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1 INTRODUCTION

1.1 Background of the subject

Banks’ role as a source of finance for companiesigaificant, although large compa-

nies have recently preferred securities marketisataks. However, the importance of

banks in financing large corporations remains $igcgmt especially during an economic

stress. (Saidenberg & Strahan 1999, 1) Figureustithtes the amount of loans granted
in Finland for non-financial corporations betweamuary 2003 and January 2008.
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Figure 1 Corporate loans granted by financial instins in Finland (Bank of
Finland)

As can be seen from figure 1, the amount of cotgol@ans granted by financial
institutions has increased rather steadily durilg twhole observation period.
According to Financing inquiry of compante@007), banks were a primary source of

! Since 1994 the Bank of Finland, Confederationiofish Industries EK, and The Ministry of Trade and
Industry (currently The Ministry of Employment arittonomy) have conducted a study concerning
companies’ financing needs and the availability #mel costs of financing. The Financing inquiry of

companies 2007 was conducted by Statistics Fintardigust 2007. The inquiry was responded by 1011
companies of different size within different incis$. The response rate was 72.



external finance for large corporations in 2007e Banks’ share of external finance of
large corporations was approximately 60% in 20@id, ia 2006 the share was approxi-
mately 68%. (Financing Inquiry 2007) In 2007, thenaal growth rate of corporate
loans increased approximately 10 per cent comptretie previous year. The total
value of new corporate loans granted by bankingtin®ns in 2007 was 42.7 billion
euros, which is 8.3 billion more than in 2006. 7@€9 cent of these new loans granted
were large loans of over one billion euros. (Moaeg Banking Statistics 2007)

In general, large and medium-sized companies dohawé difficulties in getting
finance from banks when needed, whereas small finniech generally have the
greatest need for external finance from banks, tendave more often difficulties in
getting bank finance, and the problem seems toveka enore serious within the so-
called micro companies, which have less than 10l@yeps. (Financing Inquiry 2007)
The reason why banks might prefer lending to laagd medium-sized companies is
due to the fact that, generally, these companies tie be more profitable, and thus, the
probability of repayment is greater with these camps. However, due to the compa-
nies’ good profitability and sufficient internahfince, those companies, which from the
banks’ point of view would be the most desired lagcdcustomers, do not usually need
for credit from banks.

A lending process consists of many separate desisguch as decisions about the
general credit conditions, assessment of a borfeweedit quality and overall business
potential, decision about the acceptable levelisk related to credit granted, and the
final decision whether or not to grant the appbeedit. The final approving or rejecting
decision should be based mainly on the overallnassi potential of the borrower, and
therefore, all of the above-mentioned decisionstrbestaken into consideration alto-
gether (Donaldson 1995, 1). These decisions aralysuade by different people in the
bank organization, but the decisions are still elpsconnected to each other. The
decision-maker, who makes the final credit decis&ther approving or rejecting, has
to be aware of, among other things, the interesirgdd, the bank’s general credit
policy, and, naturally, also specific informatioboait the credit applicant. The size of
the credit requested will also affect the deciswaking process, and, in general, the
larger the size of credit requested is, the moreptex and also partly more subjective
the decision-making process will be. (see e.g. éfean 1981, Ahtokari 1990)

Every credit decision has financial consequencasftbm the bank’s point of view
are either negative or positive, and the serioussmdsthese consequences depends,
among other things, largely on the size of theitréa order to avoid financial losses it
is important that the quality of the credit deamsimaking process is high. One impor-
tant part of this process is the acquisition of rappgate information, and when
gathering that information it is of the essencé&riow what information credit profes-
sionals consider relevant. Furthermore, by focusinggathering only relevant infor-



mation, a bank may also reduce its costs of infoionagathering. In addition, although
the gathering of information has become more andenmmnvenient and easy, for
example, due to the use of computers, it shoultebrembered that the capacity of the
decision-maker to process that information is $itilited, and therefore, selectivity in
information gathering will be important (Pitkam&lkd84, 101-102) Thus, it is justified
to say that the more is known about the actual rdedformation related to credit
approvals, the more improved the whole lendingslenimaking process will become.

According to Knupfer and Puttonen (2004), a finapcefessional needs a wide
range of expertise in several fields of sciencehsas, accounting, national economics,
statistics, and mathematics. Making credit deasitequires a great deal of expertise
since the decision-maker has to be able to asdesiseainformation received in a
rational sense and with care. (Knupfer & Putton@@4?2 16) However, all information
is not needed in every decision, and, in fact, byai all information available, the
decision-maker may be misléd.

Although credit professionals are generally highiperienced and often well edu-
cated, it should be noted, however, that even tbst mxperienced expert makes mis-
takes just like all people, and it should be natiest expertise and accuracy are not
always related. Therefore, it is important to ustind both the conditions under which
professionals perform well and respectively condgiunder which they do not perform
well. (Surowiecki 2004; Camerer & Johnson, 1991 pdidition, in order to be able to
improve the training of new credit professionalsisias well important to understand
how novices process information.

1.2 Previousstudies

Decision-making behaviour altogether has been atudktensively. However, studies
concerning decision-making within corporate cregjifprovals, especially lending to
large corporations, have not been as common. Agthaxpertise has also been the
focus of some of the previous studies (see e.gnt8ha 1992), these studies have
usually examined, for example, expertise withinltmegare, and thus, the role of exper-
tise in credit approvals has not gained much attent

Many previous studies made in the field of banki¥have focused merely on con-
sumer credits or lending to small and medium-sigechpanies. Studies made within
corporate credit approvals, either to small or dacpmpanies, have concentrated, for

% In a way, however, when the decision-maker deaiégo use a particular piece of information ityma
also be regarded as a usage of information. Thereffomight be rather difficult to separate theeaf
usage of information from the case of non-usagefofmation. For the sake of simplicity, in thisetis
the usage of information refers only to cases wiiezgiece of information is actually used.



example, on the use of financial information inditelecisions (see e.g. Danos, Holt &
Imhoff 1989; Berry, Faulkner, Hughes & Jarvis 1998urghof (2000) studied infor-
mation related to different kinds of corporate dredstomers within one German bank.
Although the study was conducted within a small glen{data from six corporate
customers), and thus, the possibilities for gemeabn of the results may be limited,
the results of this study will give valuable indigllinto the credit professionals’ use of
information and decision-making behaviour.

Many studies concerning the role of the decisiolkenia background, such as edu-
cation and work experience, have concentrated erathount of information used by
the decision-maker, and, as mentioned earlieretbglies have often concerned some
other domain than credit granting, for example theedre. (see e.g. Shanteau 1992) In
addition, there is little empirical evidence abwautat type of information credit profes-
sionals actually consider relevant for a creditislen.

In this thesis, lending to large corporations iglemexamination, and it should be
noted that decision-making processes related tdirlgnto small and medium-sized
firms may vary a great deal from the process rdlaédelending to large corporations.
Usually, lending to large corporations requires emnsubjective perspective compared to
lending to small firms, which may often be a ratf@mal process, and which, in
general, may be regarded as more like “lendingh® gerson”, i.e. an entrepreneur
(Berry et al. 1993, 135).

Andersson (2004) has argued that previous studiesecning experts’ decision-
making processes have seldom examined decisiommaki a naturalistic situation
(Andersson 2004, 471). Studies concerning cregit@als have usually been carried
out either by asking the respondents, i.e. theitcpgdfessionals, to mark the infor-
mation they consider relevant on the list repre=sgtr(see e.g. Stanga & Benjamin
1978), or giving the respondents a credit propasal, asking the professionals to make
the credit decision, either approving or rejectipgsed on the information on the appli-
cation as if the proposal in question would bead ceedit application received from one
of the bank’s customers, or alternatively from deptial new corporate customer. In
some of the studies students have also been usedeaspondent group, and thus it
has been easier to find out differences betweehpredessionals, who already have
practical experience at least to some extent, &ndests, who may have no practical
experience related to credit approvals or finarm#, who, on the other hand, are
presumed to have the appropriate knowledge to rtiakeredit decision in question.
(see e.g. Andersson 2001; Andersson 2004; Nutt)1B8@hermore, some of the pre-
vious studies related to decision-making in corfi@edit approvals have examined
the use of a computer as an assistant in decisakingn process (see e.g. Cohen,
Gilmore and Singer 1966; Ahtokari 1990; Anderss@®12 123-143). Although by
using computers many analyses within credit apgdsosa@ much easier and convenient
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to prepare, computers will not fully replace hunaketision-makers in credit approval
since many credit applications need a more ordessiled analysis, which cannot be
made without a human contribution.

In the previous literature on decision-making, maesearchers have examined the
amount of information used by experts and novicetheir decision-making process.
Some researchers have made an assumption baség gn-talled Information-Use-
Hypothesis, which implies that the amount of infatibn used in decision-making
should reflect the degree of expertise, and thygerts should use more information
compared to non-experts. (Shanteau 1992) This gagmis based on the idea of
rational decision-making, which, at least accordmgome researchers, will require the
use of all information available. However, ratiahalin making decisions does not
assure that the decisions made will be consistenpbmal (Simon 1983, 23). There-
fore, the Information-Use-Hypothesis has receivitlg support since studies related to
experts’ decision-making behaviour have shown thgterts are heuristic in their
decision-making, which means that experts makeofitke so-called “mental rules of
thumb” in order to facilitate the process of amiyito a final decision. In addition, heu-
ristics seem to be necessary for expert decisiokersasince the cognitive processing
capacity of the human brain is limited, especidflyhere are several decisions to be
processed. (Simon 1983, 20-29; Shanteau 1992)

Although few researchers have given support foraheve-mentioned hypothesis
concerning information usage, there is however, daample, a study made by
Andersson (2004), which suggest that the Infornmatise-Hypothesis is valid in the
context of credit granting. The results from Anderss (2004) study have shown that
experts searched for significantly more cues coegpan non-experts. One important
reason for the differences in the results of thevipus studies, especially results con-
cerning the amount of information used, would be tluthe fact that the studies were
made within different domains, and as Shanteau2188s argued, decision-making
within different domains should be judged sepaya(€hanteau 1992, 83). Therefore,
the results of this thesis may be primarily comgate the results from Andersson’s
(2004) study.

The type of information needed in decision-makiag hlso been under examination
in some of the previous studies related to credihigng. The results from these studies
have shown that, for example, historical finansi@tements and forecast information
are considered important by credit professionaheir decision-making. In addition, as
might be expected, financial information seems ¢oelspecially relevant in lending
decisions. (Stanga & Benjamin 1978; Berry & Rolmmt2006)
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1.3 Objectives of thethesis

This thesis examines the decision-making behaviodending to large corporations,
and compares decision-making behaviours within cess/{business students) and credit
professionals. The objective is to learn the imgase of practical work experience, and
to find out possible differences in decision-makibghaviour between novice and
experienced credit decision-makers. In additioa,alm of this thesis is to shed light on
what kind of information is considered most impatthy credit professionals, and since
there have been differing views about the validifythe Information-Use-Hypothesis
within experts’ decision-making, one aim is also fiad out whether or not this
hypothesis is valid in the context of credit ap@isy From the theoretical point of view
the intention is to introduce the credit decisioaking process in general and also the
means to interpret corporate credit quality. Tree=agch problem can be summarized to
following questions:
e Is there a significant difference between how dgssional and a novice make
their loan decisions?
e What type of information is considered most impottay credit professionals in
corporate lending?

A great deal of this thesis consists of the congpariof professionals’ and novices’
decision-making behaviours within credit approvalsd therefore, for the purpose of
this thesis it would be beneficial to define whatmeant with the termsrofessionals
expertand novice According to Shanteau (1988), “novices are denishakers who
may have considerable knowledge and experiencehdwuat yet to reach the level of the
experts”, whereas experts “are those who have eekitie pinnacle of their profession”.
(Shanteau 1988, 206) It would be reasonable tonasghat to become an expert re-
quires a great deal of experience. However, expegi@lone is not adequate to reach
expert competence, and the ability to learn fromakperience is more important than
the experience itself (Brehmer 1980). Thus, it $thdae¢ noted that experience does not
necessarily equal to expertise.

In this thesis respondents are classified first im0 main groups, namely novices
and professionals. Secondly, the professionalsclssified further according to their
experience and the level of expertise into groupexperts and intermediate experi-
enced professionals. Thus, the terms used in #gstlarenovices intermediateexperi-
encedprofessionalsandexperts and the classification is made according to gspon-
dents’ work experience, job description, and ogssible relevant factors.

Even though the approach in this thesis is rathmiles to the study made by
Andersson (2004), it should be noted, that in Asslen’'s study the novices were both
business students and Ph.D. students in businesmiattation, whereas in this thesis
only business students are used. The term expases to refer to a person who is in-
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volved in tasks requiring high degree of expertisd responsibility and who also has
many years of work experience (10 years or morehénfield of credit approvals and
finance. The term intermediate experienced pradessi in turn, is used when referring
to a person who has less work experience in finamok credit approvals and who is
involved in tasks requiring lower degree of exmertand responsibility. However, the
number of years mentioned is only normative in rgteand therefore, the classification
of respondents is at least partially context-samsitand the job description of the
respondents has a significant role in making tlasssfication. When referring to both
experts and intermediate experienced professidhalserm professional will simply be
used. The term novice, in turn, is used when rigigno business students since they
lacked practical experience on decision-making fimance. An interesting aspect of
this thesis is, therefore, the comparison of sttgland professionals, who are already in
working life since, generally, students have somevkedge about making credit deci-
sions, but another issue would be whether studeswe adequate ability to use the
knowledge obtained at university, or a similaritasion, in practical real-life situations.

The purpose of this thesis is not to inform readsdysut different types of credit
granting processes, and therefore, in this thasisntion is not paid to credit granting
processes within different bank organizations. lenore, this thesis focuses on
lending to large corporations, and therefore foaregle, lending to households and
possible other services offered by banks, sucloleterals, are excluded.

1.4 Methodology and methods

Some researchers have argued that the users otihatatements, especially their
decision-making processes together with the infoionaneeds, should be the starting
point for research in the field of accounting aimdhce. This argumentation is based on
the decision-usefulness approach of the reseatwh.d€cision-usefulness approach, in
turn, has stimulated behavioural accounting re$eavbich aims to study the produc-
tion and the use of financial information. WithieHavioural research there are four
main methods which may be used, namely surveyll $midies, laboratory experi-
ments, and field experiments. (Ryan, Scapens aedddid 2002, 102-103)

The methodology in this thesis is explanatory iturg and the aim will be to study
credit decision-makers by using naturalistic methoNaturalistic methods are, in
general, highly useful when the aim is to study,ewample, the everyday behaviour of
some group of individuals, which in this thesis goeng to be credit decision-makers.
In this thesis the main emphasis is, as mentiorztieg on the examination of the
credit decision-makers’ use of information. Thus tdecision-usefulness approach is
going to be one of the main approaches on whichhégis is going to lean on. The re-
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search will be conducted by using a descriptiverespias a research method, and the
survey was carried out by using a questionnairachvincluded also a hypothetical
executive summary of a credit propdséRyan et al. 2002, 35)

Surveys, in general, are useful methods to colietd when the population to be
studied is large. In this thesis, survey was used gesearch method mainly because by
using a questionnaire and a hypothetical execugivamary of a credit proposal, the
credit decision-making situation under examinatias close to a naturalistic situation
in credit professionals’ everyday job. This thefmbows Andersson’s (2004) sugges-
tions, and aims to create a naturalistic settinth i highly realistic credit proposal
written by and tested with experienced credit psifenals.

1.5 Empirical setting

The survey was conducted among two samples. Tétesimple was conducted among
corporate credit professionals at one Nordic baitk wnportant operations in Finland.
The second part was conducted among business stlatehe Lappeenranta University
of Technology. Students have been used as a tesp glso in some of the previous
studies, and by using students as one samplingpgtmeful information about the role
of the education, especially finished degrees|sis abtained. A survey was carried out
by using a questionnaire (see appendix 1), whiatsisted of a cover letter, questions
about the respondent’s background information, tues concerning the credit
proposed, and the executive summary of a credipqeal. The cover letter and the
executive summary of a credit proposal are notighétl upon the request of the bank
where the survey was made.

The questionnaires were sent to 88 credit profaatsowho are involved in credit
decisions within large and medium sized compamiiser as contributors to the writing
of credit applications, or involved in the approwéthe applications, and to 35 business
students who participated in a particular spe@#bs course of finance and corporate
funding at the Lappeenranta University of Techngloghus, the sampling method
within this thesis was purposive in nature, whictsweed that the respondents were
serving the purpose of the thesis. Usable respomsesreceived from 33 professionals
and 16 business students.

 An executive summary of a credit proposal refera brief but comprehensive summary of a business
plan or an investment proposal, which highlighsskiey points and is generally adapted for the eater
audience (BusinessDictionary). Typically such sumnia main driver of the evaluation by a decision
maker, and if the executive summary fails to coneithe decision-maker, the likelihood of a positive
decision may decline significantly.
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1.6 Thestructure of thethesis

The rest of this thesis is organized as followse Sacond chapter of the thesis repre-
sents some features of credit approvals. The aitheothapter is to present a lending
process in theory and decision-making related te pinocess. The focus will be in
lending to large corporations. Since the possiblationship with the potential borrower
affects also the final credit decision, the bassues related to relationship banking are
also discussed in the second chapter. In additgmcal characteristics of the credit
decision-maker and some decision-making strategidsalso been discussed in the
second chapter.

The third chapter of the thesis concerns inteipgetorporate credit quality. The
chapter begins with a discussion of company amalgsd its main purposes. Other
issues discussed in the third chapter, creditasdessment, financial statement analysis,
and credit rating, are, in a way, parts of the camypanalysis, but still these issues are
discussed separately since the main idea will beal these elements are equally im-
portant in lending decisions. After chapters twd ree, there will be a brief summary
of the main issues discussed in these particulaptehs. The issues discussed in the
second and the third chapters of the thesis forcoraparison basis for the empirical
study made within the thesis.

The fourth chapter of the thesis deals with emalrpart of the thesis. In the fourth
chapter, the background of the empirical study rissented, and at the end of the
chapter, the results of this study are discussgether with the conclusions. The thesis
ends with a summary, and in addition, the aim igit® some suggestions for possible
follow-up research.
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2 FEATURESOF CORPORATE CREDIT APPROVAL

2.1 Credit approval from theoretical perspectives

2.1.1 Information asymmetry

Credit approvals may be considered as a game betaeebtor and a borrower, and
information asymmetry is an important factor inttlgmme. In theory, information
asymmetry in the context of credit granting is defl as a situation where either the
borrower or the bank has better information onrfgal conditions or prospects of a
project or a company than their counterpart (Bra@64, 33). Usually large corpo-
rations offer more information for banks than snfiaths, and therefore, the problem of
asymmetric information is also more severe witleinding to small firms compared to
lending to large corporations (Lehmann & Neuberg@dl, 343). Furthermore, large
corporations are generally better known in bankser@as small firms might be com-
pletely unknown by banks’ personnel, which alsopsufs the idea that information
asymmetry is more severe within small companies Within large, well-known corpo-
rations (Cressy 1995, 292).

When the borrower has information asymmetries,situsually due to so-called
private information about the actual condition bé ttompany. Private information, in
turn, refers to information such as costs and lsneflated to a specific business plan
or information about possible outcomes of a spegfioject. The borrower tries to
make the company appear less risky, which make®it difficult for the creditor to
predict accurately the borrower’s behaviour, inters, and incentives. Sometimes
credit might be approved with complete informatidout since there is asymmetric
information, the credit is actually rejected. Hoegvexperienced credit professionals
are trained to assess all kinds of information, #rely are accustomed to analysing
whether or not the information is trustworthy. Téfere, professionals are usually able
to make accurate judgements and decisions despitenfarmation asymmetries.
(Andersson 2001, 21; Milgrom & Roberts 1992, 140)

Although information asymmetry has usually beenstered problematic especially
in a business relationship between a bank and #rogs, asymmetric information
occurs also between different banks. When a bark éacustomership with the
company, the bank learns more about the corpotet®mmer compared to other banks.
Thus, the bank, who has a relationship with the gaomg, obtains private information
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about the borrower, which, in turn, leads to infatimnal advantages over other banks
because the bank is, for example, able to betsasrisks related to the borrower.
Therefore, the bank is also able to set, for exalphn prices and covenants in appro-
priate level according to the actual risk leveated to the borrowing company. (see e.qg.
Sharpe 1990, 1069; Rajan 1992, 1381)

In contrast to information asymmetry there is adspossibility that the borrower
does not know the actual condition of his or hesibess, and therefore the information
may actually be symmetric in nature. However, Ugudlis kind of situation applies
only to small businesses and businesses in eadgstof their life cycle. (Cressy 1995,
293

2.1.2 Problems of moral hazard and adverse selection

According to Milgrom and Roberts (1992), informatiasymmetry may also result in
adverse selection, which is a very common problanthe insurance industry, but
possible also in the banking environment. (Milgr&Roberts 1992, 149) Adverse
selection refers to a situation where, for examafejncrease in interest rate results in
attracting borrowers with poor economic viabilitin other words, credit-worthy
borrowers are adverse selected due to the highdostis. (Stiglitz & Weiss 1981, 393;
Andersson 2001, 22). Another example of adversecBeh is a situation where the
borrower, who is already the bank’s customer, askditional finance, i.e. extended
credit, only for high-risk projects. (Mishkin 200674-175)

A phenomenon termed as moral hazard is closelyecl® adverse selection. Moral
hazard means that the borrower will have an ingerti change the intended behaviour
after the loan agreement has been signed. In otbwets, the borrower will behave pur-
posely in a way that will reduce the bank’s podisies for repayment. (Mishkin 2006,
174-175) The described situation is due to thetfsat a borrowing company’s interests
are not necessarily consistent with the bank’srests. Usually the company’s share-
holders want to invest their equity in projectshwiertain profits, whereas borrowed
capital is preferred to invest in high-risk progafMilgrom & Roberts 1992, 183; Bruns
2004, 36-37) If a high-risk project turns out to &&ccessful, the company, and its
shareholders, gain additional benefits, whereadb#mk gains only a limited profit, i.e.
the interest agreed and the repayment of the lapitat. Thus, the bank does not get

* In certain situations it might be possible théiaak has information advantages, but this situationld
probably apply better within lending to small comjgs than lending to large corporations. The bank
may, for example, have wider experience compardgdeananagement of the company applying credit,
and thus, the bank may, for instance, have bettdenstanding of possible risks, as well as prospect
related to a particular market area or overallriess plan. (see Bruns 2004, 33)
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compensation for bearing a high risk, nor doeedaeive any possible additional profits
even if the project would yield additional retur®om the borrower’s point of view,
the possible losses of the unsuccessful projecpartly limited since the bank bears
most of the losses in that situation since it do@sgain either the interest or repayment
of the loan capital unless the bank has some gtesior covenants. (Bruns 2004, 36-
37)

Collaterals may be used as a one way to solvertddgms of moral hazard and ad-
verse selection. By using collaterals the bank itmayable to deter the borrower’s in-
centives to change intended behaviour after sigtiiegloan agreement. Furthermore,
collaterals may also induce the borrower to revesds which otherwise would be
hidden. (Lehmann & Neuberger 2001, 343) Howeveeneyuarantees or covenants do
not always protect the bank’s receivable.

2.1.3 Credit rationing

According to the market equilibrium, supply and @ewh are generally equal, and if
demand exceeds supply, prices will increase, whichurn, will decrease the demand
or increase the supply until the demand and suagyequal. Within bank loans, how-
ever, this is generally not the situation becausproblems of adverse selection and
moral hazard. (see e.g. Jaffee & Russel 1976, $8dljitz & Weiss 1981, 393; Milgrom
& Roberts 1992, 153) Credit rationing is one waydeal with problems of adverse
selection and moral hazard, and it is related siuation where the demand for credit is
higher than the supply of credit. In credit ratimgia bank either refuses to lend any
funds for a particular borrower, even if the boreswvould be willing to pay higher
interest rate, or restricts the size of creditegslthan what the borrower has actually re-
guested. (Swank 1996, 182; Mishkin 2006, 220)

In the first-mentioned form of credit rationingtabrefusal of lending to a particular
borrower, the connection to adverse selectionttseraobvious. The most risky compa-
nies are, according to theory of adverse selecégactly those ones who are willing to
pay higher interest rates since they are awarbenf bwn risks and the fact that in the
case of possible default, the bank will bear mdshe risks. In other words, the bank’s
mix of credit applicants becomes worse when ther@st rate is increased. (Stiglitz &
Weiss 1981, 393-396; Mishkin 2006, 220; see al$led& Russel 1976) Furthermore,
a higher interest rate gives the borrower an incenb undertake more risky projects,
which refers to a situation of moral hazard. Theref if the potential borrower is
willing to pay higher interests, this might implyat the borrower is going to change its
intended actions, and invests the lent funds intoose risky project than what was
actually intended. (Swank 1996, 183)
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The second form of credit rationing, restrictiortlod size of credit granted, is related
to moral hazard. The benefits gained from morabhdavould be the higher, the larger
the amount of credit granted is. Furthermore, tbedwing company would probably
feel that it would not be a wise thing to hurt teempany’s reputation and credit rating
because of a small amount of credit. Thereforaelyricting the size of credit actually
granted, the bank may also reduce the borrowecsntives to take actions which
would reduce the possibilities of repayment. (Mial2006, 220)

2.1.4  Psychology in credit approval process

Credit professionals aim to make a deal which Wl profitable in the future, and in
order to do this, a lot of different kind of infoation is needed. When making credit
decisions, credit professionals are faced with @evenvironment full of many kinds of
information items, and usually credit professiorddsnot settle for only the information
gained directly from the credit applicant, but thalgo seek extensively for more
informatior?. Some of these information items are relevanhéodecision, but many of
them turn out to be irrelevant. Irrelevant inforroatitems may at worst be highly
misleading. Therefore, the careful assessmentfofmration is of the essence in credit
decisions.

The acquisition of information needed is only tistfstep in the process of credit
decision-making. When the appropriate informat®gathered, the decision-maker has
to assess this information in a meaningful manHermever, many kinds of biases may
make the assessment of information rather difficAltso-called halo-effect, among
other things, is an example of a bias, which maygex the processing of information
in an unpleasant way. A halo-effect is a cognitivas, which was named by Edward
Thorndike in 1920, and in the context of credit @ppls it means, for example, that a
company, which is generally thought to be reliabled responsible, may also be
assumed to have a skilful management. Often thisideaemaker also pays attention to
features that confirm rather than disconfirm hisher original impression about the
credit applicant. (Andersson 2001, 23; Plous 198B46) In addition, usually a credit
applicant also tries to distort his or her stateisieand that is why the decision-maker
has to consider every statement with caution. Taltispugh the credit decision-making
requires an ability to search more and more inféionathe decision-maker also has to
be able to recognise and discard irrelevant inféiona(Andersson 2001, 23).

® However, often credit applications are required@odealt with considerable speed, and therefbee, t
credit decision-maker does not always have enougk for gathering more information. Thus, the
professional, who prepares the executive summaayooédit proposal, is in fact often the one, wheds

to gather additional information when needed.
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A psychological aspect of credit decisions is atetated to decision-making in
groups, which in the context of credit approvale a@enerally termed as credit
committees, and usually at least the biggest aadribist important credit decisions are
made in credit committees (Ahtokari 1990, 35). toups there is a tendency to seek
conformity with other members of the group. This,turn, may lead to a situation,
where a member of the credit committee does natesgphis or her real thoughts about
the credit proposal in question. A situation likett may also be called “groupthink”.
(Plous 1993, 203)

According to Surowiecki (2004), groups make thet lolegisions if every individual
within that particular group acts independentharder groups will, in general, perform
better than groups with few members. The reasonhisrlies in diversity. Due to the
wider diversity of the group, the individuals’ expge and experience will be better
utilized. When everyone in the credit committeangsi his or her own ideas and experi-
ence into the decision-making situation, the bedtit®n will be found more easily
compared to a situation where every single membéneocommittee would make the
decision alone. (Surowiecki 2004, 29-41) Howevee, decision made by a group is not
always better than the decision made by an indalidecision-maker, and the group’s
accuracy depends, for example, on difficulty of thexision, the competence of the
group members, and the way that the group memberallmwed to interact (Plous
1993, 211). Collective knowledge is an importastda in decision-making, but it does
not mean, however, that it will not matter at amhinformed the members within a
group are. Even though, a less experienced deeaisaker may bring valuable ideas
into the group, these individuals should still hdeast to some extent informed. Thus
the collective wisdom of completely uninformed pleowould not be greater than the
wisdom of an individual expert. (Surowiecki 2004)

In general, credit decisions need to be made otfitnconsiderable speed, and some
credit committees deal with such a large numbergretlit requests that the time
available for an individual credit decision may bery limited. Sometimes a rapid
response is needed due to the nature of the custorequests. A corporate customer
may, for example, prefer to leave the credit agpion for an acquisition relatively late
when the plans for acquisitions are already rataerreaching in order to limit the
number of parties who hold confidential informatialmout the company’s actions, and
in a situation like that, the credit decision netrlbe prepared rather rapidly.

® The Head of Debt Advisory within a Nordic bankwitnportant operations in Finland is acknowledged
for useful comments concerning credit committees.
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2.2 Relationship banking

The term “relationship banking” is a rather newltablished expression in general
literature of banking, and there is no clear d&bni for this term. Generally, the term
refers to a close, long-term relationship betweeargk and a customer, and the purpose
of relationship banking may be regarded as meetlhthe financing needs of a cus-
tomer (Boot 2000, 9-10). Generally in relationshgnking, the essential elements are
the several interactions with the same customertlamabtaining of customer-specific
information, which otherwise would be difficult tibtain. Another important factor in
relationship banking is trust, though trust playsi@portant role also in the so-called
transaction banking, which is not based on anyiqdar kind of long-term relationship.
However, due to the pronounced role of social agBons in relationship banking, also
the role of trust is more significant in relationstbanking compared to transaction
banking. Furthermore, the quality of the relatiapsh strongly based on trust. (see e.g.
Lehmann & Neuberger 2001, 345; Cosci & MelicianD@0Gill, Flaschner & Shachar
2006, 387).

Long-term relationships between a bank and a barare generally considered to
be beneficial from the borrower’s point of viévbut a long-term relationship benefits
also the bank. From the bank’s point of view, tleg kenefit gained from a long-term
relationship with important corporate customers ldie the decreased costs of infor-
mation production. Relationship banking is said¢oinherently related to an access of
information about the customer, and relationshipkibay seems to be highly beneficial
especially in resolving problems of asymmetric mfiation. In addition, in case that the
bank offers also other services besides lendirggetiill be at least some information
synergies gained from the relationships with comgmnwvhich use also other services
of the bank. On the other hand, however, if a l@sging relationship with a corporate
customer ends, the bank is faced with sunk costd@mfmation gathering. (Lehmann &
Neuberger 2001, 339-341; Bharath, Dahiya, SauratesSrinivasan 2007; Boot 2000,
8-11; Cosci & Meliciani 2006, 78)

Relationship banking may also improve and facéitédhe whole credit approval
process since flexibility is increased comparednoordinary bank-borrower relation-
ship (Boot 2000, 12-13). Therefore, a bank hasnaarnitive to try to establish such an
intense and long-lasting relationship with largepooate customers. However, by

" From the borrower’s point of view, the key bersefitbtained from relationship banking are better
availability of credit in the future and the deed costs of lending (see e.g. Boot 2000, 9-10rriagim
& Neuberger 2001, 339-341; Cosci & Meliciani 20@8)
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accepting that the corporate customer has a regtip also with other bankshe bank
may via diversification reduce risks related toaatigular customer. On the other hand
however, for example, in a case of possible barikyupf the borrower, the bank has
decreased the probability of receiving full repapmé the borrower has multiple
banking relationships since presumably all of theder banks have also receivables
from that particular borrower. (Cosci & Melician®@6, 80-81)

If a bank wants to gain some benefits, such asrnmdtional advantages, from
relationship banking, the bank has to realize tbgether with possible benefits there
will probably be some problems as well. Two mogidsl problems related to relation-
ship banking are the soft-budget constraint proplehich is especially harmful from a
bank’s viewpoint, and the hold-up problem, whiehturn, is harmful especially for the
borrower. Indirectly, however, both of these proldecause harms for both the bank
and the borrower. (Boot 2000, 16)

The soft-budget problem refers to a situation wheréelationship) bank cannot
easily deny additional credit even though the ekitem of credit would not be rea-
sonable. Typical example would be a situation wizecempany is close to a default. In
a situation like that a relationship bank may dedmwl extend the borrowing company’s
credit in order to assure the repayment of the lsagkisting credits, whereas another
bank would probably not grant any additional creslitce the probability that the
borrower will pay back the principal and the intns poor. (Boot 2000, 16)

The hold-up problem, in turn, is harmful for thertmaver, and it means that due to
the information obtained through the relationshithwhe borrower, the bank will get
an information monopoly, which, in turn, gives thenk a possibility to charge higher
interests on new loans, or threaten not to lendaatjtional credit. Unfavourable loan
terms would make the borrower reluctant to borroenf the bank, and the corporate
customer may start to seek competing offers froherobanks. Competition between
different banking companies will reduce the holdeggsts, but, on the other hand, if the
company has a relationship with many different Isatile probability of being denied
credit may be increased. (Sharpe 1990, 1069-10&&nRL992, 1379-1381; Ongena &
Smith 2000, 27; Boot 2000, 16; see also Coultera&l@r 2002).

Studies have shown that the stronger the relatipnsith one bank, the greater the
availability of credit and the lower the requirertgenf collateral (Bharath et al. 2007,
369). The hold-up problem, however, might worsea tban terms, and therefore,

® The number of bank relationships depends in dad an the country where the company operates,
industry, and firm specific factors, such as comypage and size. The range of banking services deede
by a corporation will also affect the number of baalationships. According to Ongena & Smith (2Q00)
a situation where a company has only one bankioekttip is rather uncommon, and according to their
study, less than 15% of the companies that paatieipin their study had only one bank relationship,
whereas 20% of the companies had a relationshipeight or more banks. (Ongena & Smith 2000, 27)
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though the credit might be more easily availabhe terms might be uncompetitive.
However, empirical evidence shows that along whih duration of the relationship the
loan terms also improve, and this, on the othedhavould imply that the hold-up
problem is not such a huge issue when talking alomgf relationships (Boot 2000). In
fact, according to Lehmann and Neuberger (200&) htild-up problem seems to occur
only if the relationship with one, a so-called mbhank is almost exclusive (Lehmann &
Neuberger 2001, 344).

2.3 Corporate credit approval process

2.3.1 Typical credit approval process

A word “credit” originates from a Latin word “cred®, which means “to trust some-
one”. Basically, the question in credit grantingmsether or not the potential borrower
will be trustworthy, in other words, will the bower be able and willing to meet his or
her obligations. (Andersson 2001, 9) However, batd&ksot have to depend only on
their instinct and trust since they may take adageatof different kinds of guarantees
and collateral in order to hedge the loan grantecddition, by setting covenants, for
example, banks are also able to better contratitbit relationship.

Usually credit processes are roughly similar betwe#ferent banking institutions,
although there are some differences depending@bdhks’ internal practices. When a
large credit is requested, or the corporate custisnesry important, the procedure may
be highly complicated, and decision-making maydsest to different departments and
levels of the bank’s organization (Ahtokari 1996).3n addition, it is also possible to
make distinctions between different types of cusimnwho are requesting credit. It is
possible that a company, which is already the lsikistomer, applies for additional
credit either for its existing business operatiomsfor a new business plan. Another
situation is, when a completely new corporate austorequests credit either for a new
business, or an already existing business. (Béray €993, 135)

The credit approval process may be regarded asotien between the bank and the
borrower. The procedure begins with a credit regueseived from the potential
borrower, and after that the bank will probably &skadditional information in order to
assess the credit risks and other relevant facétaited to the borrower or the credit in

° The Head of Debt Advisory within a Nordic bankwitnportant operations in Finland is acknowledged
for suggestion to take into account certain issekded to relationship banking.
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guestion. (Andersson 2001, 19) Figure 2 represetypical procedure for credit assess-
ment based on the procedure represented by Cohaln (@966). The thicker arrows
shown in figure 2 indicate the main flow, i.e. thcedure used in most of the cases
(approximately two thirds). (Cohen et al 1966, 223}

1. Is the
= present custome
of the bank?

1 Yes

2. Is an extensiw
credit check onthe| yveg
company required?

Evaluate the potenal
of a new customer
relationship and check
the company’s credit

Investigate the
creditworthiness of|
the proposed loan

I No

3. Check credit request agair

Infeasible legal and policy restrictions

Follow-up and loan
review procedure: _I
over-all evaluation Feasible loa

of the firm J

T 4. Appraisal of the loan’
purpose, amount, maturity,
payback, and security

l

No 5. Should loan be
recommended?

l Yes

7. Record analyse 6. Resolve precedin
End < and < analyses and make detailed
recommendations recommendations

concerning the loan

Figure 2 A procedure for analysing corporate crestjuest (Cohen, Gilmore and
Singer 1966, 224)

The procedure shown in figure 2 starts with a qaesif whether or not the potential
borrower is the banks customer. Usually the andarethis question would be yes, and
therefore, the more detailed assessment of th@werris not necessarily required due
to previous knowledge about the customer. Howeasgan if the borrower is already the
bank’s customer, it might still be necessary toestigate the customer’s credit-
worthiness, especially in the light of the loanuested. The reason for re-evaluation of
the customer may be due to, for example, debatapeatation of the company as a
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customer and the bank’s experience with the cussimpeevious loans. (Cohen et al.
1966, 224-225)

In cases where the company which applies credih ftike bank is not already the
bank’s customer, there will be an assessment opohbential of long-lasting customer-
ship with the particular company. Sometimes, howetle loan might be approved,
even if there is no potential for future relatiomstvith the customer, in a case where
the direct profitability of the loan requested via# significant. (Cohen et al. 1966, 230)

The legal restrictions represented in figure 2rréde for example, deposit limits set
by regulatory authorities. These limitations hawvebe considered together with the
amount of credit requested. The questions repredantphase 4 in figure 2 (purpose,
amount, maturity of the loan, repay ability of therrower and security requirements)
are first considered independently, and finallyetbgr taking into account the combine
effect of these factors. Although the actual legdprocess ends with recording and
filing the results of the analyses made within élcéual lending process, there will still,
however, be a continuous process of controllinglweations and follow-up actions are
also performed during the whole credit relationsfiipe follow-up processes vary also
depending on, for example, the amount of credir@ygd, risks related to the borrower,
and the credit rating of the borrower. The factozlted to the borrower’s credit-
worthiness are same regardless of whether or mobdinrower is already the bank’s
customer. (Cohen et al. 1966, 224-239) Therefdra, gompany is presently in poor
economic condition, the outcome of credit assessméihbe the same no matter how
long a relationship the company has had with timkba

It would be reasonable to assume that more exmerigncredit granting would also
bring better ability to avoid being misled. Thutscould be assumed that, at least to
some extent, differences mde observed in the decision-making behaviour within
experts and less experienced credit professiofralady in the second step of the credit
granting process, namely in the encounter withbirgower. More experienced profes-
sionals may be more skilled to analyse the trugtwagss of the information repre-
sented in the credit application, and more expeedrprofessionals may also perform
better in gathering of appropriate information. dddition, there would probably be
differences also in the manner of how differentf@ssionals assess the information
obtained. Thus, the decision-maker needs to befutamen assessing the potential
borrower and the information related to that conypamd usually banks also prepare
their own analysis concerning the credit applicdiite analysis is based on all infor-
mation acquired from the potential borrower andeothossible sources, for example,
publicly held records. (Stanga & Benjamin 1978, 17)
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2.3.2 Typesof credit

Corporate lending may be divided according to tihended use of the credit requested,
and the most typical types of corporate loans aveking capital and investment loans,
which may also be termed as transaction loans ereagb loans. Transaction loans refer
to working capital loans, and project loans, imtwefer to investment loans. (Broomé,
Elmér and Nylén 1982, 167) Investments consistchihyi of capital expenditures, such
as machinery and equipments, whereas working d¢apfexs to the amount of capital
employed in a company’s everyday operations. Furtbee, corporate lending may be
divided according to the length of a loan perio ishort-term (under 1 year maturity),
medium term (1 to 5 year maturity) and long-terredats (over 5 year maturity).
(Riihimaki 1993, 26; Kontkanen 1996) A loan perisdjenerally defined according to
the amount of credit needed. In addition, the idéehuse of the credit applied and the
company'’s plans for the future may also affectdbeation of the desired loan period.
(Riihimaki 1993, 27)

Loans with maturity of more than one year are datlerm loans, excluding, how-
ever, real estate and consumer loans. Generaflyntturity of a term loan is limited to
10 years, and a typical maturity for term loanws to five years. Typical intended use
for a term loan is, for example, acquisition okfikassets. One type of term loan is a so-
called revolving credit loan, which is rather sianito short-term credit line, but, how-
ever, in revolving credit loan, the loan periodtypically longer than in a short-term
credit line. (Hempel et al. 1986, 390)

A typical long-term credit has a maturity of moren 10 years, and usually long-
term loans are needed, for example, in the stapghmse of a company or in order to
make a large investment, such as machinery oreiratiquisition of premises. The most
typical form of the long-term loan is a debentusan, which gives the borrower the
agreed amount of credit and which requires thedveer to pay back the loan capital
during the agreed loan period. (Riihiméki 1993.308

When a company’s internal finance is not sufficiearid the company needs more
finance, alternatives are either to raise equittoaaise debt. Besides these alternatives
there is also a so-called mezzanine capital, wisichmixture of both equity and debt.
Equity and borrowed capital differ from each othersome extent: for example, the
position in a possible bankruptcy situation, cosis]l the right of voting are usually
different within these forms of capital. The forwiscorporate finance are not discussed
further in this context, and to see more informatan that subject, see e.g. Reuvid
(2002) and Knupfer & Puttonen (2004).

The need for credit may be due to a variety ofargssuch as the fluctuation of
working capital or inadequacy of internal finan¥éhen a company is applying credit
from a bank, the bank has to assess carefullyghsons why the credit is applied. A
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fluctuation in the company’s working capital is most cases only natural since the
working capital may fluctuate, for example, becaon$eseasons, and especially in a
start-up phase many companies need additional dnarefore the business starts
making profit. If, on the other hand, the crediaplied because the company’s internal
finance is insufficient, the reasons for this maythat the company’s management is
not able to run the business properly, which, imtumay later cause defaulting also in
the repayment of the loan capital. To cover poss#hortfalls in working capital,
companies are offered seasonal open lines of areditcheque account on credit. These
credit lines are usually short-term loans, and they in general, offered for financially
strong borrowers, which are known to be creditwprt@redit lines are useful, for
example, due to their flexibility (see e.g. Hemp&bleman & Simonson 1986, 388-389;
Riihimaki 1993, 28-30), and for large corporatidhs short-term credit lines offered by
banks are especially important in providing ligtydiluring periods of economic stress
(Saidenberg & Strahan 1999, 1). Possible otherstypie short-term loans are, for
example, bills of exchange and foreign currencyitse These types of credit are not
discussed further in this context, and to see moficemation on different types of
corporate credit see e.g. Kontkanen (1996), Heelpal (1986), and Riihiméaki (1993).

2.4 Lending decisions and infor mation related to lending

2.4.1 Foundation of credit decisions

From a theoretical view a credit decision may béndd as an ordinary decision-
making situation, which consists of a decision-make decision-makers) with his or
her (their) objectives, restrictions for the demmsimaking, alternatives, and background
information. (Ahtokari 1990, 37-38) According ton®in (1960), a credit decision
process may be divided into three stages, whiclnéeigence activity, design activity,
and choice activity. In the intelligence activityage the necessary information is
acquired, and this information will be used in tesign activity stage in order to form
an overall picture of the situation and to defimsgible alternatives. The final decision
is made in the choice activity stage. (Simon 10,

Decision-making has been studied extensively, aadynclassifications related to it
have evolved. Examples of these classificationgpasgrammed and non-programmed
decisions and open and closed decisions. In additiecision-making is often classified
into decisions made by individuals and decisiongleriay groups, which in the context
of credit decisions would be credit committeesim(@ 1960, 5-8; Ahtokari 1990, 6-8)
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According to Simon (1960), decisions may be dividedording to the classification
of programmed versus non-programmed decisions (sih@60, 5). Keen and Scott
Morton have later used terms structured and narettred instead of programmed and
non-programmed since they considered that ther@aligerms were too much computer-
based. (Ahtokari 1990, 6-7) Programmed, or strecturdecisions are generally
repetitive and routine, and there are usually alel®s related to programmed decisions.
Non-programmed, or non-structured, decisions, in,tare irregular and there are no
clear rules related to these kinds of decisionserOhon-programmed decisions require
much subjective assessment since the problem istiqunehas not appeared previously
or the subject is so important that a more detagdlpalysis and a tailored outcome is
needed. (Simon 1960, 6)

It is rarely possible to classify a credit decisiparely as a structured or non-
structured decision. Instead, a credit decision lvdae better described as a semi-
structured decision, which means that the amourdtrictured elements in a credit
decision varies depending on the complexity of dieeision in question. Thus, in a
simple decision-making situation the amount ofcuited elements is large, whereas in
a more complex situation non-structured elemergstare important. (Ahtokari 1990,
39) For example, in a situation where a long-teust@mer, who is known to be trust-
worthy and who lends regularly from the bank, aplcredit, the decision would
probably be much like a programmed decision, aatine, which will not require much
customisation and assessment, whereas, in a situahere an entirely new corporate
customer applies credit from the bank, much mosesmnent and analysing would
probably be required. Furthermore, lending to sroathpanies, in general, would be
more like a programmed decision, whereas lendinigrige corporation is more like a
non-programmed decision since lending to large @mgs requires usually more tai-
loring and human contribution.

The theory of open and closed decision-making nsogak originally established by
Wilson and Alexis in 1962 (Ahtokari 1990, 6-8). Ttlesed decision-making model is a
classical decision-making situation, where the slenirmaker confronts a known set of
alternatives. The open decision-making model, imm,teoordinates with an adaptive
model, and usually this kind of model is used inrencomplex decision processes. Both
of these models consists of the same set of siic lo@gision-making elements, which
are 1) “the set of nature”, 2) “the decision-make&} “the goals or ends to be served”,
4) “the relevant alternatives and the set of astivom which a choice will be made”, 5)
“a relation which produces an ordering of altevediin some arrangement”, and 6)
“the choice itself”. Open and closed decision-mgkmodels differ from each other
mainly in regard to the recognition and the degreemphasis accorded to some of the
elements. (Wilson & Alexis 1962, 150-151)
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In general, the process related to lending to gela@orporation may be regarded as
an open decision-making model. When making a creéektision, the decision-maker
tries to find a solution which would be “good enbtidt is not meaningful even to try
to discover every single detail about the credjiliaant. There are also many facts that
are difficult to assess, and in a credit decisio® decision-maker has to rely on un-
certain assumptions about the borrower’s forthcgnn@haviour. However, in a simpler
credit decision, the situation would be more likeaiclosed decision-making model. In
a situation like that, there is a limited set dégalatives, for example a set of alternative
interest rates. In addition, there are usually ats@alled objective rules, which are used
in order to reach a solution. (Ahtokari 1990, 3§-39

Generally, there exist two types of errors in mgkinedit decisionsType landType
Il errors. Type | error means that a loan is gratbea company with poor economic
viability due to a misclassification made in theessment of company’s credit quality.
Thus, when the credit is approved, the bank is gvhbfaced with credit losses. The
Type Il error is an opposite of the Type | errargddhus, the Type Il error means that a
company, which would actually be successful andits®rthy, is classified to be un-
successful, and the credit is rejected. Usuallgditrprofessionals are more careful
about making the Type | error since lending deassiavhich finally end up to credit
losses will, in general, be more harmful compaced situation of type Il error. Further-
more, a credit decision, which results in significlosses, may also be harmful for the
credit professional's own career. (Andersson 2007;18) Therefore, the banks,
generally, try to avoid credit risks as firmly asspible. However, risks cannot be fully
avoided, and therefore, banks also have to be mépa bear credit risks to some
extent. (Bruns 2004, 43)

2.4.2 Information gathering within lending decisions

The costs of information gathering and the meansotudrol these costs will be an im-
portant subject of concern during the lending pssc&herefore, during the assessment
of potential borrower’s creditworthiness the aimasveigh the benefits from obtaining
further information and preparing extensive anayagainst the costs of information
gathering. Generally, banks will continue to seamobre information on a potential
borrower until the expected marginal benefit ofrebaequals zero. (Cohen, Gilmore
and Singer 1966, 230; Lehmann & Neuberger 2001) 341

According to Danos, Holt and Imhoff (1989), theoimhation gathering related to
credit decisions may be divided into three phaség;h are introduced in figure 3.
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Phase 1 Phase 2 Phase 3
o assessment of tt
ggrellmlnary Personal contact| POrower's operations an
Publicly Judgement with the potentia | future plans Preparation o
available data borrower detalle_d credit
analysis
Figure 3 Sources of information in making creditid®ns (Danos et al. 1989,
236-239)

Figure 3 clarifies how the decision-maker makesdiminary judgement based on
the publicly available information, and afterwardsmpletes this information with
additional information. When the decision-maker bbatined adequate information for
the credit decision, the credit assessment is paed, and if the decision is not rejected
in this stage, the next phase is where the loapgsal is prepared for the credit
committee, which makes the final decision (apprawesdeclines). (Danos et al. 1989,
236-239; see also Broomé et al. 1982, 51 and Asder2001, 19)

According to Burghof (2000), banks use the so-dadleeap information more than
information which might be considered expensivewieer, if some problems appear
during the lending relationship, the relative imjoice of expensive information tends
to increase. With cheap information Burghof refersnformation which is rather easy
to obtain or to information which would be avaiklainyway if the borrowing company
complies with legislation. With expensive infornaatj in turn, Burghof refers to infor-
mation which is rather difficult to obtain, and whiis prepared especially for the infor-
mational needs of bank. (Burghof 2000, 291-292)

The process of gathering appropriate informationualihe potential borrower is
partly influenced by the type of corporate customexjuesting credit from the bank.
Generally, if a credit applicant is not already thenk’s customer, the bank needs to
gather much more information compared to the saonawvhere the applicant already is
the customer. (Berry et al. 1993, 135; see alsoe@at al. 1966) Much of the infor-
mation needed in credit approval process may beegad from public sources, such as
trade registers, and publicly available informatmight be considered especially useful
when assessing the potential borrower’s past pegace (see Burghof 2000). Usually,
however, publicly available information about thetgntial borrower is not considered
adequate, and, for example, according to the stodgucted by Burghof (2000), banks
used significantly more private information thanbficly available information.
(Burghof 2000, 290-291) Therefore, it seems thatdroher to prepare an analysis about
the borrower, the bank also needs, in addition abliply available information,
additional information. On the other hand, thouglany creditors feel that much less of
this additional information should be necessargesinsually the financial reports are
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prepared by certified public accountants, and tleeseuntants should be aware of the
creditors’ information needs. (Stanga & Benjami78917)

Usually the actual credit application received frdma potential borrower consists of
the basic information about the credit applicangpi¢al pieces of information repre-
sented in the credit request are, among other $hingsic information about the credit
applicant and the intended purpose of the loanastgd. Naturally, since the aim of the
borrower is to obtain credit, the borrower hasrarentive to represent all information in
an as positive light as possible. Sometimes bards v organise a meeting with the
prospective borrower before the final credit desisis made in order to obtain
additional information, and many banks prefer aspeal visit to the borrower’s place
of business with the intention to size up the beeds operations and future financial
and operating plans. These kinds of meetings argeneral, highly useful, but if the
meeting is not structured properly, they can alsonbsleading. (Danos et al. 1989,
236-239; Andersson 2001, 23) However, if a barkdavell-established relationship
with the borrower, and the size of the loan maycbasidered normal, the approval
process may not need any extra meetings with thewer.*°

In general, the information received from the dreghplicant may be used as a sign
of the potential borrower’'s creditworthiness. Therrbwing company may, for
example, be reluctant to give certain informatioritte bank, and this kind of an event
may be considered as a negative sign. On the btoedl, the potential borrower may
want to confirm its creditworthiness, and thus, eerowing company is more willing
to give information to the bank. The borrowing c@anp's overall performance and co-
operation is, therefore, a rather good implicatmnthe borrower’s intentions and
behaviour in the future. (Burhgof 2000, 296)

243 Decison-making strategies and characteristics of the decision-maker

Expertise may be defined as “a rare skill that te only after much instruction,
practice, and experience” (Camerer & Johnson 199%). A word txpert” originates
from a Latin word éxpertu§, which refers to a person who has extensive skill
knowledge in a specific field. In addition, thentemay be used also in a form of
“experto credito”, which means “Trust one who hasved it”. However, in everyday
life the term expert is used rather generously whpeaking of a person who has
knowledge in a particular field. In other wordspple use the term expert even when a

° The Head of Debt Advisory is acknowledged for usebmments and the suggestion to take into
account certain issues concerning the credit appmwocess.
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person in question does not have an actual expemnpetence in comparison to his or
her colleagues. (Andersson 2001, 45)

In the light of the definition of an expert, andoesially if taking into account the
knowledge required from the expert, it is not sisipg that it is not an easy task to
achieve the expert competence. In addition, acogrti Surowiecki (2004), there is no
actual evidence that a person may even theorgtibatome an expert in such an area
as “decision-making” since decisions are regulds§sed on the decision-maker’s
predictions about the future, and there are noajuees that even the most sophisti-
cated predictions would be accurate. (Surowieckl42@2) Especially within credit
decisions the credit professional has to live witicertainty, and therefore, it would be
reasonable to assume that it requires not only utecknowledge but also other ele-
ments and characteristics on the part of the deeisiaker in order to become an expert
in the field of credit granting. (Kontkanen 19%4,).

According to Shanteau (1988), there are many uséfategies which might be used
in experts’ decision-making, and these strategies ia general, also discriminatory
factors between novices’ and experts’ decision-ngiehaviours. Experts make, for
example, adjustments in their initial decisionshvthe intention of making corrections,
which is usually more important than being consistelovices, on the other hand, are
generally rigid, and blindly committed to their pieus decisions. Usually experts also
learn better from past experiences, and they seebe taware of the fact that it is not
only a good thing to make changes when neededsdruétimes it may also be neces-
sary in order to make rational decision. In additiexperts have a tendency to rely on
others when making decisions. In order to avoiddsarelated to heurictits experts
tend to make use of informal decision aids. An gxanof informal decision aid would
be a written record of previous credit decisionficly serve as a memo to avoid
decisions which have previously turned out to bsugnessful. Furthermore, the so-
called divide-and-conquer strategy seems to beergbopular within experts when
making decisions, and in general, it is meaningéulbreak one large dilemma into
several small and more manageable problems, amdtityr¢o find a solution for these
problems. After finding a proper solution for evesub-problem” the decision-maker
puts everything together again. (Shanteau 1988208}

The use of the above-mentioned strategies is amriapt element which distin-
guishes experts from novices in decision-makingabeur. In addition, many experts
seem to have certain characteristics which alsaragp them from novices. Experts

1 Experts tend to be heuristic in their decision-imgkwhich means that they make use of the sodtalle
mental rules of thumb (see introductory chapter)

12|t should be noted that the characteristics oketgomay, and probably will, vary at least to s@xeent
according to different domains, but the charadiessmentioned above would be a good insight into
possible characteristics of experts at the gereval.
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have, for example, developed perceptual abiliaes, thus they have an ability to notice
information which novices would ignore. Furthermoeaperts also tend to be able to
distinguish relevant information from irrelevanhdathis ability seems to be one of the
most important differences between novices and rexpAn ability to simplify prob-
lems, which is closely related to the use of thevabmentioned divide-and-conquer
strategy, is also typical for experts. In additiexperts tend to have rather good
communication skills. However, experts generally poor in describing their decision-
making processes properly, and therefore, it mamgesiones be difficult for experts to
rationalize their decisions since they lack thditghtio verbalize their thoughts behind
the decisions made. (Shanteau 1988, 209-211)

Experts and novices differ also in their toleran¢estress and how they react when
facing difficulties. Experts seem to be able to makKicient decisions even when facing
misfortunes or adversities, whereas novices terdctothis ability. In general, under a
stressful situation experts also make more effictatisions than novices. However, in
order to make efficient decisions, the decision-endias to know how to act efficiently,
and experts seem to be superior to novices aldusriield. (Shanteau 1988, 210) When
it comes to the final decision, experts, in geneted to have a better performance
compared to novices, but after obtaining trainimyices would perform as well as
experts (Camerer & Johnson 1991, 250).

2.4.4  Credit conditions and other criteria for credit approval

From a bank’s point of view, in corporate lendiregdions the aim is, on the one hand,
to minimise risks to the bank itself, and, on thbeo hand, to maximise the bank’s
profit. (Cohen et al. 1966, 222) In order to redhbse goals the bank determines
specific terms for the loan, and in addition, bahlkse their own internal procedures
and standards for lending decisions, which willused as guidelines in reaching a
proper credit decision. Sometimes the original temh the loan turn out to be in-
appropriate, and the decision-maker may consiasrthtie credit could be approved only
if the terms are modified. The possibility to mgdihe original terms of the loan will
ensure that the bank’s profit is maximised. Howetleg modification of the loan terms
will require more expertise than purely rejectingapproving the requested loan. (see
e.g. Cohen et al. 1966, 219)

13 Camerer and Johnson (1991) argue that trainingheip decision-making and judgment, whereas
additional experience will not. The suggestion wased on the finding that trained clinicians and
graduate students were more accurate than trueagsofintrained students or secretaries). Theredoee,

to the different domains within which studies wenade, the findings of Camerer & Johnson may not
necessarily be completely generalizable to cregpt@vals.
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The interest rate reflects the risks related tabdweower in question, but usually the
fact of how good of a customer the particular conyps for the bank may also affect
the interest rate (Ahtokari 1990, 33; Kontkanen@,9818). In addition, special features
related to the potential borrower, such as labafficadlties or pending lawsuits, may
result in the charging of a higher interest rateese kinds of factors should always be
considered separately. (Cohen et al. 1966, 231)nfemest for a loan may be either a
fixed or a floating rate of interest. The fixeddargst rate will be the same during the
whole loan period, whereas the floating rate oérnest will be connected to some
reference rate, for example, the bank’s own prigie or a long-term market rate.
(Kontkanen 1996, 117-118)

Criteria, on which a typical credit decision is &ds may be divided into three
groups, which are: criteria related to a compamlyapg credit, criteria related to the
whole economy, and criteria related to a bank’s anterests. The combined effect of
these criteria is taken into consideration, ancheaiterion should be weighed appropri-
ately. (Heinonen 1981, 122)

Criteria related to the borrowing company set dedsafor the borrower’s credit
quality. The main emphasis is on the company’sitaaifity and the company’s long-
term potential to prosper in business operatiodsinonen 1981, 122) To mitigate the
credit risks, a bank may require some kind of goize from the borrowing company.
However, a loan should not be granted only on tloeigds of these guarantees. The
nature of guarantees should only be an additiolagl t@ ensure the repayment. In other
words, if there are no other arguments which wauigport loan approval, and espe-
cially if the company applying credit has no pragpdor success in the future, the loan
should be rejected regardless of possible guarant@see e.g. Karava 1984, 66;
Heinonen 1981, 123)

Criteria related to the whole economy limit maitiy total amount of credit granted
by banks. If the economic situation in a particutauntry or region is positive and
stable, banks will offer more credit for companias,well as other parties, and if the
economic situation is poor, the total amount ofltrgranted by banks will probably be
smaller altogether. Because of the economic flutnathe company’s profitability
may vary a great deal at different time periodsbahk should assess the borrower’s
economic situation from a wider perspective, andegal economic fluctuation should
not be the main reason for rejecting a credit requiestead, the decision should be
based on the company as a whole and its prospeotsionuity. (Heinonen 1981, 121)

Banks’ own interests are the grounds for everyitidetision made in a particular
banking institution. Often the term credit cultisaused when referring to a bank’s own
interests. Credit culture, in general, refers t@titude against risks, in other words, the
credit culture of the bank will determine the bankverall risk appetite. In addition, the
bank’s credit culture may be regarded as a framkearhow different kinds of credit
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applications should be handled by individual crguttfessionals. Furthermore, within
the credit culture, many banks establish also wffe kinds of standards for dealing
with credit applications. Typically, standards cent, for example, the definitions of
required analyses on which the decision may bedhasturn requirements, and di-
rections concerning the general credit conditiengh as pricing of the loan, covenants,
and guarantees. (Donaldson 1995, 101-105) Standdetermined by the bank’s
management team may also concern, for example diffevent kinds of customer will
be treated when they apply credit. The bank mayingiance, prefer companies that are
already the bank’s customers. (see e.g. BroomE £982, 60) In addition, many banks
aim to create long-term relationships with corperaistomers, and therefore, standards
concerning the building of relationships with cusws are also rather typical in banks’
own procedures (Heinonen 1981, 127)

2.5 Summary for credit granting

This section summarizes the main points preseméde second chapter of the thesis.
The intention of the second chapter was to presemporate lending in theory.
Important theories related to lending operationg, afor example, information
asymmetry and adverse selection, which concerrthberetical perspective of credit
granting. In addition, decision-making in groupsl dnases, such as a halo-effect, are
also related to lending operations, and these magobsidered to be a part of psycho-
logical perspective of lending.

When making the credit decision, the decision-mdieex to take into consideration
also the possible effects of information asymmstrieformation asymmetry exists due
to the fact that the information related to credicision has not been distributed
uniformly between the bank and the borrower. Ineotiords, the borrower may be
better aware of, for example, prospects of thestment planned, or the borrower has
so-called private information concerning the conymactual condition. Typical types
of problems related to asymmetric information agleease selection and moral hazard.
Adverse selection refers to, for example, a siimtvhere credit-worthy borrowers are
adversely selected due to the high loan costs ebabg banks. Furthermore, adverse
selection may lead to a situation where the bank'stomers apply additional credit
only for their riskiest projects. Moral hazard, tuwrn, means that the borrower will
behave purposely in a way which might reduce tha&'sapossibilities for repayment.
This kind of behaviour is simply due to the differanterests of the bank and the
borrowing company. One way to deal with problemsad¥erse selection and moral
hazard would be credit rationing, i.e. either tingitation of the total amount of credit
approved, or the total refusal of credit grantingat particular borrower. It should be
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noted, however, that it is rarely possibly to dhatistinguish the way in which a
particular decision-maker takes into account prmislsuch as moral hazard and adverse
selection. Instead, the credit decision-maker’'sisi@es concerning the actual credit
request, i.e. decisions concerning, for exampketéhms of the loan or a rejection of the
credit request, are rather implicitly related t@ tproblems such moral hazard and
adverse selection.

Psychology is also a part of credit decision-makengd, for example, a halo-effect
and decision-making in groups may be considerecbdoa part of psychological
perspective of credit granting. The halo-effecthe context of credit granting means
that if, for example, the borrowing company is kmote be responsible, the credit
decision-maker may also assume that the compamalad have a skilful management
team. In addition, the decision-maker tends to gtgntion to traits which confirm
rather than disconfirm his or her original impressabout the credit applicant. In regard
to the decision-making in groups, in turn, decisiomade by groups may probably be
more often more accurate compared to decisions rbgden individual, but, on the
other hand, there are also some problems relatgdotgp decision-making. In groups
there might be, for example, a tendency to seekocmity, which, in turn, might lead
to situations where individuals within groups da eapress their real thoughts about
the credit request in question. It might be reablantb assume that often the decision-
makers themselves do not become aware of the plegital problems related to their
decision-making process.

Relationship banking was also one subject discugssdétle second chapter since,
especially nowadays when the competition has isettaetween different banking
companies, long-term relationships with importaotrporate customers are of the
essence from the viewpoint of the bank’s profitéiilRelationship banking has both
advantages and disadvantages for both the bankhanoorrower, and in order to gain
benefits from a relationship with a corporate costg the bank has to be prepared for
some problems as well. The key benefits gained frelationship banking from the
banks point of view are decreased costs of infaonagathering. In regard to the actual
credit decision-making process, and especiallyegard to the research question at
hand, relationship banking will probably be moregiently taken into consideration by
credit professionals than novices since creditgesibnals are presumable assumed to
take into account also factors which are not necédgdirectly related to a particular
borrower’s creditworthiness. Examples of these indl issues might be competitive
issues.

Credit granting as a process may vary a little withfferent bank organizations, but
it is, however, possible to give a general idea tfpical procedure for credit decision-
making process. Gathering of appropriate infornmat®the first step in the process of
credit decisions after the actual credit applicatis received from the potential
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borrower. Although the actual credit approval psscends with recording and filing the
results of the analyses made within the actualitengrocess, there will still, however,

be a continuous process of controlling and follgwactions, which are performed

during the whole credit relationship. The follow-ppocesses vary depending on, for
example, the amount of credit approved, risks edldb the borrower, and the credit
rating of the borrower.

In the end of the second chapter there was a dissusbout different kinds of
characteristics of expert decision-makers, as aglsome decision-making strategies
within experts’ and novices’ decision-making. Basedthese characteristics and strate-
gies, it is very likely that there will be some aledifferences in the way in which
novices and experienced credit professionals gatifiermation and especially in the
way they assess this information.
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3 ELEMENTSOF CORPORATE CREDIT QUALITY

The main concern in lending decisions would be tebr not the potential borrower
will have the ability to repay the principal ancetinterests on time. Banks may use
different kinds of methods to assess potential dwer's credit quality, or credit-
worthiness, and some of these methods are discnsséd

3.1 Company analysisin lending decision-making process

The corporate lending decision is based mainly momkedge about the customer, i.e.
the company which is applying credit. In order $3ess the company’s credit quality,
and especially in order to ensure that the baniédit decisions are sound, a bank has
to understand the main aspects of the businesgeastign and also the direction of the
business development. In other words, the banktdvdsrm an overall picture of the
potential borrower and its business operations. th purpose there are different
methods of company analysis. (see e.g. Kontkan86, sikainen 1981)

Company analysis, per se, may be defined as aalbassessment of a company. In
company analysis, the concern is always about th@lemcompany as one entity, and
thus, if the company under analysis is a part ef gnoup, the analysis should be
widened to concern the whole group (Kontkanen 19B83). However, within a
company analysis it is possible to distinguishedeght kinds of sub-elements, such as
the financial statement analysis and the simpleutation and interpretation of financial
ratios. These elements are discussed later inhésist and the relations between a
company analysis, financial statement analysis, famahcial ratio analysis may be
represented as follows in figure 4.

Reasons Consequences Measurements
Real process _ Monetary _ Financial ratios
process

Company analysis

Financial statement analysis

Ratio analysis

Figure 4 Relations between company analysis, fiaastatement analysis, and
ratio analysis (Niskanen & Niskanen 2002, 9; Vi2008)
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As can be seen from figure 4, a financial statera@atysis is a part of the company
analysis, and ratio analysis, in turn, is a parth& financial statement analysis. A
company analysis is an essential part of the costitsion, and the analysis is normally
made only once, in the beginning of the customé&tiomship. However, the infor-
mation needs to be updated continually, and froerbdmk’s perspective there may be a
need for preparation of a company analysis alsm efeer a long relationship with a
corporate customer. Typical examples of these amasisvould be a situation where a
company applies a sizeable amount of credit, orevhige profitability of the company
turns worse. In addition, a company itself may ask for an analysis as an outside
assessment of its own operations and profitabilAgikainen 1981, 279-280; Riihim&ki
1993, 50-51; Kontkanen 1996, 127)

The aim of a company analysis is to improve thewkadge about the borrowing
company and the industry where the company operAtedyses are used to get infor-
mation about the company’s overall situation, teeags company’s new business pro-
jects, and the finance of these projects. (Asikaib@81, 279-280; Riihimaki 1993, 50-
51; Kontkanen 1996, 127) A company analysis congisboth quantitative and quali-
tative factors. Typical examples of quantitativetéais are profitability, liquidity and
coverage, and examples of qualitative factors agarozation, production and ad-
ministration. Qualitative factors cannot be inteted in figures, but their importance
may be very significant in the final analysis. (M@nen 1981, 124-125)

3.2 Financial statement infor mation in assessing credit quality

3.21 Financial statement analysis

Much of the information needed to assess the coypamedit quality is related to
financial statements. Three important financialmedats of the assessment of credit
quality are financial flexibility, capital structerand cash-flow stability (Teinila 2007).
For the purpose of assessing these elements, thegaty's financial statements would
be highly useful. Figure 5 shows a typical procesassessment of credit quality by
using financial information.
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Industry and compan

knowledge
l Recammendation:
_ interpretation . for investment
arranging Knowledge in decision
Financial N Comparable » businessand | —»
data financial information strategic context

Ratio calculation

Partial understanding of credit quality
and debt capacity

Figure 5 An analysis of the borrower’s credit guya(ilreinila 2007)

As can be seen from figure 5, the process for amajyborrower’s credit quality
begins with the gathering of appropriate informatitJsing financial data obtained
from financial statements, many kinds of financetios can be calculated, and these
ratios, in turn, will be highly useful in compariripe borrower to other companies
operating in the same industry. Ratios and espgdiaé information obtained from
comparisons made with other companies will givedéeision-maker an overall picture
of the borrower and its credit quality, and withstimformation, the decision-maker is
able to make his or her recommendation for investi{@einila 2007)

In the procedure represented in figure 5, the iffees between novices and profes-
sionals would probably be seen, at the latestr #fiee information has been arranged,
and the information should be interpreted by theisien-maker. Novices might also
gather information in different manner than proiesals, which, in turn, will affect the
whole interpretation process. In addition, it midfet possible that since novices have
little, if any, practical experience in the field @redit approvals, novices might handle
the information concerning the industry and compdifferently compared to credit
professionals who are used to tolerating riskshirtdecision-making. Furthermore,
since novices probably make their decisions basechrnon theoretical knowledge, it
might be that novices analyze, for example, finan@tios purely according to norma-
tive values given for different financial ratioseg e.g. Shanteau 1988; Shanteau 1992;
Andersson 2001; Andersson 2004)
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3.2.2 Financial ratios

Different kinds of ratios are used to describedbmpany’s profitability, leverage, and
liquidity, among other things. In this context mbgpical ratios are discussed in brief,
and more detailed formulae of these ratios areepted in appendix'2

3.2.2.1 Profitability ratios

A company’s profitability refers to the company'dildy to produce net income
(Kallunki & Kytonen 2002, 74). Profitability may bdivided into absolute and relative
profitability. Operating income or net profit, fexample, may be used as a measure for
absolute profitability, whereas ratios calculateanf financial statement are measures
for relative profitability. (Niskanen & Niskanen @8, 112)

Profit margin, which is calculated by dividing tbempany’s net profit with net sales
revenue, is generally suitable for assessing aiviththl company’s development. In
some occasions profit margin may also be useddomarison within a particular in-
dustry, but generally it is not suitable for compgr different companies within
different industries. (Niskanen & Niskanen 2003311

Return on capital employed (ROCE, return on investn{ROI); see appendix 2)
measures relative profitability, and it tells thefd which is earned on the capital in-
vested in the company. ROCE value should alwaysgteater than the cost of
borrowing since otherwise an increase in interatts will decrease shareholder value.
Therefore, the company’s ROCE value is primarilynpared to the company’s average
costs of capital. According to the Committee forpayate analysis (2005), a good value
for ROCE ratio would be over 15 per cent, and &aloetween 9 and 15% are still satis-
factory. However, normative values will not alwagdl the whole truth, and therefore,
ROCE, as well as other financial ratios, shouldabgessed together with other relevant
factors concerning a particular company. (Suvas728®; Committee for corporate
analysis 2005, 59-60)

Sometimes it may be reasonable to measure the egrsparofitability only from
the shareholders’ points of view. Return on eq(RQE; see appendix 2) may be used
for this purpose, and the value of ROE tells howcimprofit is generated with the
money shareholders have invested in the compang. profit demand of the share-
holders’ defines a minimum level for ROE. A compangy try to raise the value for
ROE via leverage. If the company raises the amoftidebt, this will affect the value of

14 See also appendix 3, which concerns financiabsatpresented later in table 5.
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ROE since amount of debt does not affect the cogipamount of equity (which is the
denominator of the ROE formula). (Kallunki & Kytam@002, 77-78)

3.2.2.2 Leverageratios

A company’s solvency, which may also be termedessrhge or solidity, describes the
company’s capital structure, and typical ratiosduse describe solvency are equity
ratio, or solvency ratio, net gearing and relativdebtedness, i.e. debt to sales ratio. In
addition, debt-to-equity ratio is an important eafor banks when assessing potential
borrower’s creditworthiness, and usually banksratker reluctant to borrow funds for
a company, which is highly indebted. A company rhayconsidered to be solid if it is
able to meetits interest payments in the long without the continuity of the
company’s operations being threatened. (Reuvid 2002Niskanen & Niskanen 2003,
130)

Equity ratio (see appendix 2) is a measure of apemyis tolerance to losses and
ability to meet its long-term obligations. Accordito the Committee for corporate
analysis (2005), a good value for equity ratio wdoloe greater than 40 per cent, whereas
a value of lower than 20 per cent indicates podidisp (Committee for corporate
analysis 2005) Usually the improvement of the camyfsmprofitability improves also
the company’s self-sufficiency (Kallunki & Kyton@®©02, 81).

Relative indebtedness, or debt to sales ratiohiglay industry-specific ratio. There-
fore, relative indebtedness is suitable for congmaribetween different companies only
if these companies are from the same industry somsepanies within different in-
dustries usually have different kinds of cost dutes, and thus the level of indebted-
ness which may be considered appropriate varies diEpending on industry.
(Committee for corporate analysis 2005) In the beigig of an investment project, the
debt to sales ratio may rise quite a lot and rgpsaiice it usually takes time before the
investment begins to generate returns. Howevethdf company is able to run the
business properly, and the company’s investmenjeqo are profitable, the debt to
sales ratio should also decrease as the investrbegts to make profits. (Donaldson
1995, 90)

The company’s leverage may be measured also wetluéibt-to-equity ratio. How-
ever, there are many variations of this ratio, @nsbme context the debt is used to refer
only to long-term debt, whereas in other contesoashort-term debt is taken into
account. (Argenti 1983, 7) Here, however, the dekquity ratio, which may also be
termed as gearing, refers to the ratio of totddilides divided by shareholders’ equity.
If, however, the calculation is made by using ngtres, i.e. interest bearing debt re-
duced by cash and equivalents, the ratio would digebtermed as net gearing. (see
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appendix 2) Debt-to-equity ratio, and its variapmay be considered to be good if the
value is below 1. However, it should be noted thatase the value is negative, this
may be due to negative equity, which, in turn, nsakee company’s solidity poor.
(Kallunki & Kytdnen 2002, 83-84; Committee for corate analysis 2005, 63)

Furthermore, often banks are also interested inpibtential borrower’s interest
coverage ratio (see appendix 2), which will at ey\masic level tell whether or not the
borrowing company is able to service its debt. (Re@002, 77) Interest coverage is a
so-called income gearing ratio, and if comparetheoabove-mentioned debt-to-equity
ratio, i.e. capital gearing ratio, interest coveragay be regarded as more useful since it
is more discriminating, and it also measures thepany’s ability to service its debt
instead of measuring merely the relative size ditsle(Argenti 1983, 7) The interest
coverage ratio tells the number of times a borrgv@ompany is able to pay interest out
of its earnings before interest and tax (EBIT), dhd lower the ratio is, the more
difficult it probably will be for the company to iséce its debt. (Reuvid 2002, 77,
Niskanen & Niskanen 2003, 134-135)

3.2.2.3 Liquidity ratios

Liquidity means the company’s ability to meet it®d-term financial obligations on
time. Two generally used indications of liquidityeacurrent and quick ratios (see
appendix 2), which are termed as static ratios igdidity since they indicate a
company’s liquidity at the date of financial statam Thus, these ratios do not tell
much about the company’s liquidity during the agtmg period. In addition, due to
the static nature of these ratios, it is rathey ¢éaslistort the values of these ratios. Both
these ratios indicate a company’s abilities to meetshort-term obligations, but in
current ratio the review perspective is a little@r than in quick ratio since current ratio
assumes that also a company’s inventories may ceedéted in order to meet the
company’s short-term obligations. (Niskanen & Nis&a 2003, 118-121; Committee
for corporate analysis 2005)

The Committee for corporate analysis has given atiua values for quick and
current ratios, and although the liquidity requissnts may vary depending on industry,
these normative values give some guidelines foessssents. Quick ratio value of 1 or
greater may be considered good, and in generahiginer the value of quick ratio, the
better the company’s ability to meet its obligaioQurrent ratio, in turn, is said to be
good if the value of the ratio is greater thanCorfimittee for corporate analysis 2005,
66-67)

Together with generally used liquidity ratios, @ntrand quick ratios, the ratio of net
working capital per turnover and the turnover tirésvorking capital (see appendix 2)
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are also used to indicate the company’s liquidgyce the level of the company’s in-
come financing affects also the company’s liquidityis reasonable to assess the time
that it usually takes before accounts receivabtesreceived from customers. On the
other hand, by assessing the time that it usuakgg before the company itself pays its
accounts payables, it may be observed how effigieghe company takes advantage of
favourable terms of payment. If the company haficsaiit liquidity, it may take better
advantage of shorter, and cheaper, payment tinfesedfby suppliers. Therefore, if the
company’s turnover times of accounts payable aowalmormal payment times used in
that particular industry, it may be an indicationliquidity problems. The ratio of net
working capital per turnover tells how much the pamy has liquid or easily liquidated
capital, which, in turn, indicates the company'saficial flexibility. (Kallunki &
Kytdnen 2002, 88-90; Niskanen & Niskanen 2003)

Table 1 shows some values for financial ratios witbrofitability, leverage, and
liquidity and the likelihood of payment defaultsthin these values.

Table 1 Values for some financial ratios and tkelilhood of payment default
(Suvas 2007, 10-15)

Current ratio | Likelihood | ROCE Likelihood | Equity ratio | Likelihood of
of payment of payment payment
default (%) default (%) default (%)

<0,5 8,11 <-20 10,02 <0 16,11

0,5-1,0 7,21 -20/-10 7,09 0-10 8,49

1,0-1,5 4,3 -10-0 4,18 10-20 5,37

1,5-2,0 2,55 0-10 2,97 20-30 4,01

2,0-2,5 1,51 20-20 2,46 30-40 2,53

2,5-3,0 1,51 20-30 2,01 40-50 1,97

3,0-5,0 0,97 30-50 1,85 50-60 1,25

5,0-10,0 0,95 50-100 2,49 60-75 1,14

>10,0 0,8 >100 4,06 75-100 0,72

As can be seen from table 1, there are possikilibe payment default even if the
company’s financial ratios may be considered tgded according to normative values
given by the Committee for corporate analysis.efestingly, the likelihood of payment
default increases in case of very high ROCE vallere seems to be no clear reason
for this, but it may be possible that, for examplee company in question has under-
taken some unusual and risky arrangements, whictyrn, has lead to unusual return
on capital employed. (Suvas 2007, 10-15) By examgirthe values on table 1, it is
rather easy to understand that even if there ange saormative values for financial
ratios, these values do not always tell the whaithf and therefore, it is always reason-
able to assess ratios together with other ratiosedisas other relevant factors concern-
ing the company in question.
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3.3 Credit risk assessment

3.3.1 Risksin credit decisions

Risks are always involved in credit decisions, &inel decision-maker can never be
absolutely sure about the borrowing company’s tgt@nd willingness to fulfill its obli-
gations. Therefore, when approving credit for goooaite customer, a bank will set the
price for the loan according to the default riskedied to the particular company. In
other words, the probability of the borrower’s ddfaffects the price of the loan, and
thus, the bank will get a compensation for beatimgrisk of possible default and non-
payment through the price of the loan. The prolighdf the default risk, in turn, is
determined by company-specific factors, i.e. stedalinsystematic factors. However,
although company-specific factors are important nvassessing the probability of the
borrower’s default risk, it is also important tongpare the borrower and its risks to
other companies operating in the same industryuer & Puttonen 2004, 129-130)

Since risks are an inherent part of the creditgeeibnals’ every day work, credit
professionals could be considered to be accustamemlerating risks, at least to some
extent. Novices, on the other hand, are genenadlyperienced to tolerating risks, and
thus, they would be more reluctant and more caiafslipporting projects where exten-
sive risks are involved. However, it should beedbthat as mentioned earlier in the
thesis, credit professionals are rather careftdking any unnecessary credit risks, and
especially type | errors, i.e. approving a credjuest of a company with poor eco-
nomic viability, are carefully avoided (Andersso@02, 17-18). Thus, the assumption
that professionals would be more accustomed toainhg risks does not imply that
professionals would be more willing to take riskstead, the assumption only implies
that there is a possibility that novices are evemarcareful when compared to profes-
sionals what it comes to risk bearing and abildytdlerate risks. The reason for this
may be, for example, that novices, in general, kExqberience to separate an acceptable
risk from an unacceptable risk.

A typical risk related to credit approvals is ctauk, i.e. the risk of loss because the
borrower does not pay back the loan capital orésts or neither on time. A credit risk
may materialize due to different kinds of otheksissuch as interest rate risks, country
risks, or counter side risk (known also as delivask). (Ahlstedt et al. 1989, 110;
Kontkanen 1996, 65-69)

Nowadays banks operate often with companies, whene subsidiaries or other
operations abroad. International operations cauese own types of risks, and one typi-
cal risk related to international operations isoargry risk. A country risk is a typical
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form of credit risks, and this kind of risk meahsattany borrower in a certain country is
able to fulfill his or her obligations. Anotherpy of risk, which is related to country
risk, is a so-called sovereign risk. A sovereigk nnaterializes when a borrower, who
has taken up a loan in foreign currency, is dugsot@reign intervention prevented from
making the foreign currency interest on principayment to the lender. For example,
this has happened when central banks, under trattiof running out of foreign
currency reserves, have imposed restrictions onrémesfer of foreign currency out of
the country. (Ahlstedt et al. 1989, 110; Kontkaid®96, 65-69) It should be noted that
sovereign risk is not necessary the same as couskiyWhen a company operates with
foreign currency, it will be exposed to currencskrand interest rate risk. An interest
rate risk means risk that the revenues or the elpers change because of the changes
happened in interest rates. A counter risk, in,toraterialises if the counter party does
not want or cannot deliver the agreed payment. &l et al. 1989, 110; Kontkanen
1996, 65-69)

Banks use security or collateral in order to misencredit risks, but usually the risk
still remains, it is just in different form and $eserious. Credit risk is compounded
when banks lend only to a small number of borrowersonly to companies repre-
senting one branch of industry. Thus, diversifmatis an important element in avoiding
bank’s credit risks. (Ahistedt et al. 1989, 110;nk@nen 1996, 65-69; Knlupfer &
Puttonen 2004, 183-187)

3.3.2 Information related to credit risk assessment

The aim of the credit risk assessment, which ig tdsmed as credit evaluation or credit
examination, is to evaluate the likelihood that boerower will pay back the loan in-
cluding the interests on time. The judgement isvyd-looking, and is based on the
present situation and on forecasts about the fu@nedit decisions are mainly based on
future expectations, and events happened in thiegpagelevant only if they may ex-
plain the future. Banks are usually well awarehef évents happened in the past, but the
future expectations are almost in every occasidy speculations and also rather un-
certain. In short, the credit risk assessment stsif information about the firm, infor-
mation about the market, and information aboutet@nomy. (see e.g. Heinonen 1981,
Pitkamaki 1984, 103; Andersson 2001, 10-11)

Credit risk assessment is largely based on finanefarmation of the potential
borrower, though non-financial information, such Bormation concerning the
company’s management, industry and operationdsastaken into account. Financial
information is used, for example, with the purpa$ebtaining information about the
company’s incomes, costs, assets, and liabilidgsadvantage in the use of financial
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information is that it is rather reliable sincestlkind of information is usually based on
financial statement, which, in turn, is normallygpecially within large companies,
audited by an authorized public accountant. Funtbee, financial information is
usually easily obtained from public sources. (Asden 2001, 12) However, the
reliability of financial information cannot be takdor granted since if the company,
which is applying for credit, is in financial diess, it takes usually some time before the
distress can be seen in financial figures. In @aditfinancial ratios are more like the
symptoms of the company’s distress, and therefmset ratios may not be very good in
predicting the company’s future standing. Sometit@spanies also try to hide their
actual financial condition by using a so-calledatnee accounting, which means that
accounts are published as optimistic as possibhs, Tin turn, makes it even more
difficult to outside observer to notice possiblgrs of failure. (Argenti 1976, 45)

When making a credit risk assessment the decismkemhas to consider many
kinds of factors, and credit literature presentfecent mnemonic rules related to credit
evaluation. Examples of these rules are CAMPARIRARSERS. CAMPARI refers to
Character, Ability, Means, Purpose, Amount, Repaymand Insurance, whereas
PARSERS stands for Purpose, Amount, Repayment, ri8ecRemuneration, and
Services. (Andersson 2001, 10-11) These mentionedmunic rules, in turn, are
closely related to what are termed as the C’s edlicr which, in theory, are essential
elements in assessing potential borrower’s creditweess. The number of C's of
credit varies depending on context. In some corfeaxt C’s are discussed, whereas in
other context there is a discussion of five or Gis. Generally, the C’s of credit,
mentioned in order of importance, are collaterapacity, capital, conditions, and
character. The sixth C, which is rather infrequewduld be competition. (Altman &
Saunders 1998, 1722; Andersson 2001, 10; Businiesistary)

Collateral is used to assess a borrower’s valuabsets for pledging, whereas the
second C, capacity, is related to a company’s d¢lash especially to an ability to
generate adequate cash flow to cover debt serincaddition, capacity includes the
structure of the borrower’s existing debt (secusednsecured) and the existence of un-
used lines of credit. The third C, capital, is adi¢ation of a borrower’s stable and ade-
guate capital base. Generally, this informationtl@ credit report is the one most
closely reviewed by the credit analysts. The foadinmonly mentioned factor, condi-
tions, refers to economic and other conditions caine to the borrower’s plans. The
fifth C, character, refers to a reputation, and tlement is also used to indicate the
borrower’s willingness to repay. Character consgftsamong other things, company
size and location, willingness to share informatedout itself, number of years in
business, and number of employees. Collateral, cttgpacapital, and character are
factors which a company is able to control, whei@awitions cannot be controlled by
an individual company. (Business Dictionary; DurB&dstreet)
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The above-mentioned rules support the idea thatredit decisions not only
financial, but also non-financial factors are intpat. It should be noted that the above-
mentioned rules are generally used in personah@@ll usiness credit decisions and
usually only in theory. (Altman & Saunders 1998227Andersson 2001, 10; Business
Dictionary) However, from the perspective of thegis it would be interesting to see,
whether credit professionals take into accountetliasoretical rules, and how clearly
the use of these rules can be seen in the finditalecision made. Furthermore, since
these rules are very theoretical in nature, it miggd that novices, who tend to make
their decisions based more on theoretical knowletthge knowledge obtained from
practise, will use these rules more frequently ttraalit professionals.

34 Creditrating

3.4.1 Rating categories

Credit ratings are an important part of credit diecis. Generally, credit rating is a good
source of information especially in lending to krgprporations since typically, rating
is more generally obtained from large corporati@esnpared to small companies.
Ratings are used in order to assess the borrovangpany’s ability to fulfill its obli-
gations. (see e.g. Fight 2001) From the bank’stpoirview, companies’ obligations
refer to the repayment of principal and interebtg, company’s obligations may also
include obligations for other parties, as well. Th®rmation used in credit ratings de-
pends, among other things, on the purpose of rai)the user of this rating infor-
mation. If, for example, the user of rating infotioa is a commercial bank, the main
concern would probably lie in a company’s abilibynheet its specific obligations to the
bank in question. Sometimes, especially if the wudemating information is a supplier,
obligations may refer to, beside debt services, dgample, personnel's salaries,
accounts payables, and other operating liabili{i@dander 2001)

The nature of credit rating may be either solicitedunsolicited. The difference
between these two approaches is mainly that ifdtieg is solicited, the rater may use
information which is not publicly available sindeetrater is able to obtain additional
information from the company it is going to rate.unsolicited rating, in turn, the rater
has to lean mainly on publicly available informativhich it is able to obtain by itself.
(Fight 2001, 102)

Many banks prepare their own ratings concerning thestomers, but sometimes it
might be beneficial to use also specific ratingrangs to obtain an outside opinion con-
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cerning the potential borrower (Cohen et al. 1968l). There are a few rating compa-
nies which operate worldwide, such as Moody's Ihwes Service and Standard and
Poor’s, which are, according to The Bond Marketo&sstion, the most commonly used
rating companies (Rate the raters — Investors’)ptdl addition, there are several
smaller rating companies, which operate only natida, such as Suomen Asiakastieto
Oy in Finland. The rating methods and rating catiegowithin these, and other rating
companies, varies, at least to some extent, ththeyle are some generally used factors
in rating. Table 2 presents two generally used gmateations, namely ratings by
Standard and Poor’s and Moody’s Investors Servicghould be noted, that although
S&P’s and Moody’s ratings are highly comparable] #mey both are also extensively
used in valuing debts, there are also other categarhich are not necessarily directly
comparable to each other.

Table 2 Examples of credit rating categories (Mdedgting definitions; S&P’s
rating definitions)

MOODY'’S STANDARD & POOR’S

Aaa highest quality, minimal credit| AAA highest rating, extremely strong financial
risk position

Aa high quality, very low credit AA very strong financial position
risk

A upper-medium grade, low creditA strong financial position
risk

Baa medium grade, moderate crediBBB possibly weakened but still sufficient
risk capacity to meet obligations

Ba speculative elements, BB possibly inadequate capacity to meet
substantial credit risk financial commitments

B speculative, high credit risk B more vulneraldedon-payment than

“BB” rated

Caa poor standing, very high credit CCC vulnerable to non-payment
risk

Ca highly speculative, likely in, or] CC highly vulnerable to non-payment
very near, default

C lowest rating, usually in default D default abtgdnappened

Note: The ratings from “Aa” to “Ca” by Moody's mde modified by the addition of a 1, 2 or 3t
show relative standing within the category, andrétismgs from “AA” to “CC” by Standard &

Poor’'s may be modified by the addition of a plugoninus sign to show relative standing within
the category.

As can be seen from table 2, rating companies agserglly different kinds of sym-
bols to describe their opinion on the creditwordisin of a company in question. Ratings
BBB / Baa or above are generally termed as “investrgrade”, which refers to a good
credit worthiness. On the contrary, ratings beloBBB Baa are termed as “high yield”,
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which, in turn, refers to a high risk level. (Modslyating definitions; S&P’s rating
definitions)

It is important to understand that ratings are apynions of rating companies, and
thus, they should only be used as a guideline,asod definite truth about the credit
qguality of a company. These opinions are basediffereht kinds of factors, some of
which are presented in figure 6. The rating modelsented in figure 6 is only an
example of a rating model, and it should be noked the methods and models, as well
as the categories, may differ from each other demably depending on the rating
company.

3. FINANCE
1 HISTORY / OPERATION e Consolidated accounts
e Accounts
e Legal events — Profitability
* Age - Liquidity
* Activity / — Solidity
\ ¢ Other financial
RATING
2.SHAREHOLDER / / \
MANAGEMENT 4. PAYMENT BEHAVIOUR
e Credit history
— Key persons ¢ Detrimental data
— Group ¢ Paydex
— Parent company e Collections
e Ownership type
Figure 6 Rating factors (D&B rating categories)

As can be seen from figure 6, the final rating @&sdxl on information about the
company’s background, financial situation, operatjcand paying habits. When putting
these factors together, the decision-maker willaggeneral idea of a company’s credit-
worthiness and the ability to meet its obligatiofBus, the factors presented in figure 6
are useful also in credit decisions, since themalte purpose of the credit decision-
maker is, among other things, to try to be assoifetthe repayment in the future, and
this in turn, is closely related to the borrowestedit quality. Next these main factors
are discussed in more detailed.
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3.4.2 Ratingfactors

3.4.2.1 History and operation

Company’s operational background is one importaatofr in a credit decision, and for
example, the branch of industry can tell much efrikk level in a certain business. The
credit rating of the borrower should take into agtothe field of industry where the
company operates, and the rating should reflectgeneeral risk level within that
particular industry. (Fight 2001, 139) Thus, via @tredit rating, the industry effect is
taken into account also in credit decisions.

Activity, which is also seen in figure 6 as onelud factors affecting corporate credit
rating, refers, among other things, to a comparguerall behaviour in business
operations, and thus, for example, the market iposif the particular company will
tell a lot about the company’s possibilities tor &xample, influence on the market
prices within a specific industry. In addition, tbempany’s market position is closely
related to the company’s future cash flow and pabfiity, which, in turn, are highly
important factors in assessing the company’s defekl (Broomé et al. 1982, 52; Fight
2001, 139)

The credit decision-maker should take into consiti@n the possibility that the
company applying credit may not even exist, andetioee the company’s activity and
legal events are important. For instance, the tragdster data confirms that a company
really exist juridically. (D&B rating categories)dwever, the possibility that a com-
pletely imaginary company would apply credit isheat minimal within lending to large
corporations.

A company’s age, in turn, can tell a lot about tisks related to the company in
guestion since, for example, the probability ofuie is higher within younger firms
than within more mature firms. According to a studgde by Suomen Asiakastieto Oy,
the most critical year for a company is the thipk@ting year, when the probability of
a failure is approximately 10 per cent, whereaspabability that a company which
has operated 40 years fails is only approximatebyder cent. (Suomen Asiakastieto
Oy) In addition, if the company has operated maesry in business, the bank has a
better ability to obtain information about this qoamy. On the contrary, if a newly
established company is applying credit, the barklide, if any, knowledge about the
company.
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3.4.2.2 Shareholder and management

The management of the borrowing company can tkelt about the borrower’s overall
credit quality. When making credit decision, a d&m-maker will probably be
interested in the company’s management’s overafbpeance, as well as the manage-
ment’s ability and capacity to run the businesso{Bné et al. 1982, 50). Argenti (1976)
has suggested that the most important reason wimpaoies fail is their management.
If a company has a management that does not hdfieiestt management skills, this
reflects directly upon accountancy information nmgkit deficient. Furthermore, usually
companies with poor management are also unablesfmond the changes happened in
the external environment. (Argenti 1976, 123) Ottensequences of poor management
might be, for example, insufficient planning foretfuture and inadequate budgets or
product analyses (Cohen et al. 1966, 231).

According to Argenti (1976), unskilled managers|wiake at least one of the
following three mistakes, namely overtrade, alldvwe tompany’s gearing to rise into
too high a level, or launch a large project, whiglbeyond the company’s resources,
and turns out to be unsuccessful. Overtrading sefer example, to a situation, where
the company attempts to expand, and increasesritever at the expense of the profit
margin. Because of declining profit, the compangtsrest coverage will rise, which in
turn, will eventually lead into a situation whetreetbanks will not grant any additional
credit for the company. The second mistake, allgwie company’s gearing to rise into
too high a level, is due to the fact that, gengralebt is a cheaper type of capital than
equity, which, in turn, indicates that the compariend as much of their business as
possible with debt rather than equity. Howeverrehe still a limit beyond which the
risks of high gearing exceed the advantages oltamam gearing, and an unskilled
management would probably ignore this limit. Thetaike of launching a large project
refers simply to a situation where the company wuestenates the costs and the time of
the project, or overestimates the revenues obtafrmed the project. (Argenti 1976,
132-136)

In addition to the possibility of a bankruptcy, theare also many less serious types
of defaults, such as payment defaults and liquidiiges, and the probability of these
defaults is, just like the probability of a bankityg also partly dependent on the
company’s key persons and their behaviour, inclydireir personal payment default
entries. According to Pulkkinen (2004), if nonetlo¢ people in charge of the company
have personal payment default entries, the prababiiat the company gets its own
payment default entry is approximately 3 per cwiiitereas, if three or more people in
charge have personal payment default entries, risteapility of the company getting its
own payment default entry is almost 49 per centlkfénen 2004, 7)
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When assessing the likelihood that a company veildme unable, or unwilling, to
meet its obligations, the decision-maker may take account possible personal de-
faults of the company’s management and owners. créwit history of the company’s
key people is, indeed, a significant factor in assg the company’s credit quality. In
addition, the company’s key persons’ possible pneviconnections to failed companies
are also connected to the company’s probabilitgaee payment defaults. Even if only
one key person has been previously involved infassi operations which have filed for
bankruptcy the probability of the company to haagment defaults is nearly five times
greater when compared to a case where none okethedrsons have previous connec-
tions to failed companies. (Pulkkinen 2004, 12)

3.4.2.3 Finance

If the credit request is finally approved, the loover needs to repay the principal and
pay the interests according to the credit agreenidr@ company’s ability to repay the
loan capital, including interests, is directly cented to the company’'s ability to
generate cash flow (Bruns 2004, 15), which, in tismelated to the company’s overall
profitability. Therefore, the company’s profitabyli in both the short and the long run,
is in an essential role when assessing the crésks.r(see e.g. Broomé 1982, 56;
Pitkamaki 1984) The borrower’s profitability is alslosely related to the bank’s own
profitability, and generally a bank cannot prospetter than its customers (Kérava
1984, 72).

According to a basic financial-theoretical logichosiness operations, a company’s
insufficient profitability is the starting point fdhe process conducive to payment de-
faults. A company’s financial solidity will weakeas a consequence of the company’s
weak profitability due to the possible losses amda@ased amount of current liabilities.
Weak profitability and financial solidity, conseauly, will result into decreased
liquidity, which, on the other hand, will finallyesult into the situation where a
company is not able to meet its obligations. Tlhe, main pieces of information used
to describe the risk of payment default entry alated to profitability, solidity and
liquidity (Suvas 2007, 8), which are already disagk in the thesis, and thus, in this
connection, these financial elements are not dessmligurther. Table 3 shows the rela-
tions between a company’s business risk profilearicial risk profile, and rating cate-

gory.
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Table 3 Business risk, financial risk, and creditng (S&P Global credit survey
2007)
Business Financial | Financial Financial Financial Financial
risk profile | risk profile | risk profile | risk profile | risk profile | risk profile
Minimal Modest IntermediateAggressive | Highly

leveraged

Excellent AAA AA A BBB BB

Strong AA A A- BBB- BB-

Satisfactory] A BBB+ BBB BB+ B+

Weak BBB BBB- BB+ BB- B

Vulnerable | BB B+ B+ B B-

As can be seen from table 3, the company’s findpaegormance is closely related
to the company’s credit rating, and thus, alsorfaial ratios, some of which were dis-
cussed earlier in the thesis, affect the compaergdit rating. The purpose of financial
ratios, as well as credit ratings, is, in gendmatompare a borrower’s performance over
time as well as to compare different borrowers. Eweav, the interpretation of these
ratios and their values is highly dependent ondwtext, such as the borrower’s in-
dustry, the investment cycle, the business cyalanterest rates. Consequently, credit
analysts and credit decision makers have certantHmarks to distinguish between
different credit qualities. Below in table 4, iset of financial ratios by rating categories
according to a study conducted by Moody’s Investesvice in December 2007. The
study involved global non-financial non-utility gmrations across industries. Table 4
represents the median values for ratios, whichhased on the most recent fiscal year-
end data. (Moody’s Investors Services)

Table 4 Financial metrics by credit categories (Mgs Investors Services)
Aaa-Aa | A Baa Ba B Caa-C

Interest 16.0 8.6 54 3.7 1.9 0.7

Coverage

Asset 3.7 2.4 2.3 2.0 1.3 1.0

Coverage

Leverage 31.6% 41.7% 44.8% 49.8% 68.7% 92.2%0

Cash Flow-| 52.4% 32.6% 25.8% 21.6% 12.1% 6.4%
to-Debt

Returnon | 11.6% 7,5% 5,3% 4,4% 1,7% -2,1%
Assets

Profit 11,8% 9,0% 6,7% 5,0% 2,0% -2,6%
Liquidity 7,8% 4, 7% 4,0% 4,3% 3,9% 3,3%
Revenue 7,2 7,3 6,1 5,2 6,1 7,3

Stability
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Table 4 shows some connections between financitias® and credit ratings, and
as can be seen from the table, some financial csesie more clearly related to the
company'’s credit rating than others. It should b&d, however, that the dispersion of
the ratios for all borrowers in the same ratingegaty is wide, and the overlap between
categories is considerabf. Interestingly, for example, revenue stability seeim be
rather stable within each of the credit categoriasaddition, for example leverage,
which is generally considered to be a distinctigetdr within financially healthy and
unhealthy firms, is almost at the same level widategories of A, Baa, and Ba.

3.4.2.4 Payment behaviour

In theory, a company’s risk level could be assessddly by using statistical infor-
mation on whether or not the company has existiagnent defaults. In general,
companies going bankrupt have at least one or tayompnt default entries (Suvas
2007, 20), and therefore studies concerning theigtien of a company’s bankruptcy or
payment defaults are rather useful also when asgesscompany’s general credit
guality. In addition, the company’s previous payhapits may also indicate rather well
the company’s future paying habits (Wilson, Sumn&isope 2000).

A good approach to assessing a company’s payméwtvioair is to scrutinize the
Paydex, which is an international index developgdhbn & Bradstreet. The Paydex
refers to a company’s average payment delays. fithexiand the average payment
delays related to this particular index are represkin table 5. (D&B Paydex)

Table 5 Average payment delay and the Paydex-i{id&B Paydex)
Paydex | 90 80 70 60 50 40 30
index

Average | -10 days| O days 10days 20days 30days 40 daysdays0
payment
delay
(days)

A company which pays on the due date has Paydeé0ofVhen calculating the
average payment delay of a company the companyrsRaydex is deducted from the

15 To see a detailed list of financial metrics onahhiable 5 is based, see appendix 3.

% The Head of Debt Advisory within a Nordic bank lwiimportant operations in Finland is
acknowledged for useful comments and the suggestidake into account certain issues concerning
credit ratings and financial ratios.
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Paydex index (80), for example, if a company hagl®a of 65, the average payment
delay is 15 days (80 — 65 = 15). (D&B Paydex)

The time that it usually takes before a companyspesyaccounts payables is a good
implication of possible problems in the companytiidity. Usually, suppliers offer
both short and long payment times, and, in genéhnallonger the payment time, the
more expensive it will be for the company. Therefaf the company is able to take ad-
vantage of cheaper, and shorter, payment timegould also imply that the company
may be regarded as creditworthy, or at least thatdompany’'s liquidity is at an
appropriate level to assure the timely repaymerihefloan and the interests. (see e.g.
Kallunki & Kyténen 2002, 88-90)

3.5 Summary for the analyses of cor porate credit quality

This section summarizes the most important issisesisised in the third chapter of the
thesis. In the third chapter, different kinds ofreénts of the corporate credit quality
have been discussed. First, the principles of compaalysis were discussed, as well
as financial statement analysis and basic issuesecoing financial ratios. After that
the main concern has been focused on the assessimematdit risk. In the end of the
third chapter, credit ratings were discussed.

The main idea of a company analysis in credit d@eimaking process is to form an
overall picture of the potential borrower and itsnditions. A company analysis
includes also a financial statement analysis aratia analysis, and when assessing the
borrowing company’s financial statement, it shoblel noted that no ratios can be
interpreted alone, but instead the interpretatidlh eed to take into account of other
financial ratios as well, or other relevant factoosicerning the company in question. In
assessing the borrowing company’s financials thetnmportant concern would be the
company’s profitability, leverage, and liquidityh@se are also factors which are closely
related to the company’s risk of payment defautties.

Within credit approvals there are many kinds dfgigwolved. A typical risk would
be simply a risk of credit losses, i.e. a credikriHowever, the credit risk may materi-
alize due to the variety of other risks, such aantry risk, a sovereign risk, or an
interest rate risk. Risks related to a potentiatd®eer would be seen via credit rating
information, and credit rating is closely relatedthe borrowing company’s financial
risk profile. However, even though, for examplegiege is generally considered to be a
distinctive factor between a healthy and an unhgatbmpany, there seems to be no
clear variations between some of the credit rat@igegories and financial ratios, which
may be seen from table 4 (page 53).
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Within credit risk assessment there are differantik of mnemonic rules, such as
C’s of credit, which are generally used only indhe However, since novices generally
lack practical experience on credit approvals, they likely to make their decision
according to theoretical knowledge, which in tunmght indicate that the theoretical
rules, such as the C’s of credit, may be taken agwount more frequently by novices
than experienced credit professionals. Howeves likely that the use of these theo-
retical rules cannot be seen clearly by an outsiderver. Instead, novices probably use
different kinds of mnemonic rules rather implicitly
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4 DECISION-MAKING IN CORPORATE LENDING

The purpose of this chapter is firstly to preséwt émpirical setting of the thesis, and
secondly to present the results of the empiriaadystmade among a sample of credit
professionals within one Nordic bank with importayerations in Finland, and a
sample of business students within a particulavarsity in Finland.

4.1 Dataanalysis

4.1.1  Study participants

The population consisted of two separate groupsiehacredit professionals who are
involved in credit applications of large and medisied companies within one Nordic
bank with important operations in Finland, and engle of business students at the
Lappeenranta University of Technology. Thus, the@ang method was purposive in
nature, which ensured that the respondents wevingethe purpose of the thesis. The
participation was voluntary for both groups.

Within the first group the questionnaire, includimdpypothetical summary of a credit
proposal, was sent to a population of 88 profesdsomepresenting the following
functions’ that are involved in credit decisions within larmed medium sized compa-
nies, acting either as contributors to the writirigcredit applications, or being involved
in the approval of the applications:

e Relationship managers (primary writers of credplamations, i.e. credit memo-
randa/executive summary of a credit proposal)

e Credit analysts (contributors to credit memoranda)

e Capital markets, including leveraged finance, fixeztbme and loan syndication
professionals (contributors to credit memoranda)

e Credit managers (credit approvers i.e. consumetseaiit memoranda)

Exact information about the distribution betweemparxs and intermediate experi-
enced professionals among the credit professiomadsreceived the questionnaire was
not available. The questionnaires were sent tg#ngcipants by senior professionals in
the area, and they received one reminder afteroappately ten days from the same
person. The respondents were provided the opfiseraling the questionnaire directly

Y The list of functions represented includes alkthfunctions that are involved in credit decisiwitsin
large and medium sized companies.
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to the researcher by regular mail or by e-mail,tarleave it with a departmental
representative (secretary) who collected them antithem to the researcher by mail.

Of the group of business students the questionwvear® sent to 35 students, who
participated in a particular specialisation cowsénance and corporate funding at the
Lappeenranta University of Technology. The questzaes were sent to the partici-
pants before a lecture by the lecturer of the ewuis e-mail, and the respondents were
asked to return the questionnaire to the lectuiter ¢he lecture. Thus, the participants
had enough time to make their recommendations @metite down their opinions. The
procedure implemented among the business studest€losen in order to assure that
the respondents will have enough time to assessitination described in the credit
application. The students were also sent a remibgéene lecturer, and in reminder the
students were asked either to send the questiendactly to the researcher or the
lecturer via e-mail.

The total number of questionnaires sent was 123p&eses were received from 33
credit professionals and 21 business studentdidwiever, 5 business students had not
marked any information items as critical, and thenes these five responses had to be
excluded from further analysis. Thus, usable respsrwere received from 33 credit
professionals and 16 business students, and thertomber of usable responses re-
ceived was 49. Table 6 illustrates the attainedrretates separately by both groups.
Table 7, in turn, represents the number of questimas sent and received by different
departments within the bank.

Table 6 Questionnaires sent and received
Questionnaires | (Usable) Questionnaires | Response rate %
sent received
Credit 88 33 37.5
professionals
Business students| 35 16 45.7
Total 123 49 39.8
Table 7 Questionnaires sent and received by depattim
Department Questionnaires | Questionnaires | Response rate
sent received %
Acquisition Finance 9 4 44.4
Capital markets 3 3 100.0
Credit research 19 11 57.9
Large Corporate Segment 30 3 10.0
Regional Corporate Segment 22 10 455
Syndicated Loans 5 2 40.0
TOTAL 88 33 37.5
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All business students were classified as novicesesit is reasonable to assume that
they lacked practical experience in the field oédit proposals and approvals and
decision-making. The credit professionals weresti&sl into two groups according to
their level of experience. These groups were terasekpertsandintermediateexperi-
encedprofessionalsThe classification among the professionals wadenacording to
respondents’ current job description and the witéle taking into consideration also the
work experience in years (especially the work egpee in current position). Among
the respondents were altogether 20 experts andtéBriediate experienced profes-
sionals. In addition, professionals were also gesumto those who participated in
writing credit requests, and those who were inrtike of approving credit requests. The
number of respondents who participated in writimgdd requests was 30, and the
number of those who were in the role of approvieguests was 3 respondents. More
detailed information about the respondents is fonrappendix 4.

4.1.2 Thequestionnaire and the description of the credit application

The participants were sent a questionnaire (seerap 1), which consisted of two
parts. The first part consisted of questions alloeitrespondent’s background, such as
gender, age and education. The purpose of thestiaugewas only to get information
with which the statistical analysis of the respartdevould be possible. The second part
of the questionnaire consisted of questions comegrie credit applied. By asking the
respondents to mark the information they consideedelvant, it was hoped to get an
answer for what type of information credit professils consider relevant. In addition,
the respondents were asked to mark whether thegdgr disagreed with the proposal.
In case the respondent supported the proposalre$gondent was asked to mark
whether his or her support was unqualified, orefdr she supported the request with
some reservations, or with significant reservations

The types of questions varied from open questionst questions and category
guestions. In some of the questions, the resposdesgrte given a few possible alterna-
tives, for example, in question three, which conedrthe educational background.
These alternatives were selected according todix@nge knowledge of the distribution
of the typical qualification among credit professds. The questionnaire was partly
modified before it was sent to business studemtsesotherwise students might have
found it inconvenient to respond since there wddde been questions which were not
completely suitable for business students (e.gddmartment where the respondent is
currently working).

Together with the questionnaire the participantseveéent a hypothetical summary of
a credit proposal. The executive summary of a tnediposal was drafted by three
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experienced credit professionals, who have a coedbimork experience of over 60
years, and who know the specific bank’s credit weltvery well. By involving
experienced professionals in the designing andipgoof the questionnaire, the aim
was also to create an executive summary that waycesent a good, but not an ideal
or perfect, credit proposal. The intention of tiwas to provoke readers to provide
sufficient commentary. The objective in the desafithe questionnaire was not to make
it clear-cut, but to give room for approving anctli@ng answers, both of which could
be considered appropriate for a professional.

The initial drafting of the executive summary wame by one person who also had
originated the study idea. He has 25 years of gatpocredit experience from three
different, large, internationally active banks. Tihgial draft of the executive summary
thus reflected his experience from different ingiitns. The initial draft was first
reviewed and extensively commented by another tradifessional from the bank
particularly as to the internal consistency of bypothetical case as well as to ensure
that the case would be presented in a manner ltkatdnclusion was not self-evident
even to experienced credit professional. After,tthie draft was tested with three credit
professionals with each over six years of relevaqgerience, and particularly one of
them, a person with nearly 28 years of credit amsaljand management experience,
provided extensive feedback and useful commentgrite the summary in the desired
manner. Therefore, the summary can, despite itgimagy nature, be considered very
realistic. Ad hoc feedback from respondents alsaficoed that they viewed the
executive summary as a realistic representaticrasds they are used to work on.

The reason to use only an executive summary, idstéacreating a full credit
memorandum which often can be over 20 pages lorgytwafold. Very importantly,
many credit decisions are made to a very largenexda the basis of the executive
summary which should capture all salient pointevant for the decision. Particularly
the most senior credit officers need to review gy\Jarge number of credit over any
given time, and typically they form a very strongroon what decision to make on the
basis of the executive summary. This view was icoefd by the bank’s representatives
during a session where some of the bank’s credites$ were given a presentation
about the findings of the study. Furthermore, itsvessumed that a request for the
respondents to read a full credit memo would redbeeresponse rate. The executive
summary of a credit proposal is not published ugarequest of the bank where the
survey was conducted. Therefore, in this secti@n rtfain points represented in that
summary are discussed briefly.

The executive summary consisted of the most impofeets related to the company
applying credit. The issue in this hypotheticatiation of a credit application in short
was that a public company operating in Finland and other European country was
planning to expand its operations by establishimgwa subsidiary in “country B”. For
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this purpose the company would need additionahfiea The credit requested would be
a 7-year term loan of 30 million euros.

The parent company, i.e. the public company opsgah Finland, is a producer of
equipment for maintaining public spaces both in m@mand winter. The business is
rather seasonal, which, in turn, affects, for exiemihe fluctuation of the company’s
working capital. The management of the new subsidiguld consist of local persons,
who have had experience in business operationsiiopg. The borrower of the applied
term loan would be the established subsidiary, thedloan would be unconditionally
guaranteed by the parent company. The credit askyell as the company risk and the
industry risk, were expressed in logically consistgualitative expressions. Besides the
above-mentioned basic information concerning theliegnt, the most important
financial figures, such as turnover, capital stnuet and EBITDA interest coverage,
were also presented in the executive summary.

To summarize, when considering the risk level eslato the company requesting
credit in this hypothetical situation, there is @d outlook for the company and its
operations. However, the executive summary listetumber of risk factors that the
reader had to weigh. The company is, howevergepted as a customer of the bank in
guestion, though the company has operations aldotwb other banks. However, as
has been discussed in chapter 2, it is only nathedl the company has relationships
with multiple banks. The size of the requested Isarather small, but there are, how-
ever, many uncertain factors, related to, for eXamihe country where the new sub-
sidiary is intended to start its operation.

4.1.3 Variables

Since respondents represent two different kindgrofips, namely credit professionals
and business students, the analysis is also madly paparately. By analyzing the
credit professionals separately from the businassesits, it is possible to obtain infor-
mation about possible differences between expentsless experienced credit profes-
sionals.

The executive summary’s content was broken dowm gefparate information items,
and altogether 73 information items were identifiesbe appendix 5). These pieces of
information were assigned further into groupsgofalitative information financial
information andinformation concerning the credit requestéd.addition, in order to
obtain more specific information about the useimdificial information, financial infor-
mation was further assigned into categoriebalénce sheet informatipmcome state-
ment information and financial ratio information Naturally, it would have been
possible to use also other kinds of financial infation categories, such as cash flow
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information, but since also Andersson (2004) asgigimancial information into cate-
gories of income statement, balance sheet, anddialaratio information, the same
financial information categories were used alsthia thesis in order to make the com-
parison of the results more convenient. Table 8esmts information items used as
variables in this thesis and the total number eséhinformation items on the executive
summary of a credit proposal.

Table 8 Information items on the executive summary

Variable Definition Number of
information
items

Number of information Information items marked as critical on th&3 (100%)

items identified executive summary

Qualitative information Identified information itenon the 29 (39.7%)

executive summary which are not
financial, and which are not directly
related to the credit requested

Financial information Identified financial statenh@mformation | 32 (43.8%)
on the executive summary

Balance sheet Financial information, which is found on| 19
information the company’s balance sheet
Income statement Financial information which is found on | 5
information the company’s income statement
Financial ratio Financial ratios calculated from the 8
information company’s financial statement
Information concerning the| Identified information items on the 12 (16.5%)
credit requested executive summary which concern

investment plan, terms of the credit
requested etc.

Qualitative information refers to pieces of infotioa on the executive summary
which do not indicate the company’s financial posit and which are not directly re-
lated to the credit requested (e.g. investment,plerms of credit etc.). Therefore,
gualitative information includes also those pieoésnformation which are in numeric
form, but which are not found on the company’s ficial statement, i.e. numeric
information, which is not classified as financialfarmation. Financial information
refers to information, which may be found on thenpany’s financial statements, either
directly or via calculating different ratios. It@hd be noted that financial statement
information may include both numeric and non-numenformation. Finally, infor-
mation concerning the credit requested refers farmmation items which are directly
related to the credit request in question, for gdanthe investment plan and the terms

'8 Naturally, for example, the number of employeemiermation which may be found on the notes to
the accounts, but in this connection, this kindndérmation is thought not to be included in finaic
statements
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of the credit requested. Although in some casearticplar information item may be
regarded as, for example, both financial and catal# information, in this connection
each information item may belong only to one patéicinformation category.

4.1.4 Interpretation of the results

In order to form an overall picture of the respamdéedecision-making behaviour, cross
tabulations are used. Possible differences betweerces, intermediate experienced
professionals, and experts are tested by using ea veey ANOVA (Analysis of
Variance) model. In case that the ANOVA model shewsificant difference between
the levels of experience, Tukey’s honest signifagapost-hoc test will be used in order
to make further conclusions about the possibleedbfices between novices, inter-
mediate experienced professionals, and expersornme occasions possible differences
are tested with the T-test.

The conclusions about the differences between meyimtermediate experienced
professionals, and experts are made based on tiezallg used levels of significance.
A significance level of 0.001 refers to a very sigant difference among variables, the
level of 0.01 refers to a significant differenceydathe level of 0.05 refers to a
moderately significant difference between groups.

The respondents will also be analysed by usingistel analysis. The cluster analy-
sis will be made based on the respondents’ totaluatof information items identified
and the use of different type of information, gealitative, financial, and information
concerning the credit requested. In regard to #malysis the aim is to determine
whether there are some clear differences in thenerdmw respondents within different
levels of experience use information, and if, fleample, some novices use information
similarly with experienced professionals.

415  Validity

The data was collected via questionnaires, whialalls are a reasonable and a con-
venient method to use when there are rather laugebars of possible respondents.
However, there is a risk that the respondents niaek answers according to their
feelings about what might be considered as ideaproper credit decision-making

behaviour. On the other hand, though, in this qomesgire the respondents were not
given, for example, any lists of possible piecesnfdrmation, which might have been

considered important, and therefore, the resposdemre not guided towards any
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particular answers. In addition, since the questere presented in the same form to
all the respondents, there was no risk that theareker or interviewer would have
guided the respondents towards a particular angweunsing, for example, different
tones of voice or choices of words. Furthermorecradit decisions the decision-
makers’ opinions are highly important, and cregipr@vals may be considered rather
subjective, which, in turn, would support the uta questionnaire.

The questionnaire was conducted solely within oaekb Therefore, it might be
possible that the results at least partly reflact bank’s specific procedures and credit
culture, and thus, the answers might not be comiglefeneralizable. In addition, the
majority of the respondents from the bank were ive@ in writing of the credit
requests, which may be reflected in the resporisesase that there would have been
more respondents who were involved in the appro¥vdahe credit requests, it would
have been possible to obtain more information oatwvalstually is expected from a good
executive summary, and if there were some diffeseno regard to the expectations of
the credit summary’s content between writers ofdrexlit applications and those who
are involved in the approvals of the applications.

Since the hypothetical credit proposal was drafbgdexperienced credit profes-
sionals, it is very likely that the proposal regn@®d a highly reliable and meaningful
design. Furthermore, all comments and suggestiecsivied from credit professionals
were taken into consideration, and questions omtiestionnaire were partly designed
according to these comments.

4.2 Expected results of the study

The research problem at hand has not been a comsmigact in previous research
within credit approvals and decision-making. Howe\sased on the theory presented
earlier in the thesis, and previous studies whgira@piate, some hypotheses can be
made concerning the research questions. To rémalidsearch questions presented in
the introductory chapter of the thesis, the mainceon of this thesis has been to find
answers to the following questions:
e Is there a significant difference between how dgssional and a novice make
their decisions?
e What type of information is considered most impottay credit professionals in
corporate credit granting?
e How, for example, the credit professionals’ andioces’ education and work
experience are reflected in the manner of how médion is treated?
¢ Is the Information-Use-Hypothesis valid in the eatof credit granting?
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Based on the previous literature concerning crddtision-making, some expected
findings from the study may be concluded, and tleegected findings are represented
below.

- Financial information related to the potential loover will be of the
essence in making the credit decision. (see eaggdt& Benjamin 1978;
Shanteau 1992; Andersson 2004; Berry & Roberts@60

- Both historical financial information and financiarecast will be im-
portant. According to the study made by Stanga &j&ain (1978),
historical information was even more important therecasts. (see e.qg.
Stanga & Benjamin 1978; Berry & Robertson 2006)

- Credit applicant’'s background (management, credtohy, previous
payment default entries etc.) is of the essencenwh&king judgements
about the borrower’s credit quality.

- The amount of information used by professionalgrsater than the
amount of information used by novices, i.e. stuslerturthermore,
according to the Information-Use-Hypothesis, theant of information
used by experts is greater than the amount ofnmébion used by inter-
mediate professionals. (Andersson 2004)

- It would be reasonable to assume that since cpediessionals are used
to handling credit requests, they may use less tiompared to novices.
On the other hand, however, it may be that novitesiot consider the
issue very important or significant for themselvasg therefore, it might
be that the novices will not want to spend muchetiom this subject.
According to Andersson’s (2004) study, professisngde more time on
decision compared to novices.

The study made by Andersson (2004) and the studiemathin this thesis have to
some extent a similar approach but there are, hernvaome clear differences, which
should be taken into consideration when compatuegrésults of these studies. Firstly,
the research environment was different within theselies, and in this study the
participants were not able to ask for addition&rimation. This corresponds to many
real-life situations where credit committees havenged amount of time per case, and
are used to dealing with information constraintscéhdly, Andersson used an experi-
ment research, and the study was made by usingnputer software. In this thesis, in
turn, a survey research was used. Thirdly, thegssadnals within this thesis were clas-
sified according to their role in the organizatiand the years of work experience were
used only as a guideline to make the classificabetween experts and intermediate
experienced professionals. In addition, Anderssatisdy was made about credit
decisions on small firms, whereas this thesis dedlslending to large corporations.
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4.3 Empirical results

431 Amount of information used in lending decisions

Information on the credit summary was divided inéparate pieces of information, and
the total number of information items on the creimmary was 73 (see appendix 5).
Thus, the theoretical maximum number of informaitems identified would have been
73.

The number of information items identified did ribtfer significantly between the
credit professionals’ total work experience. Howewbe number of information used
differed significantly between the respondents’ kvexperience in current position (F=
2.884, p = 0.05). In cases where the respondentvbased in current position for a
rather long time, the particular respondent isssfeesl as an expert, which in turn, indi-
cates that the longer the work experience in ctrpasition is, the greater also the
expertise probably is. Therefore, since there wagaificant difference between the
respondents’ work experience in current positioregpard to the number of information
used, this indicates that the greater the expettigegreater also the number of infor-
mation items identified. (see appendix 6). Thuse#ms that within credit professionals
the number of information items used in decisiorkimg does not correlate with the
total work experience, but professionals who haweked for a long time in their
current position, may probably use more informatioan those who have less experi-
ence in their current position. Therefore, it seehag in regard to the definition of an
expert, the important factor is specific workingpexence, not working age, i.e. the
total working experience.

Among the novices, only four respondents repored they had work experience in
the field of financial services. The length of therk experience obtained from the field
of financial services varied between four monthd ane year. The number of infor-
mation items identified by novices did not diffagrsficantly between those respon-
dents who had work experience and those who didhane¢ work experience in the field
of financial services. (see appendix 6) Figure prasents the number of information
items identified by the respondents.
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Figure 7 The number of information items identiflegthe respondents

As can be seen from figure 7, the number of infaromaitems identified by students,
I.e. novices, is smaller than the number of infaioraitems identified by professionals.
However, figure 7 also shows that the number adrim&tion items identified does not
vary significantly between experts and intermed&tperienced professionals. Thus, it
seems that the difference in the number of informmaitems used is more significant
between novices and experts, whereas the differbetgeen experts and less experi-
enced professionals is not as significant. ThestT-¢howed that the novices differed
statistically significantly (p = 0.005) from the edit professionals altogether (see
appendix 6).

As can be seen from figure 7, novices used lesgndtion compared to profes-
sionals. Seven novices, which amounts to 43.8%llafcavices who responded, used
less than 9 pieces of information, whereas therfégpondents that used the most infor-
mation were all experts. In addition, all novicegd less than 40 pieces of information,
but however, so did all the intermediate experidnu®fessionals as well.

On average all respondents identified 22.6 informmaitems. The number of infor-
mation items identified by experts was 29.6 on ager whereas intermediate experi-
enced professionals identified on average 20.8egie¢ information. Altogether credit
professionals identified on average 26.1 informmattems. Novices, in turn, identified
15.3 information items on average. The number fafrination items identified by the
respondents was significantly different betweenléwels of experience (F=7.142, p <
0.01) However, the difference in regard to the amioaf information used between
novices and intermediate experienced professiamadsnot significant, whereas experts
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differed significantly from novices, but not fromteérmediate experienced professionals
in regard to the number of information items ugede appendix 6)

The credit professionals were also divided intougsoof writers of the credit appli-
cations and readers of the application, i.e. thdse are involved in the approval of the
applications. The group of writers identified oneeage 25.3 pieces of information,
whereas the group of readers identified on ave@g6 pieces of information. The
difference between these groups in the amountfofrmation used was tested with the
T-test, which shows that there is no statisticaifynificant difference between these two
groups. It should be noted, however, that in theugrof readers there were only three
respondents, and therefore, the analyses wereomgpletely meaningful, and in case
there would have been more respondents in the gvbrgaders, the differences might
have been more significant. (see appendix 7)

In this thesis, the credit professionals were diasisinto the groups of experts and
intermediate experienced professionals accordirthem job description, and work ex-
perience in years was only a guideline used ifelvegre some uncertainties in regard to
the particular respondent’s level of expertisethé classifications had been made
according to the respondents’ total work experi€h¢experience > 10 years would
have referred to experts, and experience < 10 yeawnsd have referred to intermediate
experienced professionals), the results would agebeen different. In case the classi-
fication had been made differently, experts woultveh differed statistically signifi-
cantly (p = 0.008) from novices, but the differermween experts and intermediate
experienced professionals, as well as betweenmettiate experienced professionals
and novices, would not have been statisticallyigamt.

4.3.2 Thetype of information used in lending decisions

4.3.2.1 Qualitative information

The executive summary contained altogether 29 pie¢eualitative information (see
appendix 5). On average, the respondents ident8i@dpieces of qualitative infor-
mation, which amounts to 30.0% of all qualitatimérmation available. Experts identi-
fied on average 12.4 (42.8%) pieces of qualitatnfermation, intermediate experi-

9 Here, total work experience in years was used usecéhere were only three respondents who had
worked in their current position more than 10 yearsl therefore, it was more reasonable to make the
classification according to total work experience.
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enced professionals identified on average 7.4 (@bfbeces of qualitative information,

and novices identified 5.2 (17.9%) pieces of gasie information on average. (see
appendix 8) Figure 8 shows the number of qualigatmformation items identified by

the respondents.
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Figure 8 The number of qualitative information iteidentified

From figure 8 it can be seen that the experts ifieditmore qualitative information
items than novices and intermediate experiencetégsmnals. All the novices identi-
fied less than half of the qualitative informatiamailable, and three novices did not
identify qualitative information at all. All credgrofessionals, in turn, identified at least
three pieces of qualitative information, and onpegkidentified more than 75% of the
gualitative information available. Thus, it seerhattthere is a clear difference in the
use of qualitative information between the levdlexperience, and the ANOVA model
shows that the difference in the use of qualitatnfermation between different levels
of experience is also statistically very signifitgp < 0.001). However, Tukey’'s post-
hoc test reveals that there is no statisticallyificant difference between novices and
intermediate experienced professionals. Expertduin, seem to differ significantly
from both novices (p < 0.001) and intermediate erpeed professionals (p = 0.011).
(see appendix 8) The larger amount of qualitatsermation identified by experts
compared to less experienced professionals ance®wvnay, for example, imply that
the experts are better or more confident at prawgssformation which needs subjec-
tive assessment.

When a respondent’s use of qualitative informatisrnproportioned to the total
amount of information identified by the particutaspondent, the relative importance of
gualitative information may be seen. Altogetherr@8pondents (46.9%) reported that
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30-50% of the information they used was qualitatimbormation. However, the
ANOVA model shows that there is no statisticallgrsficant difference in the relative
use of qualitative information between differentels of experience. (see appendix 8)
The respondents’ relative use of qualitative infation is presented also in figure 9.
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Figure 9 The respondents’ relative use of qualitainformation

As can be seen from figure 9, all credit profesaisrused qualitative information,
whereas three novices did not use qualitative métion at all. However, there were
also three novices who made the decision basedformation which contained more
than 60% of qualitative information. The majority the experts, in turn, made their
decision based on information which contained lgw=n 60% of qualitative infor-
mation. Figure 9 also supports the assumption nestéer that more experienced
professionals give more weight to qualitative imfation than less experienced profes-
sionals and novices, and that experts would besibett more confident at processing
gualitative information.

In regard to the use of qualitative informationeréh seems to be no significant
difference between those who are involved in thitingr of the credit applications and
those who are involved in the approval of the agpions. On average the group of
writers identified 9.9 pieces of qualitative infaation, and the group of readers identi-
fied on average 15.0 pieces of qualitative infoiaratThere was no statistically signifi-
cant difference between these groups in the useuafitative information. (see
appendix 7)

The most frequently identified pieces of qualitatinformation among the credit
professionals were information concerning the catily of the business and rating
information. Altogether 26 (78.8%) credit professgts marked the information con-
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cerning cyclicality as critical, and 22 (66.7%) diteprofessionals marked the rating
information as critical. Among the novices, the mégquently identified piece of

qualitative information was the information conaagncyclicality of the business, and
altogether 9 (56.3%) novices marked the informationcerning cyclicality as critical.

Rating, in turn, was marked as critical informatimnonly 5 (31.3%) novices.

The respondents were also asked to write downhtiee tmost important information
items related to the decision in question. Credifgssionals mentioned very frequently
pieces of qualitative information as one of the mimsportant information items,
whereas business students seemed to give lesstweigjualitative information. The
credit professionals mentioned altogether 36 tim@gece of qualitative information as
one of the three most important information iteraad business students, in turn,
mentioned this type of information as important yodl3 times. (see appendix 9)
Interestingly, rating information, for example, wasrked as critical only by 5 novices,
but as many as 22 credit professionals markedgacritical information. However,
when asking the three most important informatioems, rating information was
mentioned altogether three times by the noviced, dmly once by the credit
professionals. Therefore, it seems that credit gg@bnals consider ratings very
important in a credit approval process, but, howepeofessionals seem to be also
rather critical in evaluating the rating and inf@tion contained to it.

4.3.2.2 Financial information

The executive summary contained altogether 32 pi@ce financial information (see
appendix 5). Financial information is generally wémportant in assessing potential
borrower’s creditworthiness, and the importancdimdncial information can also be
seen from the list of the three most importantrimfation items. However, it seems that
business students consider financial information remamportant than credit
professionals since among the answers concerniagthitee important information
items the credit professionals mentioned altogefrtimes a piece of financial
information as one of the three most importantrmation items, whereas the business
students mentioned this type of information as irgod altogether 36 times. (see
appendix 9)

The respondents identified on average 9.6 piecefinahcial information, which
amounts to 30.1% of all financial information aehle on the executive summary.
Experts identified on average 11.5 (35.8%) pieddmancial information, intermediate
experienced professionals identified on average(8784%) pieces of financial infor-
mation, and novices identified on average 8.1 @).fieces of financial information.
The use of financial information is represented aisfigure 10.
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Figure 10 The number of financial information iteiahsntified

As can be seen from figure 10, there seems to bdiffexences in the number of
financial information items identified between tlevels of experience, and also the
ANOVA model shows that the use of financial infotioa did not differ significantly
among different levels of experience. (see appet@xHowever, the importance of
financial information in credit decisions is solbvious, and in fact, since there was no
significant difference between the levels of expece in the use of financial infor-
mation, it only supports the presumption of finahanformation being generally an
important source of information in lending decisargardless of the decision-maker’s
level of experience.

In regard to the use of financial information, #heseems to be no significant
difference between those who are involved in thigingr of the credit applications and
those who are involved in the approval of the a@pibns. On average, the group of
writers identified 10.1 pieces of financial infortizan, and the group of readers identi-
fied on average 13.3 pieces of financial informatidhere was no statistically signifi-
cant difference between these groups in the udmaricial information. (see appendix
7)

When examining the respondents’ relative use cérfaial information, i.e. the
amount of financial information identified propamied to the total amount of infor-
mation identified by a particular respondent, itynte seen that the novices paid more
attention to financial information than the cregiofessionals. The majority of the
credit professionals reported that they made tthedision based on information which
contained less than 50% of financial informatiomewneas the majority of the novices
reported that more than 50% of their informatioages was financial information. In
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addition, one novice made the decision based solelgnancial information. However,

there was no statistically significant differencerelative use of financial information

between the levels of experience. (see appendixThé)respondents’ relative use of
financial information may be seen also from figtfe
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Figure 11 The respondents’ relative use of findnofarmation

As can be seen from figure 11, all credit profesals used financial information in
their decision-making, and only two novices did igentify financial information at all.
The impression obtained from figure 11 supportsag®umption that novices give more
weight to financial information than credit profes®ls. This observation is probably
due to the fact that financial information is geallgra so-called natural source of infor-
mation when making credit decisions, and therefal® novices, who are not used to
deal with credit requests, are likely to find thiad of information as a good basis for
credit decisions. In addition, it may be that besmstudents are likely to find financial
information easier to understand, whereas, for @&ngualitative information, which
may need extensive subjective assessment, mayher difficult to assess by novices.
Therefore, the findings might suggest that in irggnnew credit professionals, the
ability and confidence to use and assess quaktatiformation together with financial
information should be strengthen.

Since beforehand it was assumed that financialnmddion would be highly impor-
tant for the credit decision, the use of finanardbrmation was analysed further by
dividing the financial information items on the exéve summary into groups of
balance sheet information, income statement infdomaand financial ratio infor-
mation. The executive summary contained altogetBepieces of balance sheet infor-
mation, 5 pieces of income statement informatiowl, & pieces of financial ratio infor-
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mation. (see appendix 5) Table 9 shows the aveuageof information within these
financial information categories.

Table 9 The respondents’ average usage of difféypes of financial infor-
mation

Level of Balance sheet | Income statement | Financial ratio

experience information information information

Novice 3.31 1.75 3.00

Intermediate 3.85 1.85 3.08

experienced

professional

Expert 6.20 2.05 3.20

Total 4.63 1.90 3.10

As can be seen from table 9, experts identifiecdharage more of all types of finan-
cial information compared to novices and less egpeed professionals. However, the
ANOVA model shows that there is no statisticallgrsficant difference in the use of
balance sheet information, income statement infaomaor financial ratio information
between the levels of experience. (see appendix 10

In order to find out what kind of financial infortman is considered the most impor-
tant by the respondents, the number of informatiems identified within balance
sheet, income statement, and financial ratio infdiom was proportioned to the total
amount of financial information identified by a peular respondent. When doing this,
it can be seen that most of the financial infororatised was balance sheet information,
whereas income statement information was the leegtiently used type of financial
information. The differences in the use of diffarggpes of financial information were
not statistically significant between the levelsegperience. (see appendix 10)

The most frequently identified pieces of financiaformation among the credit
professionals were debt to EBITDA ratio and thesodidated turnover. Altogether 22
(75.9%) credit professionals marked debt to EBIT2#o as critical information, and
21 (72.4%) professionals considered the consolidaienover as critical information.
Among the business students, equity ratio was tbst finequently identified piece of
financial information, and altogether 8 (50.0%)d&tnts marked equity ratio as critical.
In addition, the consolidated turnover, active stweents in R&D, equity to total assets,
EBITDA interest coverage, and ROCE were as welleafrequently marked as critical
information by the business students, and eacheset pieces of financial information
were identified by altogether 7 (43.8%) students.

One of the presumptions was that both historicaricial information and financial
forecasts would be important in regard to the dmcisHowever, the executive
summary of a credit proposal contained mainly hiséd information about the
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borrowing company and its operations, and espgcialancial information on the
executive summary was historical in nature. Thhe,respondents’ use of information
was, in a way, limited to historical informationotever, the reservations reported by
the respondents show that in regard to the finhimf@rmation, the credit professionals
were frequently asking more financial forecast infation than historical financial
information. The business students, in turn, seetoereport more reservations con-
cerning historical financial information. (see ap@ 11) Therefore, it seems that the
credit professionals were rather satisfied with thstorical financial information
available, but more financial forecasts would hdeen appreciated by the credit
professionals. The business students, in turn, $eepnefer more historical financial
information than forecasts, which might imply thmtsiness students may find it more
convenient to rationalize their decisions with digtal information.

4.3.2.3 Information concerning the credit requested

The executive summary contained altogether 12 pie¢anformation concerning the

credit requested (see appendix 5). On averagaetdmondents identified 4.2 pieces of
information concerning the credit requested, whaamounts to 35.3% of all available

information concerning the lending decision. Expedentified on average 5.8 (48.3%)
pieces of this kind of information, intermediatgpexenced professionals identified on
average 4.5 (37.8%) pieces, and novices identtiecaverage 2.1 (17.2%) pieces of
information concerning the credit requested. The of information concerning the

credit requested is represented also in figure 12.
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Figure 12 The use of information concerning thelitneequested
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As can be seen from figure 12, the novices seemeas¢ less information con-
cerning the credit requested than the credit pstdeals. The ANOVA model (see
appendix 12) shows that the difference in regarthéonumber of identified information
items concerning the credit requested differs \@gnificantly (p < 0.001) between
different levels of experience. Tukey’'s post-host tehows that the novices differed
significantly from experts (p < 0.001) and internage experienced professionals (p =
0.016) in regard to the number of identified infatran items concerning the lending
decision. The difference between experts and irddiate experienced professionals in
regard to the number of identified information iroNcerning the credit requested
was not significant. In figure 13 is representeel tespondents’ relative use of infor-
mation concerning the credit requested.
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Figure 13 The respondents’ relative use of inforomatoncerning the credit
requested

As can be seen from figure 13, most of the respasdmake their decision based on
information which contained less than 40% of infatimn concerning the credit
requested. There were altogether three novicesdichnot use this kind of information
at all, but, however, there was one novice as walb made the decision based on
solely information concerning the credit requestédwever, there was no statistically
significant difference in the relative use of infaation concerning the credit requested
between different levels of experience. (see apgelit)

In regard to the use of information concerning ¢hedit requested, there seems to be
no significant difference between those who arelved in the writing of the credit
applications and those who are involved in the aygrof the applications. The group
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of writers identified on average 5.3 pieces of infation concerning the lending
decision, and the group of readers identified oeraye 5.8 pieces of information con-
cerning the lending decision. There was no stesilyi significant difference between
these groups in the use of this kind of informati®ee appendix 7)

The pieces of information concerning the credituesjed seemed to be especially
important for credit professionals, and among thedit professionals, the most
frequently identified piece of information was tihéormation concerning the guarantee
of the requested loan. Altogether 30 credit prodesds (90.9%) marked the parent
company’s guarantee as critical information. Iniaold, other pieces of information
concerning the credit requested were also ratheguéntly identified by the credit
professionals, and, for example, the informatioouttbhe covenant level was marked as
critical information by altogether 22 professiondlg5.9%). Among the business
students, in turn, the pieces of information contey the credit requested were not as
frequently identified, and the most frequently itiged piece of information concerning
the credit requested was the reasons for why dedigenvest in “country B”, which
was marked as critical information by 7 studen& §%).

When examining the answers concerning the thre¢ imp®rtant information items,
the information concerning the credit requested s most frequently mentioned
information category by the credit professionalasiBess students, in turn, seemed to
pay less attention to this kind of information. d&e of information concerning the
credit requested were mentioned altogether 38 tinyesredit professionals, and only
14 times by business students. Especially the nmition concerning the guarantee of
the credit requested seems to be important foctéeit professionals in this particular
case, and altogether 11 credit professionals medidthe parent company guarantee as
one of the most important information items. (sppemdix 9)

4.3.2.4 Cluster analysis based on the information identified

A cluster analysis (see appendix 13) shows thaetisea tendency that respondents
from different levels of experience will behavehet differently, whereas respondents
within the same level of experience tend to behateer similarly. There were, how-

ever, some novices who were grouped together wiiergenced professionals. Since
there were some differences between the classificaif the respondents made by
cluster analysis and the classification made basethe respondent’s level of experi-
ence, it would imply that a decision-maker who kgkactical experience in regard to
the credit granting may still behave like an expé&tierefore, as was noted also in the
introductory chapter of the thesis, expertise i$ necessarily equal to experience
(measured in years).
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The cluster analysis clearly shows that novicesgapeiped as one cluster, whereas
also experts form their own cluster (or clusterspehding on how many clusters are
distinguished). In addition, it is possible to giguish also a cluster, where the majority
of the cluster members are intermediate experiepecetkssionals, but, however, that
particular cluster includes also several experts @ovices. Thus, the cluster analysis
would seem to support the findings reported eardiad the differences seem to be most
obvious between experts and novices.

Interestingly, there were two novices (cases 454#dsee appendix 13) who were
grouped into the same cluster with experts. Byyamnag further the responses of these
novices, it may be seen that both of these novice=d all types of information
available, and furthermore, both of these novidesitified more qualitative information
items than novices on average. Thus, it seemsthieatmore diversified use of infor-
mation, i.e. the use of several different typesindbrmation items, and the greater
amount of qualitative information will be distine#i factors between novices and
professionals. Those novices who are able to atsggsamounts of qualitative infor-
mation in a meaningful manner, and who are abléake into consideration several
pieces of information from different informationtegories, seem to be close to experts
in regard to the credit decision-making behaviour.

4.3.3 Reservations concerning the credit decision

The respondents were asked to mark whether theaedgor disagreed with the pro-
posal, and in case the respondent supported thm$ab the respondent was asked to
mark whether his or her support was unqualifiedif e or she supported the request
with some reservations, or with significant reséiorss. Among the credit professionals
there was a rather clear consensus in regard tdetision made, and all credit profes-
sionals would have supported the credit requestammd. Novices, in turn, were also
rather unanimous, but there were, however, 3 newadeo would not have supported
the credit requested. Although all credit profesalse would have supported the credit
requested, they were not equally confident aboetdécision made, which was con-
cluded from the reservations reported. In casedhpondent’s support was unqualified,
the respondent may be considered to be ratherdsmifabout the decision, whereas in
case the respondent supported with some resergabiowith significant reservations,
the respondent may be considered to be rather tideoh about the decision made.
Figure 14 represents the respondents’ confidencegiard to the decision.
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Figure 14 Confidence in regard to the decision made

As can be seen from figure 14, only one experht@mediate experienced profes-
sionals, and one business student reported thatettision they made was unqualified.
Fifteen experts supported the credit request vathesreservations, and 4 experts would
have supported the credit request with signifio@servations. Nine intermediate ex-
perienced professionals supported the request sdgthe reservations, and 2 inter-
mediate experienced professionals supported theesequith significant reservations.
Among the noviced, in turn, 9 students supported the request withesceservations,
and 3 students supported with significant reseswati On the whole, more than 90% of
the respondents would have supported the crediestdn hand, but on the other hand,
more than 70% of the respondents had some resmrgatoncerning the credit
requested, and almost 20% of the respondents gadicant reservations.

Many respondents reported reservations concernimge skind of missing infor-
mation. The respondents reported that especiadlyinformation concerning the in-
vestment in question and financial information wier@equate. Seasonality and cycli-
cality as risk factors of the business in questi@ne especially the subjects of concern,
and several respondents, especially credit prafeats, would have liked to see some
more detailed information about seasonality, sitschacentages of summer and winter
equipment sales, and how the borrower is prepanedbdd weather conditions. In
addition, some of the respondents would have likedee more information on the
borrowing company’s management, and, for exampie,hanagement’s competence
was one subject of concern. Therefore, the bomgwiompany’s background infor-
mation seems to be important in credit decisiofthioagh this assumption was not

% Three business students had not marked whethgh#itesome reservations or not, and these responses
are excluded from this figure
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completely supported with the markings made conegrinformation considered as
critical. (see appendix 11)

According to the reservations reported, the busiséisdents seemed to be concerned
mainly about the borrowing company’s business &editvestment plan, whereas the
credit professionals reported also reservationschvigoncerned, for example, the
relationship with the borrower and the bank’s cofitppe position. Thus, it seems that
credit professionals are able to assess the dredisiquestion from a wider perspective
than novices. It should be noted, however, thaeal life situation, credit professionals
are also assumed to take into consideration seaspscts related to the decision in
question. In addition, since the credit professieaae used to handling credit requests,
it would be very likely that the credit professitsyavere more able to consider the credit
application as if it would have been a real craéjuest from one of the bank’s
customers.

4.3.4  Other observationsin regard to the decision-making behaviour

The average time that it took from the respondémtmake their decision was 20.30
minutes. Within experts the average time was 19tutes, within intermediate ex-
perienced professionals the average time was 2@id@tes, and within novices 21.50
minutes. As a whole, the time reported varied betwkve and 60 minutes. Figure 15
represents the distribution of time between thpordents.
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Figure 15 Time used to make the credit decision
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As can be seen from figure 15, most of the expestd less than 25 minutes in
decision-making, whereas the majority of the intnirate experienced professionals
and the novices used 15-30 minutes to make thé dieeision. The ANOVA model
shows that there is no statistically significarffedence between the levels of experi-
ence in regard to the time used to make the decitee appendix 14)

It seems that the credit professional’'s degreedatation does not affect the amount
of information used. However, the graduating yeat toe total number of information
identified seemed to be significantly related, #melyear of graduation seemed to affect
especially the number of qualitative and balanagesimformation used. It should be
noted, however, that the graduating year is clossgted to the level of experience, and
thus, the actual factor which affects the use @drmation in this case is probably the
level of experience not the graduating year. (pperdix 15)

The majority of the credit professionals reporthdttthey had one degree from a
University (or a similar institution). There weréogether 6 credit professionals who
reported that they had two degrees. The numbeegfes was not related to the level
of experience. There were no significant differenbetween credit professionals who
had one degree and professionals who had two degreegard to the number of infor-
mation items used. Thus, it seems that, in casedélegsion-maker has completed a
University degree, the decision-making behaviouhiwicredit decisions does not differ
with the credit professional’s educational backahu

4.4 Conclusions

441 Theamount of information used

Previous studies related to decision-making amoqgrés and novices have shown to
some extent rather inconsistent results about tdelity of the Information-Use-
Hypothesis. In this thesis, therefore, one objeat w0 examine whether or not this
hypothesis is valid in the context of credit gragtiAn assumption was that experts and
intermediate experienced professionals would usee moformation compared to
novices, and among professionals the amount ofrmdton used would reflect the
decision-maker’s degree of expertise. This assumpiias consistent with both the
results of the study made by Andersson (2004) hedriformation-Use-Hypothesis, but
contrary, for example, to findings of Shanteau @9%hose study, however, did not
concern credit decisions.
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The results of this thesis showed that the diffeeebetween novices and inter-
mediate experienced professionals in regard tadte number of information items
identified was not significant, which is consistemith the results from Andersson’s
(2004) study. Experts, in turn, differed signifidgnfrom the novices, which also
supports the findings of Andersson’s (2004) studiywever, according to the results of
this thesis, the difference between the expertstlamdntermediate experienced profes-
sionals was not significant, which is divergentthe results from Andersson’s (2004)
study. Therefore, the validity of the InformatiorséJHypothesis in the context of credit
granting remains uncertain since the results of thesis implied that the decision-
maker’s degree of expertise cannot completely @xplee number of information used
by experienced credit professionals, but, howetts, hypothesis seems to be valid
when comparing novices and experts, as well as wbemparing credit professionals
altogether and novices.

When compared to novices, experienced credit psmfieals tend to acquire more
information within all other information categoriexcept the financial information
category. Especially within qualitative informatierperts used more information com-
pared to novices and less experienced professioQalalitative information may in
some cases be of the essence since it is not alpgyspriate to compare, for example,
the potential borrower’s financial ratios only teetnormative values. Instead, financial
ratios, as well as other information, should beegssd together with other information
available, and thus the impression of the poteattower’s creditworthiness may be
different when comparing solely financial infornati

442  Type of information used

In regard to the ability to assess qualitative rinfation, which often needs plenty of
subjective assessment, more experienced decisi@armaeem to perform better than
decision-makers with little experience. In additidreeems that financial information is
frequently used type of information in credit demis regardless of the decision-
maker’s level of experience, but along with praatexperience the relative importance
of financial information is reduced and more weighgiven to qualitative information.
Therefore, although one of the presumptions was fihancial information will be
highly important, it seems that also qualitativéormation is considered to be highly
relevant, especially together with financial infation.

The results of this thesis showed also that innega the financial information,
credit professionals seemed to consider both histioinformation and forecasts im-
portant, whereas novices seemed to pay more frégushention to historical infor-
mation. Thus, the results of this thesis suppothedfindings of Stanga and Benjamin
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(1978), who reported that historical financial inmf@ation was considered more impor-
tant than forecasts, but the importance of findrioi@casts was also rather significant.

In regard to the use of information concerning ¢hedit requested, novices differed
significantly from credit professionals. Betweerpents and intermediate experienced
professionals the difference in regard to the useformation concerning the credit
requested was not significant. The reason why legsirstudents did not pay as much
attention to information concerning the credit resfgd compared to experienced
professionals, may be, for example, that studesssraed that the original terms of the
credit are set in an appropriate manner, whichum,tmade them rely more on other
types of information, such as financial informati¢iurthermore, it is not obvious how
aware the novices are of the typical process dficgganting, and therefore, it may be
that students assumed that, for example, the atiggmms cannot be changed, and that
the terms are assumed to be optimal in that péatiaase. Therefore, it may be that
novices do not impugn the decisions made earlrethis case, decisions made con-
cerning the terms of the credit. Credit professipnia turn, seemed to be prepared to
also modify the terms of credit when needed, andyn@edit professionals reported
reservations concerning, for example, the coveleae.

In Andersson’s (2004) study, the information waad#d into groups of qualitative,
balance sheet, income statement, and financial ratormation. Andersson’s (2004)
results showed that the differences in the use u#litgtive information were not
significant. Within this thesis, it seems that m@®& and intermediate experienced
professionals tend to use qualitative informatiatner similarly, whereas experts seem
to be clearly different from both of these groupsreégard to the use of qualitative
information. Therefore, the finding that expertsrevelifferent from novices and less
experienced professionals in regard to the useialitgtive information is divergent to
the results of Andersson’s (2004) study.

The results of this thesis showed that there wersignificant differences between
the levels of experience in regard to the userdritial information, either as a whole
or when divided into groups of balance sheet, ire@tatement, and financial ratio
information. Andersson’s (2004) study, in turn, wled that novices differed from
senior loan officers in regard to the use of apey of financial information, and
between the novices and junior loan officers tH&edince was significant in regard to
the use of balance sheet information. In additamgording to the study of Andersson
(2004), the use of financial ratio information w@ifferent between junior and senior
loan officers. Thus, the results of this thesis #aresults of Andersson’s (2004) study
seem to be different also in regard to the uséahtial information.

The reason for the inconsistent results of thisithand Andersson’s (2004) study in
regard to the use of information by novices anceermced professionals may be due to
a variety of reasons. The main reason is probaidy the research environment was
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different within these studies, and in Anderssq@804) study the participants were
able to ask for additional information. In additiodndersson’s (2004) study was made
about credit decisions on small firms, whereas thésis dealt with lending to large
corporations, and it is very likely that credit fassionals behave differently when the
credit decision concerns large corporation. Sinaeyrof the credit professionals within
this thesis reported reservations which conceroedeskind of missing information, it
may imply that in case the respondents within thesis were given a possibility to
acquire additional information, the results woultl/é been consistent with the results
of Andersson’s (2004) study.

All credit professionals utilized each type of infeation, whereas among the novices
there were three respondents who did not use gtiaditinformation, two novices did
not use financial information, and three novices @bt use information concerning the
credit requested. However, there was also one eawlto made the decision based on
solely financial information, and one novice matle tecision based on solely infor-
mation concerning the credit requested. Thus, tildv@deem that credit professionals
make their decisions based on more diversifiedrmé&tion than novices, i.e. profes-
sionals seem to use information which consisteeésal different types of information.

The cluster analysis showed that the respondemts dlifferent levels of experience
tend to behave rather differently, whereas respatisdeithin the same level of experi-
ence tend to behave rather similarly. There weosyelver, some novices who used
information similarly with experienced professional herefore, as was noted in the
introductory chapter, experience (in years) dodsnecessarily equal to expertise, and
the results of this thesis also support this notibime distinctive factors between the
majority of the novices and those novices who vegoeiped into the same cluster with
experts seem to be that the differently groupedcesvused all types of information,
and they also identified more qualitative inforratiitems than novices on average.
This, in turn, indicates that the ability to assfsancial indicators together with quali-
tative information is important for the credit daon. Therefore, to improve the training
of novices, as well as junior credit professiondlsnight be appropriate to strengthen
the ability to assess financial information togethéh qualitative information.

4.4.3 Other concluding remarks

Credit professionals seemed to be rather unaninmregard to the decision made, and
all the professionals would have supported the icnejuested, but most of them
supported it with some reservations. Among the cesji there were altogether three
respondents who disagreed with the proposal. Rasens reported by the respondents
were mainly concerned with either the investmeanpr financial information. Many
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of the respondents would have liked to see morernmtion on seasonality and its
effects, and also financial forecasts would hawentappreciated.

The time it took to make the decision, did notdlifignificantly between the levels
of experience. This finding was divergent to thedings of Andersson’s (2004) study
since according to Andersson, novices differed frmofessionals, and senior officers
differed from junior officers in regard to the tirtteat it took to make the decision. The
inconsistent results of this thesis and Anderss{0€4) study are probably due to the
fact that the research environment was differenthiwi these studies, and in
Andersson’s study the research was made by usimgnputer software. In addition,
the results of this thesis and the results of Asslan’'s (2004) study differed also in
regard to the final decision made. The results oflé&ksson’s study showed that all
professionals were not unanimous in regard to gwestbn made, and that there were no
significant differences between the levels of eig®e in the level of confidence in
regard to the decision made. Within this thesis,tumn, all credit professionals
supported the credit request in question, whichhinigdicate that professionals would
be more unanimous than novices in regard to thisides made.

As a whole, it would seem that the executive sumgnoantained information which
was frequently considered to be relevant for theglitrdecision in question. However,
all information items identified by the respondewntsre not equally important, which
could be seen by examining the list of answers eomieg the three most important
information items. In addition, more information calb the borrowing company’s
management, financial forecasts, and detailed nmdébion on investment plan would
have been appreciated. Forecast information seémbd especially important for the
credit professionals, who reported frequently resgons concerning missing forecast
information.

According to the results of this thesis, it seeha intermediate experienced profes-
sionals process information rather similarly thawvioes, which is probably due to the
fact that less experienced professionals assesnt@dtborrower’s creditworthiness
much on the basis of theoretical knowledge siney tack practical work experience
from the field of credit granting. This, in turrygports the idea that in training of new
credit professionals the emphasis should be in atipg the understanding of the
importance of qualitative information. However, tlability to assess qualitative
information is closely related to practical expeoe, and therefore, it is hardly possible
for inexperienced decision-maker to process quaganformation completely similar
with highly experienced professionals. In additiferming an overall picture of the

2l The use of a computer software may affect thesttimaking process significantly since all
participants are not necessarily used to workirtg wdmputers, which in turn reflects the time tibatill
take to make the decision.
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credit applicant and its business is also impoytamdl the credit applications should be
prepared in a way that the general view of theiegipbdn could be easily perceived.

The results of this thesis were discussed with mgpeed credit professionals from
the bank where the study was conducted. From this b this discussion, it could be
said that the results and conclusions made coulérmmrsed also by these credit
professionals.
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5 SUMMARY

The purpose of this thesis was to examine the id@ermaking behaviour in corporate
lending decisions. The decision-making behavioucanporate lending decisions has
not been a common subject in previous researchjrersd of the previous research re-
lated to lending operations has been concerned Witrexample, lending to small and
medium sized companies, or trade credits. Therefdrere is little information on
decision-making behaviour in lending to large cogbions.

In this thesis one of the main emphases was ondimparison of novices’ (business
students) and experienced credit professionalssm#ecmaking behaviour. The aim of
this thesis was to find out if there are significahifferences in decision-making
behaviour within novices and experienced profesdgnEspecially the use of
information was under examination. In addition, & of this thesis was to shed light
on what kind of information is considered most impat by credit professionals. The
results may be used, for example, to improve tamitrg of new credit professionals,
and thus the whole credit decision-making procesyg be improved.

The theoretical framework, together with the reswif the previous studies when
appropriate, was used to make some presumptionsegung the research questions.
The theoretical framework in this thesis was regmésd in chapters two and three, and
the aim was to give the reader an overall pictdréhe corporate lending process in
banks’ operations. In addition to the lending psscand the indicators of corporate
credit quality, also typical characteristics andhtggies of the decision-makers’ were
included in the theoretical framework.

The issues discussed in the second chapter ohéséstconcerned mainly the theo-
retical background of lending operations, and tiesolike moral hazard and adverse
selection were presented. Moral hazard and adsaisetion are problems, which are
closely related to lending operations, and whiclstedue to the information asym-
metries. Information asymmetry, in turn, exist® da the fact that the information has
not been distributed uniformly between the bank #edborrower. Adverse selection
refers to a situation where, for example, creditttwp borrowers are adversely selected
due to the high loan costs charged by banks, whems@al hazard means that the
borrower will behave purposely in a way which migtluce the bank’s possibilities for
repayment. It should be noted, that it is rarelggdole to clearly distinguish the way in
which a particular decision-maker takes into act@uoblems such as moral hazard and
adverse selection. Instead, the credit decisionensaklecisions concerning the actual
credit request, i.e. decisions concerning, for gdanthe terms of the loan or a rejection
of the credit request, are rather implicitly rethte the problems such moral hazard and
adverse selection. Together with the above-mentidheoretical problems related to
lending operations, there are also psychologicablems related to lending operations,



88

and it might be reasonable to assume that oftewl¢b&sion-makers themselves do not
become aware of these psychological problems.

The third chapter was concerned with different kiodlindicators of corporate credit
quality, and issues like company analysis, findrsti@aement analysis and basic issues
concerning financial ratios were discussed. In @adi assessment of credit risk and
credit ratings were also subjects of concern irthivel chapter of the thesis.

The main idea of a company analysis is to form eerall picture of the potential
borrower and its conditions. A financial statemamalysis and a ratio analysis are parts
of the company analysis, and when assessing thieviiog company’s financial state-
ments, it should be noted that no ratios can berpnéted alone, but instead the inter-
pretation will need to take into account other ficial ratios, as well as other relevant
factors concerning the company in question.

In assessing the borrowing company’s financials, ttost important concern would
be the company’s profitability, leverage, and lajty, and these are also factors which
seem to be distinctive factors between a financiadlalthy and a financially unhealthy
company. However, even though, for example, leveiagyenerally considered to be a
distinctive factor between a healthy and an unhgalbmpany, there seemed to be no
clear variations between some of the credit ratgiggories and financial ratios. There-
fore, in order to make proper conclusions aboubtreowing company'’s credit quality,
a decision-maker has to take into considerationyn#ferent kinds of aspects.

The research was conducted by using a descriptive as a research method, and
the survey was carried out by using a questionnairehis thesis, the aim was to
examine the participants in a highly naturalistitiagion, and with the questionnaire
and a hypothetical executive summary of a credippsal, which was sent to the
participants together with the questionnaire, trezlit decision-making situation under
examination was close to a naturalistic situatiorthie credit professionals’ everyday
job. Since the hypothetical executive summary ofealit proposal was written by and
tested with experienced credit professionals, wasy reasonable to assume that the
credit request in question represented a verysteatiredit approval situation.

The survey was conducted among two samples. The dample was conducted
among corporate credit professionals at one Ndrditk with important operations in
Finland, and the second sample was conducted arbolsgess students at the
Lappeenranta University of Technology. Within thewp of the credit professionals,
the questionnaires were sent to 88 professionats avh involved in credit decisions
within large and medium sized companies, eitheroaributors to the writing of credit
applications, or involved in the approval of theplgations. Within the group of the
business students, the questionnaires were seB®b tstudents who participated in a
particular specialisation course of finance andoomate funding at the Lappeenranta
University of Technology. Usable responses wereived from 33 professionals and
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16 business students. The respondents were daakdifst into two main groups,
namely novices and professionals, and the profeslsiowere classified further
according to their experience and level of expertisto groups of experts and
intermediate experienced professionals. The tersesl un the thesis wereovices
intermediateexperiencegbrofessionalsandexperts.

The information on the credit summary was dividetb iseparate pieces of infor-
mation, and the total number of information itenmstioe credit summary was 73. These
pieces of information were divided further into gps ofqualitativeinformation,finan-
cial information andinformation concerning the credit request&duthermore, finan-
cial information was further divided into categarief balance sheet informatiom-
come statement informatipandfinancial ratio information By analysing the use of
the information items within these information cgages the goal was to find out what
type of information was considered most importantcledit professionals, and if the
business students preferred different types ofrinédion than the professionals. The
data was analysed mainly by using a one way ANOX®@a{ysis of Variance) model.

There seems to be a rather clear difference bettheelevels of experience in regard
to the decision-making behaviour. Experts seems®more information than novices,
whereas novices’ use of information is rather leditHowever, among financial infor-
mation there seems to be no significant differebegveen the levels of experience,
which is probably due to the fact that financidbmnation is generally the most closely
related to the potential borrower’'s creditworthsvend the ability to meet its obli-
gations. In addition, especially the use of qualiinformation seemed to be different
between the experts and less experienced profedsiand novices. This, in turn, indi-
cates that novices tend to be more satisfied wighrnpression they get when analyzing
solely financial information, and that also lesp@&xenced professionals tend to assess
credit applications much from the basis of thecatknowledge, which however, is
only natural due to the lack of practical expereends a whole, all the respondents
seemed to consider financial information as relgviant a long with practical experi-
ence, the relative importance of financial inforimatis decreased and the importance
of qualitative information is increased.

The cluster analysis supported the impression tiatrespondents from different
levels of experience will use information differgmntand also that the difference is
greater between novices and experts compared tdiffleeence between experts and
less experienced professionals. There were, howswete novices who were grouped
together with experienced professionals. The distia factors between the majority of
the novices and those novices who were groupedtiosame cluster with profes-
sionals seem to be that the differently groupediaesvused all types of information,
and they also identified more qualitative informatiitems than novices on average.
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This, in turn, indicates that the ability to assfsancial indicators together with quali-
tative information is important in credit decisiomaking.

Since there was little information on decision-nmakibehaviour in corporate
lending, it would be feasible to conduct follow-tgsearch concerning this subject. It
might be interesting to examine, for example, isréghsome differences in credit
decision-making behaviour between different coestriln addition, one possible
approach to follow-up research might be to colidata from several different banks,
and to examine possible differences in differentkisa credit culture. Furthermore,
since the majority of the respondents from the harthis thesis were involved in the
writing of the credit applications, it might be enésting to examine solely the opinions
of those who are involved in the approval of theddr request. Thus, it would be
possible to compare the opinions of those who wihee applications and those who
read these applications. This, in turn, might gh@ght into what is actually expected
from a good credit application.
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APPENDIX 1

QUESTIONNAIRE

YOUR BACKGROUND

1) Gender

[ JFemale

2) Age

[ ] Male

years

3) Education

[] Bachelor of Business Administration (BBA)

97

[] Bachelor of Science in Economics and Business Attnation (B. Sc.)

[] Master of Science in Economics and Business Adimation (M.Sc.)

[ ] Other, which

4) Year of completing your formal education (degnentioned above, e.g. 1988)

5) Your current job description and title:

6) Work experience

e in current position years

e as awhole

¢ in following functions

Credit research (internal)

years (since ctungpfermal education,
including only work experience related to finandatvices)

arsye

Credit management

years

Relationship management (banking)

Capital markets

years

years

Credit research (sell side)

arsye

Other (please specify)

years
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THE CREDIT PROPOSAL

7) On which pieces of information in the enclosgdaeitive summary was your
decision mainly based?

(Please mark on the credit proposal with a markerqr by underlining)

8) Did you support the proposal or disagree with it

[ ] support (recommend) [ ] disagree (not approved)
9) If you support the proposal, is your support

[ ] Unqualified,

[ ] With some reservations,
[] With significant reservations?

If you supported reservations, please list theign (@issing information, facts that you
are uncomfortable with)

10) If you disagreed with the proposal, what wasr@y in your view the deal
breaker(s)?

11) What were the three most important piecesfofimation for your decision?

1.

2.

12) Finally, please mark the time that it took youmake the decision about the credit.

minutes
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APPENDIX 2 GENERALLY USED RATIOS AND THEIR FORMULAS
Ratio Formula Category
Current ratio Current assets Liquidity

Current liabilities
Equity ratio / Shareholders’ equity Leverage /
Solvency ratio *100 | Capital
Balance sheet total — advance payments | structure
Net gearing Interest bearing debt — cash and/algumts Leverage /
Capital
Shareholders’ equity structure
Return on Net income Profitability
equity (ROE) Shareholder’s equity
Return on Earnings before interest and taxes (EBIT) Profitability
capital
employed Total assets — Current liabilities (= capital
(ROCE) employed)
Quick ratio Current assets — Inventories Liquidity
Current liabilities
Profit margin | (Net income / Net sales revenue) ® 10 Profitability
Net working | (Net working capital / Turnover) * 100 Liquidity
capital per
turnover
Relative a8 Debt — advance payments) Leverage /
indebtedness *100 | Capital
Debt to sales Turnover structure
ratio ~ -
Turnover time | (— Accounts payables + M Liquidity /
of accounts Internal accounts payables Efficiency
payable *365
~ Turnover —
Turnover time Accounts receivables + Liquidity /
of account Internal accounts receivables Efficiency
receivable *365
Turnover
Debt-to-equity Total liabilities Leverage /
ratio Shareholders’ equity Capital
structure
Interest EBIT Liquidity
coverage Interest expense

(Kallunki & Kytonen 2002, Niskanen & Niskanen 2003pmmittee for corporate
analysis 2005)
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APPENDIX3 FINANCIAL METRICSON TABLE 5

Interest Coverage:

— (EBIT - Interest Capitalized + (1/3)*Rental Expense) / (Interest Expense + (1/3)*Rental
Expense +

Preferred Dividends/0.65)

Asset Coverage:
— (Total Assets - Goodwill - Intangibles) / Total Debt

Leverage:

— (Total Debt + 8*Rental Expense) / (Total Debt + 8*Rental Expense + Deferred Taxes +
Minority

Interest + Total Equity)

Cash Flow/Debt:
— (Net After-Tax Income Before X-Items + Depreciations - Dividends) / (Total Debt + 8*Rental

Expense)

Return on Assets:
— Net After-Tax Income Before X-ltems / 2 Year Average Assets

Profit:
— Net After-Tax Income Before X-ltems / Net Sales

Liquidity:
— Cash & Market Securities / Total Assets

Revenue Stability:
— 5 Year Average Net Sales / 5 Year Standard Deviation Net Sales

(Moody’s Investors Service)
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APPENDIX 4 RESPONDENTS' BACKGROUND INFORMATION
Gender
expertise Total
Expert Intermediate | Novice
experienced
gender male Count 18 10 10 38
% within gender 47,4% 26,3% 26,3% 100,0%
% within expertise 90,0% 76,9% 62,5% 77,6%
female  Count 2 3 6 11
% within gender 18,2% 27,3% 54,5% 100,0%
% within expertise 10,0% 23,1% 37,5% 20,4%
Total Count 20 13 16 49
% within gender 40,8% 26,5% 32, 7% 100,0%
% within expertise 100,0% 100,0% 100,0% 100,0%
Age
expertise Total
Expert Intermediate Novice
experienced
Age 20-24 Count 0 0 9 9
% within Age ,0% ,0% | 100,0% 100,0%
% within expertise ,0% ,0% 56,3% 18,4%
25-29 Count 0 7 4 11
% within Age ,0% 63,6% 36,4% 100,0%
% within expertise ,0% 53,8% 25,0% 22,4%
30-34 Count 4 3 3 10
% within Age 40,0% 30,0% 30,0% 100,0%
% within expertise 20,0% 23,1% | 18,8% 20,4%
35-39 Count 2 2 0 4
% within Age 50,0% 50,0% ,0% 100,0%
% within expertise 10,0% 15,4% ,0% 7,4%
40-44 Count 2 0 0 2
% within Age 100,0% ,0% ,0% 100,0%
% within expertise 10,0% ,0% ,0% 3,7%
45-49 Count 5 0 0 5
% within Age 100,0% ,0% ,0% 100,0%
% within expertise 25,0% ,0% ,0% 9,3%
50-54 Count 3 0 0 3
% within Age 100,0% ,0% ,0% 100,0%
% within expertise 15,0% ,0% ,0% 5,6%
55-59 Count 3 0 0 3
% within Age 100,0% ,0% ,0% 100,0%
% within expertise 15,0% ,0% ,0% 5,6%
60- Count 1 1 0 2
% within Age 50,0% 50,0% ,0% 100,0%
% within expertise 5,0% 7,7% ,0% 3,7%
Total Count 20 13 16 49
% within Age 40,8% 26,5% | 32,7% 100,0%
% within expertise 100,0% 100,0% | 100,0% 100,0%




Education
expertise Total
Expert Intermed
Education BBA Count 0 1 1
% within Education ,0% 100,0% 100,0%
% within expertise ,0% 7,7% 3,0%
B.Sc Count 3 0 3
% within Education 100,0% ,0% 100,0%
% within expertise 15,0% ,0% 9,1%
M.Sc Count 13 11 24
% within Education 54,2% 45,8% 100,0%
% within expertise 65,0% 84,6% 72, 7%
other Count 4 1 5
% within Education 80,0% 20,0% 100,0%
% within expertise 20,0% 7,7% 15,2%
Total Count 20 13 33
% within Education 60,6% 39,4% 100,0%
% within expertise 100,0% 100,0% 100,0%
Graduation Year
expertise
Expert Intermed Total
Graduation 1970-1974 Count 2 1 3
AN .
Year éne\;vrlthln Graduation 66,7% 33,3% 100,0%
% within expertise 10,0% 7,7% 9,1%
1975 -1979 Count 4 0 4
AN .
éne\;vrlthln Graduation 100,0% 0% 100,0%
% within expertise 20,0% ,0% 12,1%
1980 -1984 Count 3 0 3
AN .
é)e\;v:thm Graduation 100,0% 0% 100,0%
% within expertise 15,0% ,0% 9,1%
1985-1989 Count 3 0 3
AN .
éne\;vrlthln Graduation 100,0% 0% 100,0%
% within expertise 15,0% ,0% 9,1%
1990 -1994 Count 2 0 2
AN .
éne\;vrlthln Graduation 100,0% 0% 100,0%
% within expertise 10,0% ,0% 6,1%
1995-1999 Count 2 2 4
AN .
éne\;vrlthln Graduation 50,0% 50,0% 100,0%
% within expertise 10,0% 15,4% 12,1%
2000 -2004 Count 4 5 9
o i .
é)e\;v:thm Graduation 44,4% 55,6% 100,0%
% within expertise 20,0% 38,5% 27,3%
2005- Count 0 5 5
AN .
é)e\;v:thm Graduation 0% 100,0% 100,0%
% within expertise ,0% 38,5% 15,2%
Total Count 20 13 33
o i .
é)e\;v:thm Graduation 60.6% 39,4% 100,0%
% within expertise 100,0% 100,0% | 100,0%

102
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experience in current position

expertise
Expert Intermed Total
experience lessthan5 Count 13 11 24
) o i . .
in cy_rrent % within experience in 54,29 45,8% | 100,0%
position current position
(years) % within expertise 65,0% 84,6% 72,7%
5-9 Count 3 2 5
% within experience in
current position 60,0% 40,0% | 100,0%
% within expertise 15,0% 15,4% 15,2%
10-14 Count 2 0 2
% within experience in ) . )
current position 100,0% ,0% | 100,0%
% within expertise 10,0% ,0% 6,1%
15-19 Count 2 0 2
% within experience in
current position 100,0% ,0% | 100,0%
% within expertise 10,0% ,0% 6,1%
Total Count 20 13 33
o . .
% within experience in 60.6% 39,4% | 100,0%
current position
% within expertise 100,0% 100,0% | 100,0%
experience as a whole
expertise
Expert | Intermed Total
experience lessthan5 Count 0 7 7
o .
as a whole V(;nh\gllltehln experience as a 0% 100,0% | 100,0%
(years) % within expertise ,0% 53,8% 21,2%
5-9 Count 5 3 8
AN .
% within experience as a 62.5% 37.5% | 100,0%
whole
% within expertise 25,0% 23,1% 24,2%
10-14 Count 2 2 4
o i .
% within experience as a 50.0% 50,0% | 100,0%
whole
% within expertise 10,0% 15,4% 12,1%
15-19 Count 3 0 3
o i .
% within experience as a 100,0% 0% | 100,0%
whole
% within expertise 15,0% ,0% 9,1%
20-24 Count 5 0 5
AN .
% within experience as a 100,0% 0% | 100,0%
whole
% within expertise 25,0% ,0% 15,2%
25-29 Count 2 0 2
AN .
% within experience as a 100,0% 0% | 100,0%
whole
% within expertise 10,0% ,0% 6,1%
30- Count 3 1 4
o i .
% within experience as a 75.0% 25.0% | 100,0%
whole
% within expertise 15,0% 7,7% 12,1%
Total Count 20 13 33
AN .
% within experience as a 60.6% 39,4% | 100,0%
whole
% within expertise 100,0% 100,0% | 100,0%
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APPENDIX 5 THENUMBER OF INFORMATION ITEMS

Qualitative information

global niche producer

producer of professional equipment

equipment for both summer and winter

customer base

facilities in Finland and in “country A”

shares are quoted on the stock exchange

Number of employees 2 700

52% of the employees in Finland

rating performed according to implicit support mgtinstruction
10 rating proposed to be maintained at BB+
11.calculated credit rating BBB-

12.cyclical business

13.global dispersion of the turnover

14.risk well moderated

15. competitors

16.only Pan-European player

17.increase barriers-of-entry

18. succeeded positioning products as premium brand
19.business is seasonal

20.two sales peak a year

21.risk of carrying unsold inventory

22.dealers hold consignment inventory

23.industry risk medium

24.company risk medium

25.weather conditions and its effects

26.good working capital management

27.good outlook for the current year

28. credit risk medium

29.2007 figures unaudited but according to the comjzamanagement there are no
material changes

©CoNoo~WNE

Financial information

Balance sheet

market capitalisatiof 302 million

market capitalisation decreased frér870 million
committed credit facility€ 15 million

settlement limit€ 30 million

increased leverage

working capital fluctuates considerably
prudent financial structure

decreased debt usage

unusedcreditfacilities from our bankandtwo otherbanks
10 average usage of credit facilities < 20%
11.financial stability

12.relatively high level of net working capital

CoNoOOrWNE
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13.low volume of tangible assets

14.financial risk medium

15.Total assets 538.4 millions in 2006€ 522.5 millions in 2007

16.Net working capital€ 321.5 millions in 2006¢ 300.2 millions in 2007
17.Interest bearing debg: 160.5 millions in 2006 152.6 millions in 2007

18. Equity: € 160.4 millions in 2006€ 175.6 millions in 2007

19. Capital expenditures (capex¥)16.0 millions in 2006€ 15.5 millions in 2007

Income statement

1.

5.

consolidated annual turnoveib78 million

2. invests actively on R&D
3.
4. EBIT (Earnings Before Interest and TaxesR3.4 millions (in 2006)€ 39.1

low cash flow fluctuation

millions (in 2007)
Net income before taxe€:25.4 millions in 2006€ 31.4 millions in 2007

Financial ratio

1.
2.

©ONO O AW

equity to total assets 25-38%

EBITDA (Earnings Before Interests, Tax, Depreciatgnd Amortization)
interest cover 4,5-7,5 times

EBITDA interest cover declined 2006

in 2007 EBITDA interest cover improved to 6,9 times

ROCE (Return On Capital Employed): 10.4% in 20069% in 2007
Debt / EBITDA: 3.4x in 2006; 2.9x in 2007

Operating cash flow / net debt: 20.4% in 2006; 24.2007

Equity ratio: 29.8% in 2006; 33.6% in 2007

Information concerning the credit requested

CoNooOrWNE

currently planning new factory in country B

size of the investmeng 30 million

investment period 20 month

7-year term loan

size of the requested term lo@30 million

borrower under the new term loan is a fully-ownebdssdiary
reasons for why decided to invest in country B
investment is very manageable

succeeded in hiring local experienced management

10 credit will be unconditionally guaranteed by thegrd company
11.covenant
12.pricing of the loan
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APPENDIX 6 LEVEL OF EXPERIENCEAND THE NUMBER OF
INFORMATION ITEMS IDENTIFIED

Descriptive statistics . credit professionals

Mean Std. Deviation N
work experience total 13,88 10,463 33
work experience in current task 4,11 4,231 33
number of information items used 26,12 12,275 33

Correlations . credit professionals — work experience

work experience | work experience | number of
total in current task information items
used
work Pearson Correlation | 1 ,569(**) ,189
experience Sig. (2-tailed) ,001 ,293
total N 33 33 33
work Pearson Correlation | ,569(**) 1 ,226
experience in Sig. (2-tailed) ,001 ,206
current task N 33 33 33
number of Pearson Correlation | ,189 ,226 1
information Sig. (2-tailed) ,293 ,206
items used N 33 33 33

** Correlation is significant at the 0.01 level (2-tailed).

ANOVA: The number of information items used — credi

t professionals’ total work experience

Sum of Squares df Mean Square F Sig.
Between Groups 3444,015 24 143,501 ,833 ,660
Within Groups 1377,500 8 172,188
Total 4821,515 32

ANOVA: The number of information items used — credi

t professionals’ work exper

ience in current

osition
Sum of Squares df Mean Square F Sig.
Between Groups 3692,098 17 217,182 | 2,884 ,022
Within Groups 1129,417 15 75,294
Total 4821,515 32
Descriptives: The number of information items used — the level of experience
N Mean Std. Deviation | Std. Error | Minimum Maximum
novice 16 15,31 11,032 2,758 2 36
intermediate
experienced 13 20,77 8,278 2,296 8 37
professional
expert 20 29,60 13,347 2,985 7 53
Total 49 22,59 12,834 1,833 2 53
Test of Homogeneity of Variances
Number of information items used
Levene
Statistic dfl df2 Sig.
1,614 2 46 ,210
ANOVA: Number of information items used — The level of experience (all respondents)
Sum of Squares df Mean Square | F Sig.
Between Groups 1873,292 2 936,646 7,142 ,002
Within Groups 6032,545 46 131,142
Total 7905,837 48




Multiple Comparisons

Dependent Variable: Number of information items used

107

Tukey HSD
Mean
Difference
(1) level of experience (J) level of experience ((EN)] Std. Error Sig.
novice intermediate experienced 5,457 4.276 416
professional
expert
-14,288(*) 3,841 ,002
intermediate experienced novice 5,457 4,276 416
professional expert -8,831 4,080 088
expert novice 14,288(*) 3,841 ,002
intermediate experienced
professional 8,831 4,080 ,088
* The mean difference is significant at the .05 level.
Independent Samples Test (credit professionals vs. novices)
Levene's t-test for Equality of Means
Test for
Equality of
Variances
F Sig. |t df Sig. Mean Std. Error
(2- Difference | Difference
tailed)
Number of  Equal ,017 | ,896 | -2,984 | 47 ,005 -10,809 3,623
information  variances
itemsused assumed
Equal -3,098 | 32,863 | ,004 -10,809 3,489
variances not
assumed

The number of information items identified by novi
had work experience

ces according to whether or not the respondent

number of information items identified Total
<9 10-14 | 15-19 | 20-24 | 25-29 | 35-39
Working No Count 5 2 1 0 3 1 12
experience % within 41,7% | 16,7% | 8,3% ,0% 25,0% | 8,3% 100,0%
Working
experience
Yes Count 2 0 0 1 1 0 4
% within 50,0% | ,0% ,0% 25,0% | 25,0% | ,0% 100,0%
Working
experience
Total Count 7 2 1 1 4 1 16
% within 43,8% | 12,5% | 6,3% |6,3% | 25,0% | 6,3% | 100,0%
Working
experience
Correlations
Years of Number of information
possible working | items identified
experience
Years of possible working Pearson Correlation | 1 ,073
expenence Sig. (2-tailed) 789
N 16 16
Number of information Pearson Correlation | ,073 1
items marked as critical Sig. (2-tailed) 789
N 16 16




APPENDIX7

READERSOF THE CREDIT APPLICATIONS

Group Statistics

THE USE OF INFORMATION BY WRITERSVS.

108

writer / Std. Std. Error
reader N Mean Deviation Mean
Number of information writer 30 25,33 12,449 2,273
items used reader 3 34,00 7,810 4,509
Number of identified writer 30 9,93 5,271 ,962
qualitative information reader
3 15,00 4,000 2,309
Number of identified writer 30 10,10 7,388 1,349
financial information reader 3 13.33 5508 3180
Number of identified writer 30 5,27 2,545 465
information concerning the  gader
credit requested 3 5,67 3,215 1,856
Independent Samples Test
Levene's
Test for
Equality of
Variances t-test for Equality of Means
Sig.
(2- Mean Std. Error
F Sig. t df tailed) | Difference | Difference
Number of Equal
!nformatlon variances ,628 | ,434 | -1,173 31 ,250 -8,667 7,390
items used assumed
Equal
variances not -1,716 | 3,131 | ,181 -8,667 5,050
assumed
Number of Equal
identified variances 1,111 | ,300 | -1,609 31| ,118 -5,067 3,148
qualitative assumed
information
Equal
variances not 2,025 | 2,749 | 144 -5,067 2,502
assumed
Number of Equal
identified variances 415 | 524 | -,733 31| ,469 -3,233 4,409
financial assumed
information
Equal
variances not -936 | 2,778 | ,423 -3,233 3,454
assumed
Number of Equal
identified variances 213 | ,648 | -,255 31| ,801 -,400 1,571
information assumed
concerning
the credit qual
requested variances not 209 | 2,258 | 852 -,400 1,913
assumed
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APPENDIX8 QUALITATIVE INFORMATION

Descriptives

Number of identified qualitative information

95% Confidence
Interval for Mean
Std. Std. | Lower | Upper
N Mean Deviation Error Bound Bound Min Max
novice 16 5,19 4,199 | 1,050 2,95 7,42 0 13
intermediate
experienced 13 7,38 4053 | 1,124 4,94 9,83 3 14
professional
expert 20| 12,35 5,214 | 1,166 9,91 14,79 3 22
Total 49 8,69 5,523 ,789 7,11 10,28 0 22
Test of Homogeneity of Variances
Number of identified qualitative information
Levene
Statistic dfl df2 Sig.
,361 2 46 ,699
ANOVA
Number of identified qualitative information
Sum of Squares df Mean Square F Sig.
Between Groups 486,344 2 243,172 11,437 ,000
Within Groups 978,064 46 21,262
Total 1464,408 48

Multiple Comparisons

Dependent Variable: Number of identified qualitative information

Tukey HSD
95% Confidence
Interval
(1) level of Mean Difference | Std. Upper Lower
experience (J) level of experience ((EN)] Error | Sig. | Bound Bound
novice |ntermeFj|ate experienced 2197 | 1722 | 416 6,37 1,97
professional
expert -7,163() | 1,547 | ,000| -10,91 -3,42
intermediate  novice 2,197 | 1,722 | ,416 -1,97 6,37
experienced  oynert
professional P 4,965(*) | 1,643 | ,011| -8,94 .99
expert novice 7,163(*) | 1,547 | ,000 3,42 10,91
|nterme_d|ate experienced 4,965(*) | 1,643 | 011 99 8,94
professional

* The mean difference is significant at the .05 level.



RELATIVE USE OF QUALITATIVE INFORMATION
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relative usage of qualitative information Total
Not Not
used <30% | 30-50% | 50-60% | 60-90% used
expert Count 0 2 12 5 1 20
o i
% within level of 0% | 10,0% | 60,0% | 250% | 50%  100,0%
experience
% within relative use
of qualitative 0% | 16,7% | 52,2% | 100,0% | 16,7% | 40,8%
information
intermediate  Count 0 5 6 0 2 13
experienced o4 yithin level of
professional experience ,0% 38,5% 46,2% ,0% 15,4% | 100,0%
% within relative use
of qualitative ,0% 41,7% 26,1% ,0% 33,3% 26,5%
information
novice Count 3 5 5 0 3 16
% within level of
experience 18,8% 31,3% 31,3% ,0% 18,8% | 100,0%
% within relative use
of qualitative 100,0% 41, 7% 21,7% ,0% 50,0% 32, 7%
information
Total Count 3 12 23 5 6 49
% within level of
experience 6,1% | 24,5% | 46,9% | 10,2% | 12,2% | 100,0%
% within relative use
of qualitative 100,0% | 100,0% | 100,0% | 100,0% | 100,0% | 100,0%
information
Descriptives
Respondent's relative use of qualitative information
N | Mean | Std. Std. 95% Confidence Interval for Min | Max
Deviation | Error Mean
Lower Bound | Upper Bound
novice 16 | ,3220 | ,23446 ,056862 | ,1970 ,4469 ,00 |,75
intermediate | 13 | ,3545 | ,14539 ,04032 ,2666 ,4423 ,15 ,63
experienced
professional
expert 20 | ,4324 |,11887 ,02658 | ,3768 ,4881 20 |72
Total 49 | 3757 | ,17459 ,02494 ,3255 ,4258 ,00 75
Test of Homogeneity of Variances
Respondent's relative use of qulitative information
Levene
Statistic dfl df2 Sig.
3,408 2 46 ,042
ANOVA
Respondent's relative use of qulitative information
Sum of
Squares df Mean Square F Sig.
Between Groups ,116 2 ,058 1,988 ,149
Within Groups 1,347 46 ,029
Total 1,463 48
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APPENDIX9 THREEMOST IMPORTANT INFORMATION ITEMS

Three most important information items mentioned by credit professionals %

Information concerning the credit requested (invest ment plans, terms of the loan etc.)

(38)

quarantee (11)

covenant (3)

Size of the investment (feasible) (2)

terms of new term loan (2)

moderate investment cost, not significant increase in leverage
The borrower is our bank's customer

investment details

reason behind the planned investment / business idea makes sense (4)
performance ok, reasoning for the investment good
reasonable to invest in "Country B"

management ability

investment in low cost production

hiring local management, is that good alone
"Country B" => no confidence

no structural subordination

Finnish borrower

estimated risk level

credit risk medium

Credit risk summary & conclusion

value enhancing transaction for the bank

solid credit profile

Qualitative information / Company's background (36)

Different kinds of customers (private and municipalities)/customer base stable/solid (3)
(parent) company background information (2)

solid and diversified market position (2)

established market position (2)

well-positioned pan-European operator (2)

Products for both summer & winter (2)

A position as a premium brand supplier (2)

industry and company risks medium

business risk medium, industry risk medium, diversification
cyclical/seasonal business

no too cyclical industry

cyclicality, but low customer risk

moderate amount in the big scheme of things and a good operating track record
customer base stable

the customer base and competitors

growing market

global player

niche activities

industry description

listed company => some reliability in financial administration

Access to capital markets, listed company, refinancing risk mitigated

22 Some of the credit professionals had mentionedertian three important information items, and these
all items are included in this list. Therefore, th&al number of important information items amdhg
answers of credit professionals exceeds 99 (3 = 3®). Among the answers of business students, all
answers received from 21 students are includedttargalso those responses which were excluded from
the analyses made earlier are included in this list
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size of the company (listed and turnover)
company description

rating

business and its characteristics

Big company, public with good equity value
the good track record of the company
wealthy long term growth prospects

Financial information (28)

financials (4)

Debt/EBITDA level (3)

steady cash flow /estimated cash flow sufficient (2)

cash flow + other financials rather good / satisfactory (2)
Key financials and ratios, good trend /improving financial figures of the company (2)
ratio analysis (high leverage)

rather solid financial position

stable profitability, acceptable leverage

The (parent) company has prudent financial structure
analysis of the working capital

financials and forecasts

Financial structure (EQ-ratio, leverage)

net working capital

adequate solvency and acceptable leverage ratios
EBIT/EBITDA % level

numbers (especially growth, profitability and Debt/EBITDA)
financials + liquidity of the company

Table with figures

existing debt/cash flow

Cash flow (EBITDA) and debt service (IBD/EBITDA)

Three most_important _information _items mentioned by business students

Financial information (36)

financial structure (4)

Company invests actively in R&D (3)
Equity ratio (3)

ROCE 11,9 % (2)

EBIT (2)

the key financial indicators (2)

the capital structure 2006 and 2007 (2)
prudent financial structure (2)

financial standing

ties working capital

stable turnover / EBIT

stable income

good EBIT

high level of net working capital

EBITDA interest coverage

financial structure and flexibility of the structure
EBITDA

low cash flow fluctuation

operating cash flow to net debt is only 24 %
incomes, EBIT

ability to make money

unused credit facilities

good working capital management

net working capital to sales is already about 50 %
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(14)

low labor cost in "Country B" / fast growing markets (3)
A possibility to use option

covenant

the loan guaranteed by the parent company
the new limits

amount of debt and paying it

size of debt

local, experienced management in "Country B"
how company will exploit the debt

new market environment

saturated markets

country risk

Qualitative information / Company's background (13)

credit rating BB+ (3)

The seasonality of the business (2)

firm's cyclical business

global dispersion

produce equipment for summer and winter sports

sector is very risky => winters are very warm..

Cyclicality -> for example the volatility of the turnover

premium brand

competitors are national, so the company is big player at the global
the company's future
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Descriptives

Number of identified financial information

FINANCIAL INFORMATION
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95% Confidence
N | Mean S_td._ Std. Interval for Mean Min. | Max.
Deviation Error Lower Upper
Bound Bound
novice 16 8,06 6,952 1,738 4,36 | 11,77 0 21
intermediate experienced | ;5| g7 5585 | 1,549 539 | 12,14 1 19
professional
expert 20 | 11,45 8,082 1,807 7,67 | 15,23 1 29
Total 49 9,63 7,152 1,022 7,58 | 11,69 0 29
Test of Homogeneity of Variances
Number of identified financial information
Levene
Statistic dfl df2 Sig.
1,959 2 46 ,153
ANOVA
Number of identified financial information
Sum of Squares df Mean Square F Sig.
Between Groups 115,193 2 57,596 1,132 ,331
Within Groups 2340,195 46 50,874
Total 2455,388 48
RELATIVE USE OF FINANCIAL INFORMATION
relative usage of financial information Total
not used < 30% 30-50% | 50-60% | 60-90% | > 90%
Expert Count 0 8 9 3 0 0 20
o
% within 0% | 40,00 450% | 15,0% 0% | 00 1000
expertise %
% within
relative use 0% | 533% | 643%  42,9% 0% | 0% 37,0%
of financial
information
Intermediate  Count 0 4 4 2 3 0 13
; o
experienced % within 0% | 30,8% 308%  154% | 231% | 0% 100.0
expertise %
% within
relative use 0% | 26,7% | 28,6% | 286% | 30,0% | ,0% | 24,1%
of financial
information
Novice Count 2 3 1 2 7 1 16
o
% within 125% | 18,8% | 6,3% | 12,5%  43.8% | 6,3% | 000
expertise %
% within
relative use | 466 000 | 20006 | 7,1% | 28,6% | 70,0% | 1990 3899
of financial %
information
Total Count 2 15 14 7 10 1 49
or i
% within 41%  30,6% | 28,6%  143% | 204% 2,0% 1000
expertise %
% within
relative use | 464 g0 | 100,006 | 100,0% | 100,0% | 100,09 | 100:0 | 100,0
of financial % %
information




Descriptives

Respondent's relative use of financial information
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N | Mean | Std. Std. 95% Confidence Min. | Max.
Deviation | Error Interval for Mean
Lower Upper
Bound Bound
novice 16 | ,4913 ,28793 | ,07198 ,3378 ,6447 ,00| 1,00
intermediate experienced | 15| 4193 | 19043 | ,05281| ,2962| 5264| 09| .75
professional
expert 20 | ,3537 ,13844 | ,03096 ,2889 ,4185 11 ,59
Total 49 | ,4139 ,21463 | ,03066 ,3523 4756 ,00| 1,00
Test of Homogeneity of Variances
Respondent's relative use of financial information
Levene
Statistic dfl df2 Sig.
5,774 2 46 ,006
ANOVA
Respondent's relative use of financial information
Sum of Squares df Mean Square F Sig.
Between Groups ,168 2 ,084 1,894 ,162
Within Groups 2,043 46 ,044
Total 2,211 48

BALANCE SHEET INFORMATION, INCOME STATEMENT INFORMA TION, FINANCIAL RATIO

INFORMATIO

Test of Homogeneity of Variances

Levene
Statistic dfl df2 Sig.
Number of income
statement information items 276 2 46 760
used
Number of balance sheet
information items used 3,544 2 46 037
Number of ratio information
items used 2,628 2 46 ,083
ANOVA
Sum of Squares df Mean Square F Sig.

Number of balance Between Groups 85,058 2 42529 | 2,526 | ,091
sheetinformation within Groups 774,330 | 46 16,833
items used

Total 859,388 48
Number of income Between Groups 847 2 424 175 | ,840
statement s

Within Groups
information items P 111,642 46 2,427
used Total 112,490 | 48
Number of ratio Between Groups ,367 2 ,183 ,035 | ,965
niormation items  within Groups 238,123 46 5,177

Total 238,490 48
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RELATIVE USE OF BALANCE SHEET INFORMATION (PROPORTI ONED TO THE TOTAL AMOUNT
OF FINANCIL INFORMAITON USED)

relative use of balance sheet Total
information
Not <30% | 30-50% | 50-60%
used
Expert Count 2 2 2 14 20
% within expertise 10,0% | 10,0% 10,0% 70,0% | 100,0%
Intermediate experienced  Count 2 2 5 4 13
% within expertise 15,4% | 15,4% 38,5% 30,8% | 100,0%
Novice Count 3 2 7 4 16
% within expertise 18,8% | 12,5% 43,8% 25,0% | 100,0%
Total Count 7 6 14 22 49
% within expertise 14,3% | 12,2% 28,6% 44.9% | 100,0%

RELATIVE USE OF INCOME STATEMENT INFORMATION (PROPO RTIONED TO THE TOTAL
AMOUNT OF FINANCIL INFORMAITON USED)

relative use of income statement Total
information
Not <30% | 30-50% | 50-60%
used
Expert Count 3 13 3 1 20
% within expertise | 15,0% | 65,0% |  15,0% 5,0% | 100,0%
Intermediate experienced  Count 3 7 2 1 13
% within expertise | 23,1% | 53,8% |  15,4% 7,7% | 100,0%
Novice Count 5 7 2 2 16
% within expertise | 31,3% | 43,8% | 12,5% | 12,5% | 100,0%
Total Count 11 27 7 4 49
% within expertise | 22,4% | 55,1% |  14,3% 8,2% | 100,0%

RELATIVE USE OF FINANCIAL RATIO INFORMATION (PROPOR TIONED TO THE TOTAL AMOUNT
OF FINANCIL INFORMAITON USED)

relative use of financial ratio Total
information
Not < 30% | 30-50% | 50-60%
used
Expert Count 4 6 5 5 20
% within expertise | 20,09 | 30,0% | 25,0% | 25,0% | 100,0%
Intermediate experienced  Count 0 3 5 5 13
% within expertise 0% | 23,1% 38,5% 38,5% | 100,0%
Novice Count 3 2 8 3 16
% within expertise 18,8% | 12,5% 50,0% 18,8% | 100,0%
Total Count 7 11 18 13 49
% within expertise | 14,3% | 22,4% | 36,7% | 26,5% | 100,0%
ANOVA (relative use of balance sheet, income statem  ent, and financial ratio information)
Sum of Squares | df Mean Square | F Sig.
Relative use of Between Groups ,232 2 , 116 | 2,762 ,074
balance sheet Within Groups 1,934 46 ,042
information Total 2,166 48
Relative use of Between Groups ,008 2 ,004 ,086 ,018
income _statement Within Groups 2203 46 048
information ' '
Total 2,211 48
Relative use of Between Groups ,142 2 ,071 | 1,805 , 176
financial ratio Within Groups 1,813 46 ,039
information Total 1,055 48
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APPENDIX11 RESERVATIONSBY THE RESPONDENTS

Reservations by credit professionals (all respomsisnpported the request)

Relationship with the borrowing company / bank’s competitive position

— Interest bearing debt amounts to 152 M€, if the 15 M€ facility from our bank is largely
undrawn, it must be different with the others (?)

—Will other banks be in this deal / would want to syndicate part of the exposure to other bank(s)
— Debt must be financed by all 3 banks; 3*10 M€ = 30 m€
— Ability to buy receivables from good counterpart

— Competitive position of the bank in bidding / Competitors (other banks); refinancing risk,
refinancing possibilities

— Other business opportunities; cash management, trade finance, foreign exchange. If we are
the only bank that business should be done with us, ancillary business could be even a pre-
condition for granting the loan

Investment plan / Company specific issues

—would like to see more detailed investment plan / Total cost of the investment, more detailed
about the investment

— I would like to see some info concerning the local case there in “Country B” (how they are
going to use the money, value of the whole project, estimations concerning the project cash
flow, a little more about the market of the new factory)

— Quiality of local management / assessment of management competencies / Background of
local management / More information on new company and its management

— How qualified labour do they need, and can they be found in “Country B"?

— Better description of competitive situation would have been appreciated; are local operators
preferred for municipalities

— More information on commercial and political environment in the operating regions
— More information on the equipment markets

— Competitors’ names / Little more information on competitors and customers (few names &
numbers)

—break-up of customer base in percentages / Ratio of municipalities/private clients
— Geographical spread / Company's sales by regions, diversification of sales by customers /

Turnover split between countries and customers is missing. / Geographical distribution of
sales, profitability etc

— Suppliers and raw material price risk
— Typical contracts and tender processes / Contractual position and order back log

— Location of new plant / risks of establishing in “Country B” / “Country B” country risk / Political
risk in “Country B” / Country risk

—would prefer additional information on split between summer and winter revenues / Break-
down of sales to winter/summer activities / more details of seasonality and working capital
fluctuation / Ratio of summer & winter equipment / Need to see more facts about the
seasonality / Seasonality, dependency on weather conditions / would like to see some

% Reservations are organized according to the subfjenatter and reported as respondents have writte
them. Reservations reported by different resporsdesae been separated with a slash (/).
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solutions to mitigate the risk of seasonality / Business seasonal and especially cyclical,
dependent on snow conditions / How exposed the company is to bad winter effects

— Cyclicality of business ahead of economical slow turn / Cyclicality / Cyclicality of the business
/ Cyclicality in weakening economic situation

— Growth focused on less developed E-European markets

—Key success factors and the company's competitive position in respect of them as the only
pan-European supplier

Terms of credit

— Terms of the new financing

— Covenant level suggested / Gearing and debt to EBITDA covenant beneficial / Covenant
structure should also consider balance sheet, i.e. gearing / Another covenant: equity ratio or

debt/EBITDA covenant / Net debt/EBITDA covenant / financial covenant structure proposal,
EBITDA based interest coverage as proposed, debt to EBITDA below 5,0 in 2008 and there-

after below 4,0, equity ratio % >28% / The level of covenant

—the plant should be used as collateral as well / are there any other collaterals than quarantine
by the parent company? / Group guarantee and equity net worth are good

—the group cash flow is sufficient to carry all existing and proposed debt even if the investment
turns bad, the risk for the investment turning bad is still moderate

—hedging for interest rate required

— Quite small amount / The level of proposed term-loan is quite low compared to overall
business and profitability

—7 year
— Average maturity of proposed loan (amortization, bullet), possible grace period
— Pricing and long maturity

—in today’s market environment, the proposal looks somewhat weak. | am not comfortable with
the following: 7 year tenor with bullet repayment, only one financial covenant looks thin for a
highly leveraged company and given the long tenor - a tighter covenant package would be
required and perhaps an element of amortisation to justify the long tenor, the premium brand
positioning is making me somewhat nervous given the bulk of the clients are municipalities
and local authorities - do they really like to pay for a premium product when there are local
substitutes, EUR 30 m represents 10% of market capitalisation which is quite high, support is
based on the pre-assumption that this is a core client to our bank which we know extremely
well. We have access to senior management and we are receiving quarterly financial updates,
forecasts and budgets, pricing must reflect the risk involved.

—Specification of existing financial structure (lenders, collaterals, terms, etc.)
—profit/benefits & risks of the investment

— The net worth of the new subsidiary

— Material regarding the new factory investment, cash flow projections etc

— Sale and lease back opportunity of the new factory

— Too much production in Finland

Financials

— Analysis working capital management should have been more detailed; limited visibility of
order book requires analysis working capital / Working capital management - more precise

with actual monthly figures -> ability to adjust / How is working capital management
addressed, how will new factory affect it?

—would like to see some suggestions how to lower the amount of working capital (factoring,
securitisation etc)

— Net working capital is large relative to turnover and cash flow, is that risk manageable - Could
we get amortizations for the loan?
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— Repayment ability (old and new loans) -> adjustments to cash flow
— I would like to see cash flow projections for the period of 2008-2015 / more detailed cash flow

analysis / missing cash flow budgets, projections of investment, wallet analysis, division of
main customers and contracts

— Key profitability and cash flow drivers (revenue growth, cost control, procurement...) and out-
look, expected profit impact of the investment in question / Future revenue growth drivers and
outlook on short & long term / Outlook or estimate of company's performance for the coming
years (7 year loan in question) / comments on future growth and profitability

— Relatively high leverage for cyclical company

— pro-forma projections including new factory / What is the forecast for financial performance
after the investment and new loan / forecast 2008—2009 with new debt

—Estimates are needed for at least 2008, presumably also 2009 / forecast for coming years /
Forecasts missing (e.g. price, costs) / forecast missing, cash flow missing, CAAD missing /
financial forecasts including all investment in cash flow should be included in order to see the
effect of the new investment on financials (sure | could do this by myself, but it should be in
the memo on the first place / Forecasts-> working capital increase due to the investment? /
Forecast concerning the new factory, estimate of costs (by only a couple of words), estimates

concerning the whole business for the next two years / forecasts after the investment / More
figures needed and forecasts / Rating of forecast figures missing

—company's opinions - the possible equity issues and comment whether the company has an
access to the capital market

— Amount of dividends / Dividends in the future

— extraordinary items affecting cash flow

— Breakdown of cost

—company's products value added

— The future market capitalisation

— Company invest in R&D only to increase barriers to entry->strange / The amount of R&D
— Salary inflation, namely in operation countries

—condition of manufacturing facilities-> capex needs / capex-levels, amount of equity in invest-
ments

—Historical financial data to see the cycles and cash flow patterns / Missing historical data +
management projections post investment / would need to see the financial statement analysis
to have a picture of the five latest accounting periods

— Tax cash leakage ->tax effect to cash flow
— Debt to EBITDA quite high (35x) after investment with a lag to cash flow

—I do not consider the financial structure prudent, financial risk is medium, but not even close to
low

— Risk of unsold inventory / unsold inventory / Consignment inventory / The amount of inven-
tories, possible non-marketable parties, circulation period etc

Reservationby businesstudents

Students who supported the request

Financials

— financial parameters don't look very competitive

— debt to equity ratio < 120%

— uncomfortable with declining market capitalisation

— turnover depends highly on public sector buyers & weather conditions
— fluctuating working capital
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low volume of tangible assets

only two years information about financials

figures are unaudited

growth rate of turnover the last few years

risk of carrying unsold inventories / unsold inventory

equity ratio > 30% (covenant) / equity ratio > 30% / equity ratio is not very strong

size of net working capital is relatively high

more information about order trends, costs and capital structure, also future cash flow

Investment plan / Company specific issues

rating can be BB
What kind of market position does the firm have in Europe?

need for extra information about the new subsidiary and new markets
cyclical industry / cyclicality

competitors well-positioned
investment calculations such as NPV or similar missing
influences on turnover and net income

political view must be taken in for this case, lot of money for this business comes from politi-
cal decisions and political money

require personal meeting

Terms of credit

Covenant -> cyclical business, if some years the profit swings badly, it will affect equity ratio

An option to phase the investment into separate periods, even though it is question of debt
financing

On my opinion, the risks are adjusted a little too low, the proposal is minimising the company
risk and can cause a serious credit risk for our bank if there isn't scenarios for the downside
development of the firm (subsidiary) however, covenant are well settled

The loan should be senior in regard to possible later debt

Students who disagreed with the request

no information is there still production in two other factories after the investment

no information about the products the company will produce / would like to know more about
the products of the company

not satisfied with the info concerning the management, names and cv missing / would like to
know more about the management of the company (managements history)

will there be any winter in the future / poor snow conditions ->climate change

net working capital to sales is already almost 50%, if the company invest then it will be even
higher

interest bearing debt is already almost 100%

operating cash flow to net debt is 24%, if the company invest, the cash flow will be even
negative

Turnover to assets is only about 1, it should be higher > 1,3 at least. the asset is already too
heavy compared to sales

location of the new subsidiary / political risk
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APPENDIX 12
REQUESTED

INFORMATION CONCERNING THE CREDIT

Descriptives
Number of identified information items concerning the credit requested

N | Mean | Std. Std. 95% Confidence Min. | Max.
Deviation | Error Interval for Mean
Lower Upper
Bound Bound
novice 16 2,06 1,731 ,433 1,14 2,98 0 6
intermediate experienced | ;5| 4 5y 243 | 676| 307 601 1 8
professional
expert 20 5,80 2,567 ,574 4,60 7,00 1 11
Total 49 | 4,24 2,765 ,395 3,45 5,04 0 11
Test of Homogeneity of Variances
Number of identified information items concerning the credit requested
Levene
Statistic dfl df2 Sig.
2,434 2 46 ,099
ANOVA
Number of identified information items concerning the credit requested
Sum of Squares df Mean Square F Sig.
Between Groups 125,693 2 62,846 11,977 ,000
Within Groups 241,368 46 5,247
Total 367,061 48
Multiple Comparisons
Dependent Variable: Number of identified information items concerning the credit requested
Tukey HSD
(1) level of (J) level of experience Mean Difference (I-J) | Std. Sig. | 95%
experience Error Confidence
Interval
Upper | Lower
Bound | Bound
novice intermediate experienced
professional -2,476(*) | ,855| ,016 | -4,55| -,40
expert -3,738(%) ,768 | ,000 | -5,60 | -1,88
intermediate  novice 2,476(*) ,855 | ,016 40 4,55
experienced expert
professional -1,262 ,816 | ,279 | -3,24 71
expert novice 3,738(*) ,768 | ,000 1,88 5,60
intermediate experienced
professional 1,262 ,816 | ,279 .71 3,24

* The mean difference is significant at the .05 level.
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relative use of information concerning the credit | Total
requested
not < 30% | 30-50% | 50-60% | > 90%
used
Expert Count 0 16 4 0 0 20
% within expertise ,0% | 80,0% 20,0% ,0% ,0% | 100,0%
% within relative use of
information concerning ,0% | 43,2% 57,1% ,0% ,0% 37,0%
the credit requested
Intermediate  Count 0 10 2 1 0 13
experienced % within expertise ,0% | 76,9% 15,4% 7,7% ,0% | 100,0%
% within relative use of
information concerning ,0% | 27,0% 28,6% | 100,0% ,0% 24,1%
the credit requested
Novice Count 3 11 1 0 1 16
% within expertise 18,5% | 68,8% 6,3% 0% | 6,3% | 100,0%
% within relative use of 1000
information concerning 100,0% | 29,7% 14,3% ,0% % 38,9%
the credit requested
Total Count 3 37 7 1 1 49
% within expertise 6,1% | 75,5% 14,3% 2,0% | 2,0% | 100,0%
% within relative use of
information concerning [ 100,09 | %% | 100,0% | 100,09 | 19%° | 100,0%
the credit requested 0 0
Descriptives
Respondent's relative use of information concerning the credit request
N Mean | Std. Std. 95% Confidence Min. | Max.
Deviation | Error Interval for Mean
Lower Upper
Bound Bound
novice 16 | ,1867 ,23718 | ,05930 ,0604 ,3131 | ,00 1,00
intermediate experienced | 13| 5597 | 12937 | 03588 ,1515| ,3079 | 07| 55
professional
expert 20| ,2138 ,08727 | ,01951 ,1730 2547 | ,07 43
Total 49 | ,2092 ,15833 | ,02262 ,1637 ,2547 | ,00 1,00
Test of Homogeneity of Variances
Respondent's relative use of information concerning the credit request
Levene
Statistic dfl df2 Sig.
1,655 2 46 ,202
ANOVA
Respondent's relative use of information concerning the credit request
Sum of Squares df Mean Square F Sig.
Between Groups ,014 2 ,007 ,270 ,765
Within Groups 1,189 46 ,026
Total 1,203 48
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HI ERARCHI

CAL CLUSTER

CLUSTERANALYSIS
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Case
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3 Clusters

2 Clusters

1:Intermediate experie

2:Intermediate experie

3:Expert

4:Expert

5:Expert

6:Intermediate experie

7:Intermediate experie

8:Intermediate experie

9:Expert

10:Expert

11:Intermediate experie

12:Intermediate experie

13:Intermediate experie

14:Intermediate experie

15:Intermediate experie

16:Expert

17:Intermediate experie

18:Intermediate experie

19:Expert

20:Expert

21:Expert

22:Expert

23:Expert

24:Expert

25:Expert

26:Expert

27:Expert

28:Expert

29:Intermediate experie

30:Expert

31:Expert

32:Expert

33:Expert

34:Novice

35:Novice

36:Novice

37:Novice

38:Novice

39:Novice

40:Novice

41:Novice

42:Novice

43:Novice

44:Novice

45:Novice

46:Novice

47:Novice

48:Novice

49:Novice

WIWIN|W[FRP[WIN[O[W[IW[IN[WIN[INIWIW[W[RPIFRP[OIN]FR[A[ON[O[OIRP[DIN[IN|WININ[COININIWIN[OR[FRIN][AWIN|IFP[N]F-

NINININ[ERININIAINININININININININ[RPIRP[ON]RP[W[ARIN[OR]R[OINININININIAININININ[ARP[RPINWININFP[IN] -

NINININ[ERININIEINININININININININ[RPIR[AIN]RP[W[RINPARIRBAINININININIERININININ[RPIRP[RPINWININFP[N] -

NINININ[ERININIEINININININININININ[FRPIRPERPIN]RP[W[RINFRP[RIRIERINININININIFERININININ[RPIRP[RINWININFP[N] -

NINININ[ERININIEINININININININININ[RPIRPIERIN]RPRP[RINFRPRIRIERINININININIERININININ[RPIRP[RINFRININFPN] -




Descriptives: clusters 1-6

N Mean | Std. Std. Error | 95% Confidence Min Max
Deviation Interval for Mean
Lower Upper
Bound Bound
Number of 1 9| 13,22 2,108 ,703 | 11,60 | 14,84 10 16
identified 2 17| 7.65 3,707 899 574 9,55 3 15
qualitative
information 3 13| 2,54 1,854 514 1,42 3,66 0 6
4 2| 13,50 3,536 2,500 | -18,27 45,27 11 16
5 5| 12,00 2,345 1,049 9,09 14,91 10 16
6 3| 19,00 3,000 1,732 11,55 26,45 16 22
Total | 49| 8,69 5,523 ,789 7,11 10,28 0 22
Number of 1 9| 6,89 2,205 735 5,19 8,58 2 9
identified 2
. : 17 | 9,24 5,178 1,256 6,57 11,90 1 18
financial
information 3 13| 3,54 2,727 ,756 1,89 5,19 0 9
4 2| 20,50 2,121 1,500 1,44 39,56 19 22
5 5| 21,40 4,722 2,112 15,54 27,26 17 29
6 3| 19,67 3,215 1,856 11,68 27,65 16 22
Total | 49| 9,63 7,152 1,022 7,58 11,69 0 29
Number of 1 9| 6,56 1,810 ,603 5,16 7,95 3 9
identified 2 17| 429 1,759 27| 339 520 1 7
information
concerning 3 13| 1,23 ,927 ,257 ,67 1,79 0 3
the credit 4 2| 9,00 2,828 2,000 | -16,41 34,41 7 11
requested g 5| 340 1,342 600 1,73 507 2 5
6 3| 8,33 577 ,333 6,90 9,77 8 9
Total | 49 | 424 2765 395 345 504 0 11
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APPENDIX 14

TIME SPENTTO MAKE THE DECISION

Time — Level of experience

Descriptives

Time that it took to make the decision (minutes)
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N Mean | Std. Std. 95% Confidence Interval for | Min. | Max.
Deviation | Error | Mean
Lower Bound | Upper Bound
novice 16 | 21,50 8,651 | 2,163 16,89 26,11 9 40
intermediate
experienced 13| 20,19 9,599 | 2,662 14,39 25,99 5 40
professional
expert 20| 19,40 11,537 | 2,580 14,00 24,80 9 60
Total 49 | 20,30 9,996 | 1,428 17,42 23,17 5 60
ANOVA
Time that it took to make the decision (minutes)
Sum of Squares df Mean Square F Sig.
Between Groups 39,390 2 19,695 ,190 ,827
Within Groups 4757,069 46 103,415
Total 4796,459 48
Time — Gender
Group Statistics
gender N Mean | Std. Deviation | Std. Error Mean
time that it took to make the male 38| 18,34 8,162 1,324
decision (minutes) female 11| 27,05 12,982 3,914
T TEST
Independent Samples Test
Levene's t-test for Equality of Means
Test for
Equality of
Variances
F Sig. |t df Sig. (2- | Mean Std. Error
tailed) Difference | Difference
timethatit Equal 2,028 | ,161 | -2,705 | 47 ,009 -8,703 3,217
took to variances
make the assumed
decision Equal -2,106 | 12,376 | ,056 -8,703 4,132
(minutes)  variances
not
assumed
Correlations
gender time that it took to make the
decision (minutes)
gender Pearson Correlation 1 ,367(**)
Sig. (2-tailed) ,009
N 49 49
time that it took to make Pearson Correlation -
g : 367(*%) 1
the decision (minutes)
Sig. (2-tailed) ,009
N 49 49

** Correlation is significant at the 0.01 level (2-tailed).



APPENDIX 15

CREDIT PROFESSIONALSEDUCATION AND THE
USE OF INFORMATION
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ANOVA (credit professionals’ education; educational degree)
Sum of df Mean Square | F Sig.
Squares
Number of information Between Groups 279,423 3 93,141 595 624
items used Within Groups 4542,092 | 29 156,624
Total 4821,515 32
Number of identified Between Groups 20,845 3 6,948 227 877
qualitative information  \within Groups 887,033 29 30,587
Total 907,879 32
Number of identified Between Groups 272,045 3 90,682 | 1,879 ,155
financial information Within Groups 1399,833 29 48,270
Total 1671,879 32
Number of identified Between Groups 20,603 3 6,868 | 1,057 ,382
information . Within Groups 188,367 | 29 6,495
concerning the credit ' '
requested Total 208,970 | 32
Number of financial Between Groups 2,470 3 ,823 ,359 ,783
_statement information  \yithin Groups 66.500 29 2293
items used ' '
Total 68,970 32
Number of balance Between Groups 102,254 3 34,085 | 1,770 175
sheet information Within Groups 558,202 | 29 19,251
items used ' '
Total 660,545 32
Number of ratio Between Groups 26,951 3 8,084 | 2,184 111
|nfo(rjmat|on items Within Groups 119,292 29 4114
use
Total 146,242 32
ANOVA (credit professionals graduating year)
Sum of df Mean Square | F Sig.
Squares
Number of information Between Groups 4325,015 21 205,953 | 4,563 | ,006
items used Within Groups 496,500 11 45,136
Total 4821,515 32
Number of identified Between Groups 831,712 21 39,605 | 5,720 | ,002
qualitative information ~ Within Groups 76,167 11 6,924
Total 907,879 32
Number of identified Between Groups 1343,129 21 63,959 | 2,140 | ,097
financial information Within Groups 328,750 11 29,886
Total 1671,879 32
Number of identified Between Groups 168,053 21 8,003 | 2,151 | ,095
information _ Within Groups 40,917 | 11 3,720
concerning the credit 44|
requested 208,970 32
Number of financial Between Groups 36,553 21 1,741 591 | ,856
statement information  ithin Groups 32,417 | 11 2,947
items used Total 68,970 | 32
Number of balance Between Groups 581,629 21 27,697 | 3,861 | ,012
sheet information Within Groups 78,917 11 7,174
items used Total 660,545 32
Number of ratio Between Groups 114,659 21 5,460 | 1,902 | ,136
information items Within Groups 31,583 11 2,871
used Total 146,242 32




ANOVA (number of degrees)
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Sum of Squares | df Mean Square F Sig.
Number of - Between Groups 354,682 1 354,682 | 2,462 | ,127
'nfogmatlon items  within Groups 4466,833 | 31 144,091
use
Total 4821,515 32
Number of Between Groups 61,416 1 61,416 | 2249 | 144
'de”ltt'flgd Within Groups 846,463 | 31 27,305
qualitative
information Total 907,879 | 32
Number of _ Between Groups 120,916 1 120,916 | 2,417 | ,130
identified financial  \yjthin Groups 1550,963 | 31 50,031
information ' '
Total 1671,879 32
Number of Between Groups ,007 1 ,007 001 | ,975
identified Within Groups 208,963 | 31 6,741
information ' '
concerning the Total 208.970 | 32
credit requested ’
Number of Between Groups 6,896 1 6,896 | 3,444 | ,073
_flnanual_ sta_tement Within Groups 62 074 31 2 002
information items ' '
used Total 68,970 | 32
Number of Between Groups 32,527 1 32,527 | 1,606 | ,215
balance sheet Within Groups 628,019 | 31 20,259
information items ' '
used Total 660,545 | 32
Number of ratio Between Groups 7,113 1 7,113 | 1,585 | ,217
Infoglmatlon items  within Groups 139,130 | 31 4,488
use
Total 146,242 32
Number of degrees — level of experience
Number of
educational degrees Total
1 2 1
intermediate Count 11 2 13
experienced % within level of experience
professional 0 p 84,6% 15,4% 100,0%
expert Count 16 4 20
% within level of experience 80,0% 20,0% 100,0%
Total Count 27 6 33
% within level of experience 81,8% 18,2% 100,0%




