Emerging Markets:  ‘The State of Information’

Joachim C. Bartels

Trade credit is the largest source for short-term capital.  Nevertheless, considering the lengthy credit terms and payment delays experienced by exporters to emerging markets, one could get the impression that trade credit serves, quite frequently, as a substitute for long term capital.  Volatile business conditions, poor country risk ratings, combined with lengthy credit terms, tend to tax the skills of credit managers to the maximum of their ability.  This task is often made more difficult by the absence of accurate, reliable and timely information.  As a response to this particular problem, the issue of the state of information was part of the agenda in a recent ‘Managing Emerging Market’s Risk’ conference organized by Omni Whittington and Exporta Publishing & Events Ltd.  A workout group was assigned to focus on potential remedies.  The outcome of the workout group’s deliberations ended in a recommendation of instituting the pooling of trade experiences amongst trade credit grantors. 

Trade credit and information are intertwined.  Reliable, accurate and timely information enhances the granting of trade credit and investments.  The absence of such information increases risk.  Throughout the history of credit, a number of important factors seem to return in almost predictable intervals:  1) the value or opportunity cost of information, 2) the ‘two sets of books’ syndrome, 3) infrastructure and attitudes towards disclosure.


The value or the opportunity cost of information plays a significant role in whether information is useful in making a critical trade credit decision.  Nevertheless the price paid for such information is often not in line with the magnitude of the risk taken.  Furthermore, even though it is recognized that the lack of information renders a transaction quite risky, in many instances a deal is made for the sake of making the deal.  Considering the large non-performing loan portfolios and losses in export transactions, spending more time on gathering reliable information, or paying an information vendor an adequate price for quality information may be an appropriate course of action to take.

Reflecting on historical perspectives, perhaps one would not have guessed it; in the 17th Century the most precious goods in trading with the East Indies was not spices, but information.  Due to the time lag of up to two years between ordering and receiving goods, prices were completely unpredictable.  Sending messages overseas was too slow, because the voyage by sea took generally 20 - 24 months until the answer came back.  ‘Time is money’ applied also in the age of sailing vessels.  If, however, one sent a runner overland, 3 to 4 months would suffice to get there and a maximum of 8 months to get back.  As early as 1612, the East Indian Companies of Great Britain and Holland maintained an overland system of conveyance of information.  Because messages were often intercepted, they were encrypted, and others were never put on paper.  Taking a cue from the East Indian companies practice of spending heavily on information, the workout group’s recommendation therefore was quite appropriate:  Spend more effort on gathering information, pool trade experiences in order to avoid repeating losses.

The ‘two books syndrome’ is an age old problem:  Historically speaking, information concerning demand and supply as well as creditworthiness was so critical, that merchants often kept it secret and did not spare the expense of obtaining it.  Accounts were kept on scrolls of paper in secret signs never to be shown to anybody.  Hence there were always two sets of books:  One to show to outsiders, and one showing the actual trade.  In comparing these practices with the recent experiences of ENRON’s off-balance sheet transactions, it can be said that even in the present-day USA we have come full circle as far as ‘two sets of books’ are concerned.  Unfortunately, this particular issue may be with us for a long time.  Information pooling for the sake of cross checking and benchmarking may play a critical role in overcoming this problem.

Infrastructure and attitudes towards disclosure are the principle elements of information fit for risk assessment.  In emerging markets, however, underdeveloped infrastructures and prevailing negative attitudes towards disclosure are hindering the availability, reliability and timeliness of information.  This serves as another argument for recommending the technique of information pooling, amongst credit grantors, as a viable substitute.
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Exhibit C

State of Information


Factors, which influence availability, reliability, accuracy and timeliness of information, are firmly embedded in a country’s infrastructure, exemplified by the institutions that govern a market economy [see Exhibit A].  To be able to measure the state of a country’s infrastructure, the author selected twenty-eight sets of criteria from the annual IMD Competitiveness Handbook.  IMD uses 243 criteria to rank a country’s competitiveness on a scale of 0 [ineffective] to 10 [effective].  The sets of criteria listed in Exhibit A measure the effectiveness of governmental institutions, the legal, information, credit, business infrastructures as well human resource skill development.  All these factors have an impact on the reliability of information and attitudes towards disclosure.  For example if government actions are not transparent, there will be no legal framework that supports disclosure.  If bribery and corruption are tolerated and widely practiced they can serve as an indication that information or ratings may be influenced and could therefore be biased.  The state of credit culture, availability of credit, the credibility of management and boards also tend to influence the reliability of information.  The readers will be able to draw their own conclusions concerning the remaining criteria listed in Exhibit A.  

[image: image2.wmf]Intrepid Explorers, Inc.  

-

Joachim C. Bartels  

-

All Rights Reserved

4

IEI

IEI

Source:  D&B & IEI Surveys

1

2

3

4

5

6

7

D&B Country Risk Rating

Information Availability

High

Low 

Low

High Risk

Low

High

Low Risk

Azerb

Peru

Congo DR

Algeria

USA

Finland

Kenya

Tanzania

Nepal

Albania

0        1      2      3      4      5      6      7      8     

0        1      2      3      4      5      6      7      8     

9    10   

9    10   

Singapore

Nigeria

Sri Lanka

Zimbabwe

Bangladesh

Romania

Bulgaria

Georgia

Kazakhstan

Vietnam

High

Argentina

Exhibit D

State of Information

In regard to information availability [Exhibit B], a survey was undertaken to measure the state of the public record infrastructure.  Critical aspects are the support of the legal infrastructure concerning company registrations, mandatory filings and court records.  In many countries there are still manual registers, with poor maintenance, lack of compliance, and impaired access.  Negative attitudes towards mandatory and voluntary disclosure prevail and there is a resistance to the concept of information pooling.  Information vendors and credit insurers provided most of the assessment on a scale of 0 [ineffective] to 10 [effective].  All criteria were treated equally – no weightings were applied.  The survey covered a select number of emerging market countries which were picked at random.

[image: image3.wmf]Intrepid Explorers, Inc.  

-

Joachim C. Bartels  

-

All Rights Reserved

1

IEI

IEI

Country Infrastructure 

Impacting Availability, Reliability and Timeliness of Informatio

n

•

Central Bank Policy

•

Export Credit & Insurance

•

Confidentiality of Financial Transactions

•

Legal Regulation of Financial Institutions

•

Flow of Credit from Banks to Businesses

•

Financial Institution Transparency

•

Availability of Factoring

Credit

Infrastructure

Human 

Resources

Information

Infrastructure

Government

Legal

Infrastructure

Business

Infrastructure

•

Transparency

•

Bribery and 

Corruption

•

Parallel Economy

•

Legal Framework

•

Justice Admin. Fairly

•

Rights / Responsibilities of 

Shareholders

•

Communication Availability

•

New IT Meeting Business Needs

•

Data Security Enforced

•

Transfer of Know

-

how

•

Venture Capital

•

Insider Trading

•

Cash Flow  

-

Self Financing

•

Ethical Practices

•

Credibility of Managers

•

Credibility of Corporate 

Boards

•

Economic Literacy

•

Education in Finance

•

Worker Motivation

•

Finance Skills

•

Adaptability

Exhibit A

 The respective coordinates of country infrastructure [vertical axis] and information availability [horizontal axis] were mapped on a grid shown in Exhibit C.  Finland, Singapore and the USA have repeatedly held top positions in competitiveness according to IMD surveys.  For the purpose of this analysis, these countries serve as role models for excellence in respect to the ‘state of information’.  It is worth noting that Finland ranks above the USA on infrastructure.  This is largely due to Finland’s virtues in terms of high transparency in government, little tolerance for bribery and corruption etc.  Emerging markets, however, which are shown on this chart, do not come near the benchmarks, set in the upper right hand corner, in terms of usefulness of information in risk assessment.

The IMD study does not cover all emerging market countries, therefore another measure of country infrastructure effectiveness had to be found.  For lack of other comparable indicators, the Dun & Bradstreet [D&B] country risk ratings deemed to provide acceptable benchmarks.  D&B’s Country Risk and Payment Review uses a scale of DB1 to DB7 to measure country risk.  A ‘DB 1’ rating indicates the lowest degree of risk, while a ‘DB 7’ indicates highest risk.  A ‘DB 7’ rating also means that the business infrastructure has, in effect, broken down.  A ‘DB 6’ rating indicates risk of a lesser degree, nevertheless still reflecting significant problems in a country’s business infrastructure.  In Exhibit D, D&B [image: image4.wmf]Intrepid Explorers, Inc.  
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country risk ratings have been applied on the vertical axis.  Based on this assessment, many emerging market countries appear to be concentrated in the lower left hand corner.  That does not bode well for the usefulness of information in credit transactions in these markets.  Hence the clarion calls for self-help in terms of information pooling by the credit granting community.

This rather sobering assessment of the ‘state of information’ in emerging markets raises questions about remedies at the individual country level and prospects of improvement.  After many years of relative silence, a ‘wakeup call’ has emerged in form of World Bank and IMF involvement as the result of financial disasters and losses of unprecedented proportions.  Rating agencies report defaults that have reached levels not seen since the great depression.  Central banks report an explosion of non-performing loans.  The World Bank and IMF appeared to have located the culprit: ‘the information deficit’.  
Since the Asian financial crisis, the World Bank and the IMF have become emissaries in stressing the value of information in credit transactions and they are now adding their weight by forcing countries to install credit bureaus, and to improve lending practices.  As a result, the banking communities in emerging markets are now on their way to accept the concept of information pooling.  Consumer credit bureaus are being created in many emerging market countries.  Pooling of SMEs will be next in line, with larger corporations to follow.  Nevertheless, it will take two to three years until these credit bureaus reach critical mass for the information to become fully useful in risk assessment.

Attitudes concerning mandatory or voluntary disclosure, however, remain negative across the board.  This continues to impair transparency significantly, a tendency that will prevail for years to come.  Basel II requirements will, however, in the longer-term act as a catalyst because banks must rate qualitative and quantitative factors on a consistent basis year by year.  Businesses that borrow from banks will have to get used to the fact that they will be rated once a year.  They will have to improve their financial and operational reporting processes to satisfy the new information requirements of banks.  Hopefully this will eventually improve transparency in emerging markets.

Joachim C. Bartels is Chairman of Intrepid Explorers, Inc.  He is an information specialist with over 30 years of global experience in business-to-business, direct marketing and credit information services.  He can be reached by e-mail: ieijcb@attglobal.net  -  May / June 2003

Reprinted from Global Trade Review – the leading journal for global trade and export finance: www.exportagroup.com.)
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I have mapped the outcome of the IMD country infrastructure rankings and the outcome of the survey on information infrastructure on this grid.

Of course,  Finland,  the USA and Singapore are not emerging markets.  

They are listed here because the USA ranks number one in the overall IMD competitiveness rankings.  Finland is number two, up from third place.  Singapore has moved from 2nd place to fifth place.

However on information infrastructure,   Finland ranks higher than the US ……

Examples …







0


1


2


3


4


5


6


7


8


9


10


UNKNOWN-0






_1107839100.ppt
*

IEI



State of Information



Source:  D&B & IEI Surveys

Exhibit D

Azerb



Peru



Congo DR



Algeria



USA



Finland



Kenya



Tanzania



Nepal



Albania



Singapore



Nigeria



Sri Lanka



Zimbabwe



Bangladesh



Romania



Bulgaria



Kazakhstan



Vietnam



Argentina







D&B Country Risk Rating

Information Availability

High

Low 

Low

High Risk

Low

High

Low Risk





0        1      2      3      4      5      6      7      8      9    10   

Georgia





High



Intrepid Explorers, Inc.  -  Joachim C. Bartels  -  All Rights Reserved

There are many emerging market countries that are not listed in the IMD survey,   consequently I had to revert to D&B’s Country Risk and Payment Review

D&B uses a scale of  1 to  7  to measure country risk

A ‘DB 1’ is the lowest degree of risk, while a ‘DB 7’ is highest risk

A ‘DB 7’ means that the business infrastructure has, in effect,  broken down.

Needless to say a ‘DB 6’ is not far off that mark ….

There are many emerging market countries that are stuck in the ‘DB6’ – ‘DB7’ category.  Not surprisingly, their information readiness is dismal, which does not bode well for credit granting purposes
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In terms of ranking the information infrastructure of emerging markets,   I have surveyed a number of information suppliers and credit insurers.

The criteria used for the survey is illustrated here ….
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You probably recognize these risk factors from an earlier chart.  

I have selected 28 criteria from the annual IMD Competitiveness Handbook.   

I believe these factors greatly impact information availability and reliability.

The IMD’s Handbook lists 243 criteria which are used to calculate the overall competitive rankings on a scale of 0 to 10.

Why the IMD Handbook?  It is one of the most consistently developed survey that quantifies important country issues for which there are no ‘hard’ statistics. 

Examples …. 
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