculated according to the formula (Keasey 1986): 

 

CR = Current assets/Current Liabilities  

The recommended values are between 1 and 2 

 

The calculated value of the liability ratio can be compared with the normative one and loss of 

solvency can be calculated. The critical value 2 is taken from the international analytical 

accounting practice. For current liquidity A1+A2 should exceed P1+P2. However, it is calculated 

as a relation between all liquid assets and current liabilities. All groups of assets except for 

illiquid assets are taken in this category (Sokolov 2004).  

 

CrLR = Calculated CR/Normative CR – shows the risk of decrease in credibility in the future. 

The normative value is usually taken as 2. The received equation value should not be lower than 

1. If the value goes below 1, it can indicate that the company would not be able to cover all 

liabilities.  

 

Solvency can be evaluated by the current assets ratio, which can be calculated as: 

 

Rca = share capital/current assets in stock and other assets (Keasey 1986). The ratio 

characterizes the total value of share capital. It is usually considered that the value of the ratio 

should not be below 0.1 in order to keep the structure of the balance sheet satisfactory.  
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7.3.3 The creditability formula: prediction of bankruptcy 

 

The key players and users of evaluation techniques are banks, risk-companies and other 

creditors. The Central bank of Russia performs rating activity for Russian companies, since this 

sector of economy is controlled by the state. Solvency is calculated using a formula that can be 

different for various branches. The University of Irkutsk in Russia and the State Minnesota 

University in the US have worked out the normative ratios and formulas for calculating solvency 

for different branches of industry. The formulas are taking into account the specifics of local 

external environment.  

 

In Financial analysis (Sokolov 2004), solvency calculations based on profitability, liquidity and 

equity ratios are analysed. Profitability can be related to the operational activity, liquidity, 

accounting policy and equity to the structure of the balance sheet. The three key components are 

included. The actual calculation was proposed earlier by other scientists.  

 

One method to calculate solvency was offered by a famous western economist Edward I. 

Altman. The solvency index was based on the multiple-discriminant analysis – MDA and allows 

identifying potential companies that are likely to go bankrupt (Wood 1987). While calculating 

the ration, Altman analysed 66 industrial enterprises, half of them went bankrupt between 1946 

and 1965. The other half was operating successfully. He analysed 22 analytical ratios that could 

be useful for predicting possible bankrupt situations. Out of those ratios he took five most 

important ones for the analysis and built a multi-factor regression equation.  

 

The Altman index is a function of several indicators, which characterise economic potential of 

the enterprise and the results of its operation for the period. Generally the credibility index has 

the following form: 

 

Z = 3.3*c1 + c2 + 0.6*c3 + 1.4*c4 + 1.2*c5  

 

The formula can be calculated according to the following algorithms. The figures are put in table 

and ranked on the basis of the results. Then the figures from each category go through a 

multiplier and are put together. 
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c1 = profit before interests and taxes/total balance value 

c2 = sales/book value 

c3 = share capital and reserves (market value)/loaned capital 

c4 = re-invested profit/book value 

c5 = free share capital/book value 

 

 

The critical value of the Z-index was calculated by Altman statistically and was equal to 2.675. 

The solvency indexes for various enterprises are compared with this index. This allowed drawing 

a line between enterprises and making judgment for 2 or 3 years ahead about potential 

bankruptcy for companies when the Z index is below 2.675 and rather stable financial situation 

for the others, when the Z index is over 2.675 (Wood 1987).  

 

This method had one disadvantage. In reality it could only be used for big enterprises, quoted on 

stock exchange. Since just for such companies it is possible to get an objective market value for 

the share capital and reserves and calculate c3. However, in Russia the method is also used, 

especially by the oil companies (Makarenko 1995 2 p10). 

 

British scientists Taffler and Tishaw worked out their own model for calculating solvency in 

1977. The model was based on four factors. In the empirical part of the study, comprehensive 

analysis of liquidity ratios and those presented in this part of the theoretical study will be 

performed (Wood 1987). 
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7.4 Credit risks and loan security: manual 

 

It is interesting to take at look at the credit manual: it includes the general procedures for 

processing applications and a general plan of action for the credit manager. At the same time it 

allows freedom for professional judgement. The manuals are based on legislative acts and the 

instruction given by the bank management, where each bank may set the level of risk they are 

ready to accept.  

 

An operational structure aims at minimizing activity risks – banks are no exception in this 

respect. At average a middle-sized bank branch in Sweden would process over 200 credit 

applications each year. During the short time it would be difficult to consider all the possible 

risks for each individual client. Analysing every individual financial statement in detail is a time 

consuming procedure. Therefore in questions of accounting creditors trust the auditor. Banks had 

to choose a standard procedure, which goes strictly along with a credit manual. The manual 

treats companies with little diversification. The diversification can be for branches of industry, 

for example.  

 

The bank may also want to see the cash flow statement which illustrates the company’s 

operational activity. Bank risks are measured in terms of client solvency. The company may 

apply so-called window dressing techniques. However, in that case, the company is putting itself 

at so-called “candied” risk (Kondrakov 2004).  

 

The accounting profession is constantly improving the risk theory and approaches for credibility 

evaluation. A seminar devoted to the behaviour of enterprises under conditions of risk and risk 

management was hold in Stockholm. An International association of researchers and experts who 

work in this field is now created. Credit risks and the risks of small and middle-size enterprises 

are paid close attention to (Stockholm 1999). On the other hand, there are risks a company takes 

by taking a loan knowing it would not be able to pay back, or hoping it will pay it back without 

reasonable assurance. Therefore the company that is not credible is creating a risky situation for 

itself. This risk is forwarded on the bank, which means risky investment for the bank. 
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7.4.1  Analysis of credit applications 

 

Credit risks are concerned with a large number of individual projects. There can be a large 

number of approaches and ways to treat individual applications. The manual often does not 

concern evaluation of liquidity for the whole balance sheet or the company in question. It often 

concerns liquidity ratios for certain types of assets. In Vakhrushina’s book Internal Accounting a 

chart with assets’ liquidity used by the bank for risk evaluation and securing investments is 

presented. However, the chart comments that items of an intangible nature cannot be counted as 

secure for crediting. When risks are evaluated intangibles are normally deducted towards capital 

and reserves (Ryan 2002, p. 24).   

 

I am presenting the chart that was taken from the Russian Bank AKA credit manual, given in the 

book Financial Analysis by Kondrakov. It can be seen from the chart that the most liquid assets 

are cash and deposits.  

 

ASSET EVALUATION LIQUIDITY PRICE 

STABILITY 

CONTROL 

EFFICIENCY 

MARGIN 

REQUIRED 

Real estate Easy Usually 

liquid 

Rather stable Usually 

efficient 

Medium 

Shares Easy Usually 

liquid 

Changeable Usually 

efficient 

Medium/larg

e 

Current 

assets 

Some 

difficulties 

Usually 

liquid 

Rather stable Difficult to 

control 

Medium/larg

e 

Cash 

deposits 

Easy Liquid  Stable Usually 

efficient 

Low 

Depreciable 

assets  

Some 

difficulties 

Low liquidity Rather stable Usually 

efficient 

Medium/larg

e 

Guarantee 

letters 

Difficult Low liquidity Changeable Difficult to 

control 

Not valued in 

figures 

 

Almost all other assets, including fixed assets and shares are considered equally less liquid. 

Efficiency is also taken into account. Price stability can be important in economies with high 

levels of inflation. Liquidity is an important ratio for the bank since they have to be aware 

whether the asset is secure enough, in other words, whether it can easily be sold on the secondary 

market. The most usual form of securing the loan is a tangible deposit, in other words, the right 
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of the bank to own a part of property until the loan is returned. Banks can require a detailed 

description of the property in question (Petrov 2001).  

 

The manual suggests the way to treat intangible and other assets. Depending on the character of 

the transaction, evaluation criteria may change. For example, for long-term loans financing 

certain projects assets such ratios as profitability of the project and the book value of the 

company assets, including intangible assets can be mentioned. Real estate, belongings, 

equipment, vehicles, inventory, shares, bank deposits and other holdings can be named. The 

ratios evaluated by the bank are the level of liquidity, price stability of assets in question and 

efficiency control (Anderson 1999).  

 

When considering a loan given for financing current assets – operational activity will be taken 

into account (Petrov 2001). The reason for taking a loan and the amount are crucial. There 

should be no loss. The manual can regulate the maximum amount of loan. The analysis of 

profitability and the cash flow are the main means of evaluation of solvency. At the same time, 

special attention in the manual is paid to capital structure and quality of assets. Realistic 

evaluation of liquidity and the cost of assets are crucial for risk evaluation. Cash and other most 

liquid assets should be paid closer attention to. (Petrov 2001).  

 

The value of the fixed assets and current assets should be considered. It is common practice that 

the credit manager raises questions about the contents, the quality and the evaluation methods of 

intangibles and other assets. Current assets can normally be sold at their book value, whereas the 

fixed assets are usually not easy to realize and the amount received from selling such assets, can 

be different from the book value. For example, real estate, confiscated from the client is not 

always easy to realize at the credit value. When liquidation takes place the price of both current 

and fixed assets may decrease. When fixed assets are evaluated, liquidity should be considered, 

whether the assets are liquid enough on the active market, if such one exists (IAS 16.50 2004). 

The evaluation practice for the assets used by the company should be analysed by the bank.  

 

The contents and the evaluation of liabilities are also paid attention to in the manual. The 

auditor’s function is to evaluate bookkeeping procedures and make notice of the quality and 

presentation of financial statements. However, even though the auditor may have expressed a 

positive opinion this does not provide an absolute certainty that risks are eliminated. Outcome of 

possible court cases, for example, may also have a strong effect on both assets and liabilities 

(Petrov 2001). However, some of the liabilities that are shown in the balance sheet may not be 
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covered or coverable while the company supports its current level of operational activity. For 

example, tax and wage liabilities, in case the company would decrease or discontinue activity.  

 

Loan security is crucial and plays an important role in the evaluation of solvency according to 

the manual. Loans can be deposited explicitly or implicitly, in other words, issued against a 

deposit. In Russia, for example, the legislation is rather complicated when it concerns realization 

of the deposits (Civil code I-350 2005). The creditor can come across problems of other kind, 

such as liquidity of those assets. The assets should normally be realized as quickly as possible, 

since if the selling costs are high, and liquidity decreases with time. It should be noted that 

evaluation of potential selling price for the asset is a controversial and a difficult process. 

Especially, when it concerns assets for which the secondary market is non-existent.  

 

The price of the item should be re-considered regularly in order to cover the credit risk at any 

possible time. The bank should have a number of independent experts who would perform the 

evaluation activity. The majority of property that is evaluated at the market value may fluctuate. 

This evaluation indicates that the highest cost, to which the item could be realised, would be 

used considering also the time to perform the transaction. At the same time, in many cases, when 

the bank becomes the owner of the property, its’ value is often unrealistic. The value of such 

items as pieces of art should be officially verified (Civil code I-350 2005). When the deposit is 

provided in form of a letter of guarantee, the bank should receive the document about revenue 

and the financial situation of the client. If the loan is secured by the assets – the interest costs 

should include revaluation costs and costs with control of liquidity. Therefore, liquidity of assets 

is taken into account in the manual. 

 

The high level of risk makes banks use, improve and develop the instruments risk evaluation. 

There can be a link between profitability and accounting policy in one ratio. One of such 

instruments is RORAC is return on risk-adjusted capital. This ratio was worked out by an 

American bank Bankers Trust and was widely spread in the Anglo-Saxon world (Petrov 2001). 

In France it was first used in 1995 by Crédit Leyonnais, which performed a project OP2, 

Optimisation de risque/rentabilité, the correlation between risk and profitability (Sacco 2001, 

Petrov 2001). RORAC allows banks to define the level of risk for all types of activity including 

general risk level. It is almost impossible to name all the financial ratios, which can signal 

potential problems of the company’s credit activity. Each bank works out its’ own ratios for each 

individual type of client, and adjusts its own risks accordingly. It is important to analyse earlier 

credit engagements with the client. 
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7.4.2 Formal and informal solvency criteria 

 

The empirical study will support the conclusions on the banks willingness to consider minor 

individual solvency aspects. The question asked in the essay is whether introduction of 

alternative evaluation and treatment techniques for intangibles is acceptable and whither it can 

change credit procedure. Evaluation of intangibles should be reliable. A large number of 

methods can be used to evaluate intangibles: cost-oriented – is when the intangible is evaluated 

according to the historic buying cost and the market value. The market value can often be 

preliminary and estimated. It is though possible that historic cost is used as a market cost. 

Discounted value of future benefit from the use of an intangible should be identified (Bergdahl 

Rutili Zuber 2002).  

 

There are additional factors that the literature offers to indicate potential crisis situations. It is 

though logical that such measures are not only used by the company but also by investors and 

creditors such as the bank. Not all of these criteria are normative; however, they can be more 

efficient than the standard manual procedure. Here are some of them: 

 

- Analysis and diagnostics of the financial situation of the credited company 

- Evaluation of business 

- Analysis of marketing 

- Analysis of human resource management 

 

Among the banks’ core competencies are credit decisions, a process that involves avoiding two 

types of errors - type A and type B errors. The bank should evaluate them. The standard 

procedure is used in order to identify the client and the risks for the bank (Catasús and Gröjer, 

2003). The officer should be using regulations named in the credit manual. Non-standard 

procedures will be analysed empirically, supporting hypothesis that a more personal approach 

would neither be more time-consuming nor less efficient for preventing risks, when the right 

techniques are applied. A more personal approach to the client would allow more specific focus 

on the client and increase efficiency of risk evaluation.  

 

The modern economic science knows a large number of techniques to predict and analyse 

financial position. The calculation of solvency is one of them. Formal and informal criteria and 

calculation of solvency can be used, with the sufficient value of assets to cover liabilities.  The 
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formal financial reporting of some small enterprises, due to various reasons, does not always 

show the real financial position of the client. Some secondary characteristics that usually are 

specific for small clients can more truly present the real financial position than the formal 

approach and balance sheet analysis (Petrov 2001). For example, a number of financial ratios 

that the bank calculates are based on profitability, whereas some small enterprises could never 

show profit on the first day but at the same time it can be a well operating and a developing 

enterprise. Bino Catasús, a researcher at Stockholm University is convinced that accounting can 

provide important data for the banks in evaluation of credit applications. 

 

Calculation of solvency in a more comprehensive format is possible for quoted companies. 

Besides, using only one specific ratio, even the most theoretically advanced one is not always 

recommended. The disadvantages with such analysis have already been mentioned. However, it 

is less costly and time-consuming. Besides, using same criteria can be counted as fair towards 

other clients in the same situation.  

 

At the same time, any of the received value should simply have an informative character for the 

decision maker, rather than calling for urgent action. As an example, recommendations given by 

the Committee for Auditing Practice in the UK can be given. They contain a large number of 

critical ratios for the evaluation of possible bankrupt situations. The double-level system can be 

recommended.  

 

To the first group belong criteria and ratios which may indicate possible future difficulties with 

solvency or even bankruptcy in case their current values are unsatisfactory (Rosenberg 2003). 

Among such trends are: 

 

- Continuous operational losses  

- Uncovered liabilities  

- Current liabilities are used to finance non-current assets 

- Low liquidity ratios 

- Insufficient current assets 

- Sharp increase in liabilities, compared to equity 

- Wrong re-investment policy 

- Credit history, the history of relations with other investors, creditors, share-holders, banks 

(the timeliness of paying back the credit, interests and dividends) – if unsatisfactory 

- Bad debtors 
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- A large volume of slow-moving inventory 

- New creditors with unprofitable loan conditions e.g. high interest rates  

- Usage of worn out or amortized equipment  

- Potential losses in the long-term contracts 

- Negative changes in the order portfolio.  

 

In the second group there are unsatisfactory criteria and ratios that do not necessarily indicate 

negative credit situation in the company. At the same time, they indicate that under certain 

circumstances, the situation can become worse (Neville 2003, Sokolov 2003). In this group there 

are such factors as: 

 

- Loss of key employees 

- Lay offs 

- Low diversification of the company activity, in other words, dependence of financial 

operational results of activity on a single project, type of equipment or assets.  

- Over-optimistic evaluation of a project 

- Participation law suits 

- Loss of key suppliers 

- Management does not intend to renew operational processes/equipment. 

- Inefficient long-term contracts / projects 

- Political risk for the enterprise or some of its departments 

 

Not all criteria can be calculated directly from the information in the financial statements. 

Additional information is needed. Concerning critical values of the ratios, they should be specific 

for individual branches and departments. They can sometimes only be received from statistical 

data about the enterprise (Wood 1987). Even information from management accounting can be 

required for the calculation of some ratios. The information can often be meant for internal 

company use only.  

 

The informal criteria, on the opposite, can indicate potential risks and be of more use than the 

financial statements. For example, the bank should not neglect reputation of the company. 

Reputation involves hidden risks, or so-called second order risks (Catasús and Gröjer, 2003). 

Under such conditions the standard list of documents may not be sufficient in order to identify 

the risks. Some specific posts which can have an effect on reputation should be paid attention to. 

Some of the procedures will remind internal auditing: field research may involve bookkeeping, 
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travel and meal expenses, documents which these costs are based on, fraud and reputation. “It is 

evident to me that banks do not pay sufficient attention to the company reputation” – says Bino 

Catasús. Reputation is crucial for the company and in essence it is a company asset. If it is 

undermined, it can incite enormous costs (Brealey, Myers 2000). 

 

This problem is related with security: should all information be taken for granted just as long as 

it is audited or should the banks take the initiative and perform extra evaluation. This question 

will be verified empirically. Most information received by the bank passes the auditor. 

Therefore, the auditor plays an important role in the company’s capitalisation procedure. Some 

researches consider the role of the auditor here unnecessarily large – when the assets are 

accepted as they are, whereas potential risks can be hidden in bookkeeping procedures that are 

often neglected by the bank (Chernov 2004). The essence of the asset is evaluated by the auditor 

in the IAS and not regulated legislatively defined as within continental accounting framework. 

Banks can rely on an independent company when it concerns evaluation of assets. Public ratings 

are product of special rating agencies. However, internal ratings of the client are used by almost 

all financial institutes (Bessis 1998). 

 

This can provide answers for various important questions. In other words, whether non-current 

assets are being re-valued, and if so, how does that happen? This question can be important for 

an economy with high inflation rates. Inflation hinders evaluation of assets and capital. Another 

thing to consider is whether the assets are depreciated correctly or prudently valued according to 

either the market price, nominal price or the smaller of those? How is reputation evaluated when 

the real value of the assets exceeds the book value? What is the value of assets, used for securing 

loans in the past? (Petrov 2001).  

 

Even though the answers to all these questions would not give the exact value of the assets that 

the company possesses, they will provide a more correct view on the value of those assets. This 

would also give an idea of how much the financial means are secured by the real value of the 

assets 
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8. The empirical part 

 
Questions to credit managers in Russia, Sweden 

and Finland. Allowing a loan in practice – 

comparison with theory. Real solvency 

calculations. Treatment of intangibles. Do 

banks always follow the manual? Is the 

information on intangibles relevant and 

supports correct evaluation and risk 

minimisation? Should the volume of 

information be expanded? Field research 

performed by the bank. Additional measures 

used, besides the manual?  
 

 

The conclusions in the thesis will be based on the empirical part. The theory will first be 

analysed and then tested empirically. Some of the hypotheses were theoretically supported. They 

will also be compared with data received empirically.  

 

 

8.1 Analysis of liquidity ratios 

 

The value of the current liquidity value of 2 can only be received by companies which are not in 

deficit of net current assets. The value can hardly be received by companies with loaned capital 

as a main source of finance neither for example under conditions of planned economy, when 

share capital does not exist. Normative ratio values can be differentiated for various branches of 

economy. It can be seen from the chart below that the ratios for heavy machinery industry are 

higher than those for the oil sector.  

 

Probability can be used to calculate liquidity, where the company’s future liquidity may have a 

trend of being dependant on previous liquidity (Collins 1979). If liquidity is low, it indicates that 

the proportion of loaned capital should be decreased and the value or amount of current assets 

increased. However, the decrease in the volume of loaned capital can be accompanied by a 

decrease in current assets. Therefore, the current assets should be increased which can be 

achieved by enlarging operational activity, raising the profit and achieving current assets become 

at least twice the size of the current liabilities. The relation between liquidity and profitability 

ratios was illustrated by this example. 

 

EMPIRICAL MODULE 
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Calculation of equity ratios belongs to the calculation of liquidity of the balance sheet (Collins 

1979). It is important to receive the accurate and fair figure for equity, share capital, and their 

share in equity plus liabilities or the total assets. The numerator, on the other hand, can be 

received through subtracting non-current assets from the capital. The capital also consists of the 

year profit. The profit can be dependant on the chosen accounting policy. It is evident that 

amortisation costs depend on the value of assets and therefore on evaluation methods. The ratio 

increases with the increase of the nominator and the decrease of the denominator. The nominator 

increases with the increase in profit, which happens with the decrease in amortisation costs. 

However, the denominator can decrease if intangibles are evaluated at a possibly lower value, or 

evaluated prudently. Therefore it is evident, that the evaluation and recognition of intangibles 

plays an important role in the definition of share capital to balance value, since the balance value 

depends on the treatment of intangibles and the share capital depends on evaluation of those 

assets. Such logic is also the basis for Rca ratio.  

 

Rca ratio – the numerator (share capital) can be defined as the difference between the capital and 

the fixed assets plus intangibles. It should be noted that assets are either financed by liabilities, 

either equity or loaned capital. And it is not always possible to say what part of the asset has 

been financed by either of the liabilities. However, it is quite logical that if short-term liabilities 

are compared with current assets and that long-term liabilities would be required for financing 

non-current assets. Therefore, calculation of the share capital can have the following format: it 

can be seen from the formula that the ratio is low when the value of loaned capital is large or 

when current assets are near to being equal to the size of current liabilities. Besides, it evidently 

shows the relation between the liquidity ratio and intangibles. 

 

Eo = capital and reserves less losses less shares acquired from shareholders added long-term 

liabilities less intangibles less fixed assets less investments and less long-term debtors 

(Kondrakov 2004).  

 

The Rca ratio should be larger than 0.1, this can be achieved through either decreasing the 

denominator or increasing the nominator (Petrov 2001). In other words, by decreasing the 

negative influence of intangibles on the nominator, by decreasing the volume of intangibles. This 

is possible by choosing corresponding amortization scheme.  

 

The conclusions of the analysis of liquidity ratios are presented in the Conclusion part. 
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8.2 The interview at Nordea Stockholm 

 

On January 15, 2005 I had an interview with a credit manager Jan Kristiansson in Nordea’s main 

office at Sergelstorg in Stockholm. I asked the manager questions that could help me solve the 

problem in the essay. Generally, all interviewees found the issues in the essay scientifically 

interesting. According to the manager Jan Kristiansson, intangibles are risky. Venture companies 

normally are in business of lending money for projects with research or other intangible assets. 

However, banks are also striving towards this segment of the market. Companies nowadays 

produce more intangible value than before, this concerns also industrial companies. Equity is 

becoming more important, since it indicates stability and raises positive attention from the 

interest groups.   

 

In his opinion, the structure of the balance sheet should also be analysed from the point of view 

of non-current assets. Since fixed assets are counted as liquid and can secure credibility. “It is the 

easiest way to evaluate solvency by taking into account the size of the fixed assets”. I suggested 

that fixed assets are not part of the calculation of all types of liquidity since they are not counted 

as totally liquid, he answered the following. The bank may not be aware of all minor details that 

are concerned with the company activity neither perform massive comprehensive research. Such 

research would not give 100% assurance about the future position either. There is no guarantee 

that the company would be able to realize its’ current assets. It is easiest to compare something 

that one can gain certain information about, that is comparable, that the market has experience of 

and that the managers have access to as well. 

 

I suggested that it is not certain that the company would have a possibility to realize its’ fixed 

assets. The manager agreed saying that they also consider the quality of those assets. He gave an 

example, that the company that owns floor-space in Kista may have difficulties realizing it. It is 

a real example that office floor that is not demanded and remains empty. The qualitative data is 

not always shown on the face of the balance sheet; therefore the bank requires extra information 

from the manager.  

 

I continued questioning whether bookkeeping is also taken into account when making a decision. 

From the answer it was evident that accounting is normally not among key grounds for decision-

making and but extra information can be requested, as in the case with the fixed assets.  
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My following question was on intangibles, whether the bank manual considers intangibles a 

potential value generating and a liquid asset. In other words, whether the bank may accept 

intangibles on face of the balance sheet and calculate liquidity ratios by improving solidity and 

profitability ratios. The answer was that intangible assets are often not referred to as liquid, in 

that case, however, in the bank’s manual there are no such obligations to absolutely neglect 

intangibles however if the balance sheet shows purely intangibles, the project is not credible, 

according to the manual.  

 

As a precaution measure the bank may consider 20-30% of intangibles and deduct equity by 70-

80% of the value of intangibles. Equity would seem less attractive: equity is the key 

measurement for the definition of stability and credibility. The value of fixed assets is also often 

deducted. If the bank notices that the office in Kista is likely to be over-evaluated and it is not 

realistic to realize it at the book value, the net realizable value will be deducted. “If you have 

1000 tangibles, a loan of 500, and equity 500. The solidity is 50%. On the other hand, if the 

intangibles are 900, tangible 100 and according to the calculations equity is also 500 and loan 

500. If it turns out that the 900 intangibles are worth 300, that the patent you have or those 

arrangements you have made to bring the asset to the new markets and put it as intangibles – I 

deduct it to 450. So that you have only 550 left as assets and 500 as a loan and 50 as equity, the 

solidity falls down from 50% to 10%. However, this is the management’s function to do that. 

The auditor may express his opinion on a certain intangible pos. But at Nordea an independent 

risk evaluation analysis is performed. We may become suspicious when the balance sheet is 

heavily intangible”. 

 

I asked whether the bank performs market research or analyses prices of estate in the region. The 

answer was positive, that part of the credit process is to be informed about the prices. Such an 

approach was mentioned in the literature among the traditional ones (Jacobs 2001). On the other 

hand, I raised a suspicion on whether it would be more prudent to see the intangibles in the 

income statement. The manager answered that it is in fact more preferable to see this kind of 

situation, since it would be prudent accounting and the manager would be more convinced that 

the equity is worth the value in accounting. “That way, you will at least be aware of the absolute 

worst situation in which you could find yourself”. Even though the auditor is trusted, the bank as 

an investor performs its’ own risk evaluation. 

 

On the auditing issue, the reply from the manager was that authorized auditors should audit the 

balance sheet and the bank should normally have a long experience of working with the auditing 
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companies in question. This makes it almost unnecessary to double-check the trueworthiness of 

the information and it can be trusted. The calculations are made on the basis of the balance sheet 

and the income statement.  However, in each case, the decision is made separately, depending on 

the quality of intangibles. The information is taken on the basis of the notes and statements 

applicable to the year reports.  

 

I asked whether the information sources are reliable to draw conclusions on the quality of 

intangibles. The manager said that if the auditor accepts the intangibles as assets, the information 

was reliable and comprehensive for the auditor. Among those intangibles approved, the bank 

may choose the most liquid ones and consider a part of them for risk calculation. However, this 

is different in each individual case and should be considered separately. The proportion of 

intangibles deducted can be different and the auditor either evaluates their quality or the bank 

may raise additional questions about certain posts.  

 

A number of informal criteria that can be used by the bank have been presented. The manager 

expressed an opinion that not all of theoretically possible approaches are widely used or are 

totally legal in terms of the manual. For example, some information can be confidential and only 

available for internal use. For example some information can be voluntarily provided by the 

client, and the bank is not allowed to request it. Besides, each decision should be motivated, 

whereas it can be difficult to motivate it using informal criteria. It should be remembered that 

evaluation based on the informal criteria is more subjective for the bank, whereas the bank tries 

to remain objective and treat the clients alike. The bank may consider certain posts in accounting 

over-optimistically evaluated, when all possible intangible outflows are capitalised or when the 

bank has bad history of working with the client.  
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8.3 SEB Sweden 

 

On January 17 I had an interview with Ewa Queckfeldt, a credit manager at the SEB’s main 

office in Stockholm. Here are the answers we received at the interview. 

 

 

Please, give a short presentation of your branch and your department. 

 

And the majority of the companies that we work with in our department are small companies. 

The number of credit applications varies from year to year: at the moment an increase can be 

seen. 

 

 

On which principles are your manual calculations based? 

 

Profitability is an important aspect taken into account for solvency calculations. Our analysis is 

mostly focused on the income statement since access to historical information on the company 

can be gained. We perform future calculations and analysis on the basis of past information. 

When we consider the profit and loss, we do not have to know what the substance of the 

company is and how much the intangibles they have as long as the company is profitable. 

Through experience we know the medium acceptable level for the profitability ratio that should 

normally be achieved. There are some ratios, below which the credit manager should count it as 

a risky investment for the bank and make a negative decision. On the other hand, if the analysis 

based on the income statement can become complex, we can go through the balance sheet in 

particular: we perform calculations on the basis of the balance sheet. But every case is 

considered separately on each client. 

 

 

When you say that there can be separate treatment, on of what kind of qualitative information 

do you base such judgements? 

 

We can ask questions, but we do not ask for extra information than what is required for our 

credit evaluation. For example, I do not look at lay offs at all but I may ask general questions 

about activity of the company and receive additional information from the client. 
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Does accounting for intangibles matter for your lending decisions?  

 

I cannot answer to that. I do not see a reason why a company should be neglected a loan just 

because they treat intangibles as they wish, since there are a large number of things we look at 

simultaneously.  

 

 

Profitability can be affected by treatment of intangibles, do you consider this aspect? 

 

This is true; however, if the company performs aggressive capitalization of intangibles, the 

profitability ratios will look worse anyway because equity grows, since the costs do not appear 

on the income statement. In reality it happens quite seldom that a company would capitalize 

aggressively or all their controversial posts or make them all costs. Even if it does it should have 

been noticed by the auditor.  

 

Whether it is an established company or a starting up one, it is important that you present 

realistic assessments of the costs, etc when you present a project to the bank manager. It is not 

recommended to ‘doctor’ the figures to try to show that you will be making a profit after a 

couple of months, in order to convince the bank manager to lend you much needed funds.  He 

will not be fooled – nor will he be impressed by your deception. If you do this you are also 

fooling yourself. After all, the figures are to help you as much as the bank – and they can only do 

that if they are based on truly realistic assumptions.  
 

 

Intangibles are usually considered illiquid. Do you include intangibles in the calculation of 

liquidity, and does that affect equity and your risk evaluation? 

 

If we consider that the value of the intangible is realistic then we also accept it in accounting, if it 

has passed the auditor. However, if I personally consider an intangible illiquid I can cross it out. 

An intangible is difficult to realize due to its specific features. Besides, the bank is not a risk 

company, we take considered risks, and also if the balance sheet is heavily intangible we may 

deduct some of the intangibles. We define the specific assets ourselves depending on the 

speciality of the company. Banks do not normally give loans on totally intangible projects: it is 

not the banks’ main activity. The risk-companies’ activity is less secure and more risky. They 
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take larger risks. They may have a more personal approach towards customers compared to the 

standard one at the banks.  

 

 

 

The auditor does not always express an opinion on liquidity of assets. Even if he does, it is not 

certain what information was available to the auditor for his judgements. On the basis of what 

information do you count intangibles as liquid? 

 

The company should provide the auditor with maximum information and on the basis of that 

information the decision is made. It is responsibility of the manager whether specific items 

should be left on the balance sheet. Auditor’s judgement can be based on work performed by 

consultants or previous auditors. We evaluate ourselves how well the asset can fit the actual 

activity of the company. We apply simple logic: if we see a new small starting up company that 

has a large goodwill and reputation, it is likely that the balance sheet is illiquid. However, it is 

hard to think that such a situation would pass the auditor without a notice. Therefore, we it is a 

hypothetical question.  

 

If the auditor has come across uncertainties we can take special account of that. We can discuss 

such things with the client. It can be something that we find ourselves. But since the auditors are 

strictly controlled by their own authorities in Sweden – we can rely on them and consider their 

work reliable. We work with authorised auditors and those whom we consider reliable, 

experienced and who have a history of working with us. In the US the situation is different and 

the auditors are under less control from the authorities or professional bodies, such was the case 

with Arthur Andersen, for example. That is my explanation of the problem. Everyone can make 

a mistake and the auditor is no exception there. There should be authorities, which could regulate 

this kind of cases, and potential criminal cases. 

 

 

Have you had risky investments, which were unsuccessful later? And what do you think that 

depended on? Have you ever had problems with credit? 

 

Yes, it happens that we do not receive the money back, due to bankruptcy of the client, for 

example. Sometimes, the businessmen are over-optimistic about their capabilities in the market.  

We sometimes relied on the project with audited balance sheet and decreased our own 
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procedures, which was a failure, since we did not receive the loan back. Such situations happen 

rather seldom. It can depend on numerous aspects, which are difficult to predict. The auditor 

may have missed certain things or considered them unimportant to some reason. But I think it is 

too early to question the whole concept since, it has shown itself as an effective approach and 

extraordinary irregularities happen quite seldom. It is always difficult to predict every possible 

outcome. The bank is satisfied with the risk level that the standard approach and the manual is 

offering, since when considering secondary factors we should know which facts to consider. And 

to know that we should see the effect of the factors on the risk whereas with a number of 

secondary or informal factors we can often miss that. We cannot always consider them as 

reliable. This is the reason why we do not evaluate accounting: it is the auditors’ prerogative.  

 

 

You have named that you look at various things simultaneously. Which are these things and 

what secondary factors do you consider when you make lending decisions and how do you 

minimise credit risks? 

 

Each case is individual and should be considered separately. The first thing at look at is the 

owners of the company, whether they have the required skills and experience. This is without 

seeing to how funds are utilized by the owners or looking at accounting in particular, including 

reputation aspects. We compare the business idea or the project with the situation in the market, 

whether it is possible to combine the two. However, the bigger the company is the more 

procedures we perform. If the company is small we do not normally pay as close attention to 

various minor things, we simply follow the standard procedure, though we try to sort out the 

problem on the larger level, in other words, we do trust the auditor in terms of accounting. The 

financial statements should be audited. Accounting is usually not considered at all since it is the 

auditor’s role to analyse whether it is agrees with the conceptual framework or not. We do not 

get into that kind of details at all, since the evaluation may become subjective. On the opposite, 

using the manual is objective, the management has approved it and the client is supposed to 

know the conditions.   
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8.4 The interview at Nordea Finland 

 

On the 17 of February I had an interview with a credit manager Mika Salminen at Nordea Turku, 

Hansa office. I would like to present the main outlines of the interview shortly and the answers 

on how the bank manager defines financial stability and solvency in terms of accounting, 

accounting for intangibles and information on them. I start with the presentation of the bank and 

its portfolio. The Hansa branch is situated in the centre of Turku, with the credit department that 

consists of 8 employees. The companies served by the bank are small and middle-sized 

enterprises. The number of applications is at average 250 a year.  

 

The financial statements have to be audited in order to allow the company apply for the loan. 

However, the auditors do not have to be authorized. It is enough that the auditor is known at the 

branch. Besides, authorised audits are usually more expensive and not every small company 

would be prepared to pay extra for the audit. Authorised auditors may not always be present. 

Generally, in Finland the majority of enterprises are small or middle-size. In Mika Salminen’s 

portfolio there were no quoted companies. The auditors should, on the other hand have a history 

of working with the bank and have good reputation at the credit institution. The bank can 

normally rely on it. Here are the questions I asked: 

 

 

What do you include in the calculation of solvency? What do you base your judgement on? 

 

The balance sheet, a balance sheet from the year before, it would probably be enough with a 9 

month statement.  

 

Salminen looks mainly at 3 things: how equity ratios looks like, the size of equity compared to 

liability, liquidity and the key rations: Quick ratio and Current ratio. Hansa performs independent 

analysis based on the balance sheet and calculate key ratios: equity ratios, liquidity, and 

profitability. “I also take into account the income statement”, says Mika Salminen. Then the 

company gets a balance class: A at best and E at worst. The best one the company can receive is 

AAA. Rating companies do same things. 

 

- Profitability is important. When it concerns financing real estate, I can consider the 

quality of real estate. I build prognosis on the investments. If it is the kind of investment 
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that you can get the income figures directly then those figures are calculated. The actual 

project and calculations of profitability are more important. 

 

The company location is of no importance since it happens quite seldom that the company would 

have to sell all assets in order to cover its’ liabilities. Fixed assets can be used as security for 

loans. At the same time for simplicity, the bank takes precaution steps and accounts only for 

70% of the fixed assets and 50% of the value of current assets. Liquidity and profitability 

calculations are performed, according to the manual.  

 

 

How important is accounting and accounting for intangibles, in your opinion?  

 

Accounting hardly makes a difference for small and middle-sized companies, or how they 

evaluate and treat their intangibles.  

 

- Ideally, I think the situation can be in the future that I would have to take every particular 

intangible, evaluate it separately, and calculate the ratios for the company without illiquid 

intangibles. However, the problem is not serious yet. I do not know how its’ value is 

going to change, nor why or how the company is going verify it. It is evident that the 

company may have bigger chances to play with the figures. Intangibles are going to be 

evaluated according to the market value and it can be a question of moral hazard. The 

equity would increase so that the company may get a bigger loan. However, I think that 

the complex evaluation of the company’s capabilities would help to evaluate the risk.  

 

Loans are usually secured by assets. It is a kind of a contract between the credited company and 

the creditor. The market conditions and prices should constantly be analysed. The bank does not 

perform its’ own evaluation of the market, but use the services of market experts. When it 

concerns property and real estate, it is a company called Katella that does the evaluations. Real 

estate is good security but even there the prices can fluctuate. The security value of the real 

estate is usually 60-70% of the market value. These are the banks internal “game rules”.  

 

If the company is small, the creditor does not have to deduct illiquid posts and may leave all of 

them as they are. There are companies which consist of few specialists, for example, two or three 

engineers, accountants or even dentists, whose expertise is in fact an asset. Such companies may 

be doing research or development and for those needs require finances. However, if the bank 
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treats intangibles as totally meaningless the picture would be totally different. Intangibles’ 

policy, recognition rules, treatment and accounting for intangibles in general may become of less 

importance. The whole operation is analysed more specifically. On the other hand, if intangibles 

go through the income statement, there is a possibility to influence solvency ratios.   

 

 
Is information you receive meaningful for risk evaluation? 

 

- The bank can never evaluate 100% of the company and take into account all possible 

risks. It is probably good to work with quoted companies, since there is much 

information about them, also about their intangibles, but even there it can be something 

that the bank may not be aware about. The information that is received by the creditor is 

not insider’s information and can be received by any party. And our deep analysis would 

be as good as any other analysis.  

 

The bank would in that case not gain any better information. However, quoted companies are 

normally run more professionally, or it may seem so. Any information about quoted 

companies is generally worth more. However, credit risks can be split/diversified and shared 

between banks in proportion of 50/50. It is also possible that some third party would take part 

of the risk for the loan. Credit risks can be minimised otherwise than by serving clients with 

perfect balance structure and good credibility ratios. In other words, we may sometimes take 

assured risks if we see that the project is promising.   

 

 

What secondary factors and informal factors do you build your evaluations and judgements 

on? 

 

When it concerns smaller companies, the information on the client is not simply received from 

the financial statements but also from additional, secondary, sources. The owners, reputation of 

the manager are important. This can be based on the client’s previous experience with the bank; 

additional secondary aspects can also be taken into account: how much the person is ready to put 

himself into the realization of the project, whether the manager believes in the project. If the 

credit history is unavailable then other kind of experience with the bank would be helpful. If the 

client is fully unknown at the bank, it is also a good idea to provide a curriculum vitae, especially 

if it includes details on previous experience in the line of work on which the client is intending to 
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build business. Monitoring risks it and explaining factors is not only limited to analysing activity 

of the businessman. Not less important are the processes in the economic surrounding of the 

client, where the economic value is generated. For example, bankruptcy of a subsidiary that the 

company can lead to financial difficulties of the company in question, even though such 

problems are not shown on the balance sheet or cash-flow. 

 

The bank may evaluate and take into consideration the client’s evaluation on how realistic the 

project is. Extra precaution measures are needed when the environment and transactions are 

more complex and client requires larger amounts.  

 

- In small towns many things sound natural, where almost everyone has a perfect picture of the 

local market. It is evident that individual judgements can be affected by the information. At the 

same time such information can be gained almost by everyone, it is not confidential. The 

manager may be known at the bank through representing another company in the past or working 

simultaneously at several companies or be otherwise acquainted with him.  

 

If the client is convinced that the project is a success, if it has been profitable in the past it can be 

a better measurement than liquidity figures, especially when the company is small and growing. 

 

 

You said that you evaluate reputation of the company. Do you look at accounting? Do you 

perform field research?  

 

- No, we do not go through accounting at all, it is the auditor’s function. The bank can 

receive information from other sources: through analysis of information that is available 

in the market, the history of the company and so on. A greater information load can be 

received from additional secondary aspects, such as the managers’ personal contribution 

to the project and assurance that the required results would be received and motivation. In 

that case the balance sheet value or the value of equity becomes less informative than the 

profit and loss statement. 

 

 

 

 

 



 57

8.5 The interview in Russia 

 

On the 20th of February I had an interview with a credit manager of the bank Solidarnost, 

Vladimir Mitichkin who described the credit procedure at the bank Solidarnost and the bank 

Sberbank where he was working as a credit manager between 1994 and 1997.  

 

 

What does your credit manual look like and how do you calculate and evaluate solvency on 

the basis of the manual? 

 

The bank has worked out its’ own ratios and formulas for the calculation of solvency. This is 

done by calculating the ratios and comparing them with the normative ones on the basis of the 

criteria a certain category is given to each of the credited institutions. The companies are ranked 

as either Class 1, 2 or 3. According to the class of the company, the bank puts a limit on the 

credit, taking into consideration the form of loan security offered by the company. It can be 

secured by property, shares, other assets, debtors and so on. The manager can write a letter of 

guarantee: it is a more risky but an often used method.  

 

For enterprises we usually consider such factors as  

a) The need for the credit,  

b) The amount,  

c) The period,  

d) The participation of the client in the project, 

 e) The rent and other loan conditions 

 

These factors are crucial. With small businesses the situation is more complicated. There have 

been such cases when property, taken as a deposit on the paper, has disappeared together with 

the businessman. The history of the company, provided products/services, the type and the size 

of the market served, the managers/directors and their experience, the buildings/plant/equipment 

used: whether they are owned or leased by the client. All these questions are asked. The depth of 

these questions and the investigations depends on the risks the bank defines for itself. When a 

large loan is in question it is always risky, no matter whether the information from the client is 

provided in full or not. However, if the large loan is secured by the state, for example, the risk 

decreases and the bank can reduce the number of procedures for evaluation of the credit risk. In 
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this case the risk of the client and the risk of the bank are defined differently and are not 

interdependent.  

 

The manual at Solidarnost defines the normative risk measurements and sets the critical ratios on 

the balance sheet. If the calculated values are within the normative limits but are still low, then 

the lower limit is put on the credit. If the ratios are high the limit can be raised. If the client 

requires a loan over the prescribed level but within the normative, there is a certain marginal 

level over the normative one that the individual credit manager can be responsible for. If some of 

them are much below the normative limits, the decision can be forwarded on a higher 

responsibility level and the decision will be taken there. The higher managers may have a 

possibility to setting other limits on the loan within their responsibility. The credit manager must 

follow the manual and it is not recommended to exceed the normative criteria. The same thing 

happens when the credit passes the lower level but does not reach the higher one.  

 

“We look at everything when we make decisions”, says Vladimir Mitichkin, “It is the balance-

sheet, the income statement and a number of additional documents, from the tax office and so on. 

I consider the history of the person with the tax authorities, whether the company has been 

paying all taxes”. However, it should be noted that all the procedures should be reasonable. In 

other words, the manager should not spend unreasonably long time investigating smaller cases 

when small amounts are in question. The risk question is raised when large amounts of credit are 

aware.  

 

 

Do you also mean the structure of the balance sheet when you speak about analysis of the 

balance sheet? 

 

Yes, if equity is below normative, according to the manual the manager should not lend a loan. 

According to the recommendations from the Central Bank of Russia, certain ratios indicate that 

the company is a potential bankrupt. The Central Bank suggests the company certain 

improvement measures for their activity, which could change their situation. You should 

remember that the bank is not looking for ways to say no to the client; banks are primarily in the 

business of lending money. If the manager believes in the project, but the balance sheet does not 

look perfect, the manager may suggest changes in the system of finance. For example: “Make 

this liability long-term and you will get the loan”. This can be achieved by changing agreements 
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with the deliverers, changing the debtors and so on. Under conditions if the client has performed 

all the prescribed measures, he can be granted a loan in a later period.  

 

 

What measures do you use to secure your risks? 

 

The way to do that may depend on the scale of the company. A sole trader may offer, for 

example, property, cash deposits, marketable securities or a life assurance policy. A company 

could also offer investment or a debenture, i.e. a charge over its fixed assets e.g. stock, work in 

progress and debtors. However, directors or shareholders of small companies may also be asked 

to provide personal guarantees for the loan supported by the same sort of tangible assets as for 

the sole trader. In that case they would be personally responsible for the transactions. The bank 

manager will be impressed if the client has taken the trouble to find out what security he is 

offering is actually worth in cash terms rather than expecting the bank manager to assess this 

himself. For example, if the client is offering property, he is heading after long recent valuations. 

 

 

Does accounting for intangibles play any role? How do you treat intangible assets and costs? 

What is the quality of information you receive on intangibles?  

 

It plays the role more for the bank than for the client. If it is a big industrial or an oil company, 

you may come across large goodwill and hardly going to check the quality, especially if it is an 

oil company. Natural resources can always be sold. The problem is that oil companies are 

usually served by their own banks and research companies. But if we see that the company is 

highly unprofitable, intangibles can be a problem. It depends on whether the manager has a 

positive feeling whether the company should be trusted or not. If the intangibles are in the 

income statement the manager cannot do much, the cost can not become an asset but the asset 

becomes a cost later. 

 

Is the information on intangibles reliable? Do you require more information? 

 

The bank rarely makes decision on intangibles. A new company with development (and in the 

Russian system also research) is not a high risk sector for the bank, since the amounts are usually 

not large. If the credit manager sees that the business is unprofitable and has possible 

characteristics of being bankrupt, the intangibles, even most liquid ones, will not be of much use. 
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However, we can take assured risks if we believe the project is worth it. And if I see that the 

company is profitable they may have their highly unrealistic intangibles. After all, a banker can 

only base his decision on the information provided by the client – and if this is insufficient, or 

incorrect then disappointment for the potential borrower is a likely outcome. However, the bank 

manager is normally quite experienced and can often very quickly identify the right client.  

 

 

Do you require audited balances from your clients? 

 

Not always and it does not depend on the bank. Most of the statements must be audited, 

according to the Russian Federal Law on Auditing Activity N119 part 7. We also require 

statements from the tax office, and it is common that the income statement is not always prudent 

according to IAS but the bank gains assurance that the figures are correct. Russian companies 

prepare their statements in the format that is understandable for the statutory bodies; however, 

the substance of accounting is getting closer to IAS. However, auditors are also important, 

especially if it is a large audit company with good reputation we rely on the audit and it can 

make good impression on the manager. All these precaution measures from the bank’s point of 

view help the bank to evaluate the company. However, auditors’ risk is either never equal to 

zero, nor is the bank’s. However, when it concerns large companies, it is evident that the audit 

companies are trying to stay with the client, from whom they receive several million dollars for a 

single paper. Arthur Andersen has disappeared; PWC also became much more careful after the 

Yukos-case.  

 

 

What informal factors do you use? 

 

I try to get as much information about the company as possible from a number of sources – all 

sources that are available. I would like to point here that this is when the question large amounts 

are in question. When the amounts are small – I can give the credit on the basis of the application 

form, project plan and the passport. In reality, everything can make a difference: employment 

politics, analysis of management personnel, analysis of the environment, and the skills of the 

personnel. If these secondary factors are available then they are considered. Small amounts can 

be given within an hour; however, larger amounts can be given much later: days, weeks and even 

months later. At the same time, large amounts, those that are large for the bank are seldom 

decided on the credit floor by simply using the manual. You will need to convince the bank 
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manager that, if he grants you this facility, perhaps to give your new assets a chance to start be 

profitable, you will be in a position to commence capital repayments by the agreed date.  

 

 

Do you consider accounting when you evaluate risks? 

 

When the question is about large amounts, we do not only consider accounting but the credit was 

given on certain conditions. There was a case when the bank was crediting a large milk factory 

in the Moscow region, called Kolomenskij Molochnij Kombinat, where the credit officers were 

given a room at the factory and were sitting there for a month, looking at what was happening at 

the factory, taking down every step the managers were making. It is evident that accounting was 

one of those areas they were looking at. They considered even internal management accounting 

that is officially confidential and so on. In other words, they were doing comprehensive audit 

procedures.  
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Summary of the interviews 

 

Nordea Stockholm 

Clients 

 

Large companies 

Manual Manual is applied, efficient, allows serving various 

clients by same manager. Objective, motivated 

decisions. Given by management. 
Solvency Evaluation based structure of the balance sheet, equity 

size. 

Risk security Achieved by evaluation of assets, liquidity, quality 

assets – main security real estate. 

Intangibles Deducted quite often, accounting for intangibles matters 

Auditors Authorised auditors, auditors’ reliability are concerned 

and comprehensive analysis of the assets: intangibles – 

thorough information to gain assurance.  

Informal factors Over-optimistic prognosis of the company by the 

company is suspicious, credit history of the company.  

 

SEB Stockholm  

Manual Applied, credit procedure efficient, does not require 

deep evaluation, objective – treats all clients alike. 

Solvency Income statement oriented, considered first, also 

liquidity for the balance sheet. 

Risk security According to agreement with the manager 

Intangibles Accounting for intangibles does not matter. Profit 

matters. Substance, equity – in the second hand. 
Auditors Authorised, relied upon, since auditors are controlled by 

their organisation.  

Informal factors History with the client, secondary factors are asked for, 

however, not required, informal data is difficult to link 

with an effect on risks, therefore subjective.  

 

Nordea Turku 

Clients 

 

Small companies 

Manual Approaches, manual gives functional guidelines, and 

referred to as support.  

Solvency Searching for information about the company 

independently, complex approach both balance sheet 

and income statement ratios included.  
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Risk security All types of assets 

Intangibles Intangibles can be deducted; information on intangibles 

can never be perfect due to some objective factors. 

Accounting for intangibles may have an affect. 

Auditors The statements must be audited but authorisation for the 

auditors is not required, history on auditing companies 

with the bank is important. 

Informal factors Small place, better knowledge of the market 

 

Russia - Solidarnost 

Clients 

 

Large companies, middle-size companies 

Manual Followed always but changes in accounting can be 

suggested in order to agree with the manual. 

Solvency Safety department, loan security, tax department, many 

documents. 

Risk security Letter of guarantee from the company, all assets and 

items.  

Intangibles Treated as a mechanism to influence equity, not used to 

make a decision but to tune it. 

Auditors Required but credit procedure does not rely simply on 

the audited statements. Almost never contradicts with 

the tax authorities.  

Informal factors All possible factors used, including bookkeeping and 

field research.  
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9. Conclusion 

 

The following is the conclusion from the analysis of liquidity ratios. Accounting for intangibles 

does not affect key ratios, since they are counted as illiquid and the calculations do not include 

intangibles. In practice intangibles can be included in an active liquidity group, when complete 

and reliable information is available on them, the evident connection is shown and can be 

defined between the asset and future value with the asset. Intangibles can affect additional 

liquidity ratios such as share capital to balance value by affecting operating capital. This 

mentioned ratio is in some way more credit-friendly when the intangible in question is treated as 

a cost and evaluated prudently. Intangibles may affect the ratios when considered liquid by the 

bank. Liquidity is an important credit measurement. Evaluations are, however, never based 

merely on liquidity of the assets, but usually include a wide scope of criteria.  

 

For balance sheet oriented evaluation of the company accounting for intangibles does matter. For 

the income-oriented model accounting for intangibles is of less importance. The evaluation 

model is chosen by each bank individually. Intangibles may have an effect on the capital and 

therefore solidity is concerned – depending on the treatment chosen. The bank may treat the 

assets as a possibility to allow the explanation for the credit allowed rather than to evaluate 

solvency, structural problems and potential bankruptcy of the company. In such a situation the 

information on intangibles does not matter when the income model is used. When profitability is 

low, the information on intangibles can have an effect on solidity but hardly on the credit 

evaluation as a whole, since income statement is usually required by the bank.  

 

This is the case when the bank manual specifically points at the types of intangibles, which must 

be deducted, and to what proportion. When the manual allows the balance in full, the chances to 

do that are greater. However, in this case, the manual is normally income-statement oriented: the 

bank may decide whether the company is profitable. Conclusions are drawn based on historic 

information, knowledge of the market and some secondary factors, which vary from bank to 

bank. When intangibles are weak and should have been included in the income statement from 

the bank’s point of view, the bank has smaller possibility to vary the credit and has to accept the 

figures in the income statement. In such a case the evaluation becomes more balance sheet-

oriented. This is often the case for start-ups and smaller companies. When intangibles are weak, 

the information on intangibles becomes less important, since the cost is already affecting equity. 

In such a case, there are more chances that the manual will be referred to as a risk evaluation 

instrument and that the secondary factors would be considered less.  
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The manual in general does not serve as an instrument to identify potential risks. It is focused on 

risk limitation. It shows below which level of risk the bank should not tolerate and puts a 

limitation on the credit. Each bank sets the risk level individually, considering both external and 

internal factors – the environment in general. The decisions are made at the shareholder’s 

meetings and verified by the management. The manual can be used as a normative criterion. 

There is a risk that accounting is adjusted towards the manual – and therefore not be used for risk 

evaluation but rather for risk limitation to a certain percentage. Besides, the manual provides fair 

treatment for various types of clients when objectivity can be achieved.  

 

For risk evaluation – solvency ratios are calculated as normative and secondary factors are 

included. At Finnish and Swedish credit institutions additional evaluation criteria consists mostly 

in market research and history analysis. Whereas in Russia the additional factors are more and 

they consist of: analysis of employment politics, accounting and management accounting, 

analysis of the internal environment, the skills of the personnel are considered, external risks 

connected with the enterprise as a whole as well as to some of its departments. In other words, 

the credit institution performs field research at the client’s company.  

 

Solvency is calculated with the priority of either of the models: the balance sheet or the income 

statement models. If the company is small the substance can be of less importance and 

evaluation becomes more activity oriented. The use of secondary factors may depend on the size 

of the company. It comes from the factor of trust and stability. For example, in Russia large 

enterprises are analysed by the banks and a wide scope of secondary criteria is used. In Russia 

fair treatment does not always mean equal treatment. Equal treatment is not always preferable by 

the client either. The client should be provided with good service in the first hand and in the 

second hand treated like any other client. Such an attitude provides grounds for different risk 

evaluation. This is supported by referring to auditors’ opinion and especially when authorised 

auditors are engaged. In small towns authorised auditors may not be present. However, the 

knowledge of the market can be good and therefore, some factors naturally become formal when 

it concerns common knowledge. When small companies are in question and the place of location 

is small, personality of the owner becomes more important and some secondary aspects can be 

used. Therefore, some of the informal evaluation criteria can also be used there.  

 

It is important to identify the company’s stage of existence and development: whether it is 

growing or decreasing operation. For small companies profitability can be a more important 
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measurement than liquidity of the balance sheet and assets in particular. Evaluation is more 

income statement oriented rather than balance sheet oriented. Accounting for intangibles is 

forwarded upon the evaluation of the auditor and does not matter largely for the bank.  

 

In Finland and Sweden accounting is not considered for risk evaluation since it is difficult to 

figure out the link between the hidden problem in accounting and the effect it may have on 

solvency. I would be difficult to motivate the decision based on accounting. In Russia accounting 

can often be referred to for lending decisions.  

 

The usage of IFRS does not bring foreseeable changes in the attitudes of the bank-managers, 

responsible for the crediting. It is, however, evident that the information on the company is 

available when it concerns large quoted companies, this provides transparency among other 

things. Information on intangibles most of the banks are satisfied with but it can never be 

perfectly complete and transparent to the bank. However, the actual risks are going to be spread 

upon other areas and integrated. One of such diversification is a requirement for authorisation of 

auditors. Only the fact of using a different accounting framework does not decrease potential 

credit risks, since complex criteria are used for risk evaluation.  
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