	
	


	
	



Findings and recommendations
Provision of financial products
finding 3.1

Most products offered by EFIC are also offered by the private sector, although the price and other conditions of provision may differ.
Finding 4.1
There can be sound commercial reasons why private sector providers do not offer some products or are unwilling to provide them to some exporters or buyers. Such cases are not market failures.
Rationale for government intervention

Finding 5.1
The following arguments are not sound policy rationales for government involvement in export finance and insurance through EFIC:

· EFIC can assume more risk than the private sector is willing to accept because it is government owned.
· EFIC is necessary to address cross-border regulatory problems faced by exporters. 

· EFIC can be used to address problems arising from insufficient competition in Australian financial markets.
· EFIC can address imbalances in the supply of, and demand for, capital.
finding 5.2
The decline in the provision of trade finance during the global financial crisis was primarily due to lower levels of international trade and resulting lower demand for trade finance products. As such, government policy aimed at ameliorating the decline in international trade through the provision of export finance and insurance through EFIC would not have been successful.
recommendation 5.1

The Minister should amend the Statement of Expectations to require EFIC to define a small and medium-sized enterprise as an entity, including any related entities, with fewer than 100 full‑time equivalent employees or annual turnover of less than $50 million.
Finding 5.3
The only potential rationale for government involvement in export finance and insurance through EFIC relates to information problems affecting access to export finance and insurance by newly exporting small and medium-sized enterprises. The possible sources of those problems are:

· inadequate information about the credit history and standing of the exporter, which could result in private sector providers employing rigid generalised rules and not forming an assessment on the merits of the transaction

· inadequate information about the risk associated with some emerging markets, which could result in private sector providers refusing to provide services for transactions in those markets

· temporarily missing markets due to severe disruption in the importing country.

Pricing of EFIC’s products

finding 6.1

EFIC does not pay income tax, is not required to earn a particular rate of return on equity and the Export Finance and Insurance Corporation Act 1991 provides for its liabilities to be explicitly guaranteed by the Commonwealth. This lowers its borrowing costs relative to private sector providers, giving it a commercial advantage that may discourage market entry by potential competitors.
recommendation 6.1

The Minister should amend the Statement of Expectations to require EFIC to commission an independent review of the process it follows to allocate an EFIC risk score (ERS) to a facility. This review should include a comparison of the ERS of each facility at signing and at maturity to examine any changes over time. Evaluating the forecasting accuracy of expected losses compared to actual losses will help ensure that EFIC prices risk appropriately. EFIC should report the results of this review to the Minister.
FINDING 6.2

Not all of EFIC’s facilities are priced to earn a commercial rate of return on equity and hence, do not cover their expected full costs, including the opportunity cost of capital. These facilities are effectively being subsidised by taxpayers. The beneficiaries of these subsidies likely extend beyond EFIC’s clients and may include private sector providers, other export credit agencies and the buyer of the exports.
recommendation 6.2

The Australian Government should amend the Export Finance and Insurance Corporation Act 1991 (EFIC Act) to ensure EFIC’s activity on the commercial account complies with competitive neutrality arrangements. This will require EFIC to pay a tax‑equivalent charge and a debt neutrality fee.

The Minister should amend the Statement of Expectations to:

· require the pricing of EFIC’s commercial account facilities to reflect the expected full economic cost of provision, including the opportunity cost of capital, taxes paid by private sector participants and the benefit that EFIC obtains from the government guarantee
· set an appropriately benchmarked rate of return on equity following consultation with the Treasurer and the Minister for Finance

· require EFIC to identify in its annual report and corporate plan that part of its revenue that relates to not having to pay a tax‑equivalent charge and debt neutrality fee, until the EFIC Act is amended to apply competitive neutrality arrangements.

Filling the ‘market gap’: not a role for government
FINDING 7.1
The concept of the market gap can cover circumstances where there is no market failure that would warrant government intervention through EFIC. EFIC has provided assistance on the basis of the market gap in circumstances that are not a result of market failure including:
· a reluctance by firms to dilute the equity of existing shareholders by taking on additional equity partners as a firm expands
· firms exhausting other forms of debt or equity finance

· meeting the credit preferences of the firm’s owners
· participants making EFIC’s involvement a precondition of the transaction or project proceeding
· reluctance by an exporter or buyer to incur the transaction costs of finding more supportive bankers
· firms reaching the prudentially determined credit limits of their banks
· private sector providers declining to supply services because of recent financial distress of the client
· timeframes determined by approval processes, including government approval processes, not being met without EFIC’s assistance
· private sector providers seeking to make a transaction or project more attractive through EFIC’s participation.
recommendation 7.1

The Minister should remove the ‘market gap’ mandate from the Statement of Expectations as it lacks rigour and does not ensure that EFIC’s activities generate a net benefit to the economy.

Finding 7.2
There is no convincing evidence that there are problems relating to the provision of capital to large Australian resource-related projects, or the suppliers to these projects, which require intervention by the Australian Government through EFIC.
Finding 7.3
Where EFIC’s activities are not addressing a market failure, EFIC will be distorting the allocation of resources within the economy. These distortions include potential crowding out of other sources of finance, other projects, or competitors of EFIC’s clients.
At present, EFIC’s relatively small size limits the economy‑wide consequences of this. However, some facilities are of sufficient magnitude to pose non‑trivial financial risks to the Commonwealth.
EFIC and private sector providers

Finding 7.4

Some financial market participants have a partnership relationship with EFIC, being able to benefit directly from EFIC’s involvement in facilities, through both risk transfer and higher returns.
Risk management
finding 8.1
EFIC’s internal auditors observed that EFIC has had high exposure to certain industries, including ship building and operation, and to a few countries.

The Commission considers that some aspects of EFIC’s credit risk management have not always been sufficiently robust.

recommendation 8.1
EFIC should revise its risk management policies to include a limit on exposures to particular industries.
finding 8.2
EFIC’s capital adequacy ratio at 30 June 2011 was well above the minimum level specified by Australian Prudential Regulation Authority guidelines and EFIC’s internal benchmarks. The extra capital held by EFIC has an opportunity cost that is borne by the taxpayer.
Financial and operational performance
finding 8.3
A large proportion of EFIC’s income is earned through its treasury operations, with EFIC’s origination business accounting for less than half of its income in each of the past five years.
recommendation 8.2
The Treasury and the Department of Finance and Deregulation should regularly review the need for, and the scope of, EFIC’s treasury function to ensure that the size of treasury operations is commensurate with the size and product offering of the origination business it supports.
The first review of this type should include an assessment of EFIC’s capital requirements and dividend policy, and be completed by June 2013.
recommendation 8.3

The Export Finance and Insurance Corporation Act 1991 should be amended to allow the Minister to direct the Board of EFIC to return capital to the Australian Government when the Minister determines that EFIC has surplus capital, after seeking the views of the Treasurer and the Minister for Finance.

The Australian Government has not received an adequate return for the risk it has incurred from EFIC’s operations. This may reflect a number of factors, including that some facilities are not priced to reflect their expected full economic cost (given the risk incurred), a high level of retained capital, and possibly high operating expenses.
finding 8.4

Enhancing the transparency of EFIC’s operations
recOMMENDATION 9.1
Consistent with the findings of the Uhrig Review, the Australian Government should amend the Export Finance and Insurance Corporation Act 1991 to exclude Australian Public Service personnel from the EFIC Board. Where the EFIC Board considers departmental advice beneficial, officials from the Department of Foreign Affairs and Trade should be invited to present to board meetings for the relevant agenda items and to answer questions relating to those items.
finding 9.1
The Commission is not satisfied that the EFIC Board is provided with sufficient information in board papers to evaluate whether facilities submitted for approval on the commercial account are meeting the requirements set out in the Minister’s Statement of Expectations with regard to pricing, or to determine that EFIC is not competing with the private sector.
EFIC’s compliance with the operational restrictions in the Minister’s Statement of Expectations and Part 4 of the Export Finance and Insurance Corporation Act 1991 has not had sufficient focus in independent reviews or EFIC’s internal audit program over the past five years.
recommendation 9.2
The Minister should amend the Statement of Expectations to require EFIC to include in its regular internal audit program an assessment of its compliance with the operational restrictions, as set out in the Statement of Expectations, any relevant directions from the Minister, and Part 4 of the Export Finance and Insurance Corporation Act 1991. Board papers should be sufficiently robust to ensure that they can be used in EFIC’s internal audit program to confirm that EFIC is complying with its mandate.
finding 9.2
There is insufficient clarity in the information provided by EFIC to the Australian Government and the public, and this impairs EFIC’s accountability.
recommendation 9.3

The Minister should table EFIC’s corporate plan in Parliament and, in due course, the Export Finance and Insurance Corporation Act 1991 should be amended to require this.

EFIC should provide quarterly progress reports to the Minister against its corporate plan, including information about facilities on the commercial account executed during that quarter.
recommendation 9.4
The Minister should amend the Statement of Expectations to require the EFIC Board to establish a performance management framework, based on a more clearly defined and rigorous objective under the Export Finance and Insurance Corporation Act 1991, directed at market failures affecting small and medium‑sized enterprises. The framework should be developed in consultation with other Australian Government agencies, and use relevant performance benchmarks and indicators for EFIC’s business units, including treasury operations.
EFIC should report its performance against this framework in its annual report and corporate plan.

National interest account

recommendation 9.5
Proposed facilities with national interest objectives should only be considered in the context of the national interest account.

The Australian Government’s assessment of national interest account facilities should include analysis of whether the proposal is the most cost-effective way of achieving intended outcomes.

The Australian Government should clearly and publicly articulate the justification for a national interest account facility after it has been approved by the Minister.

Information on the performance of national interest account facilities should be collated and publicly reported by the Australian Government.
Environmental and social responsibility

finding 9.3
Increased public disclosure of information relevant to environmental and social impact assessments, including contractual terms to manage and mitigate risk, would enhance the transparency of EFIC’s operations to the public and to the Australian Government.
recommendation 9.6
The Minister should amend the Statement of Expectations to require EFIC to publicly disclose its prospective involvement in any facility with potentially significant environmental or social impacts. This includes all category A projects, and ‘non-projects’ and bonds where it has been determined that there is potential for significant environmental and social impacts.

Information relating to the environmental and social classification of projects and the reasons for their approval should be predictable and disclosed in the annual report and on EFIC’s website. This information should include assessment benchmarking and processes, conditions of approval and consequences for non‑compliance. Information that is relevant to EFIC’s assessment of environmental and social impacts should be made public.
EFIC should make public its involvement in supporting projects that are subject to environmental assessment in Australia.
recommendation 9.7
The Minister, by way of a direction under the Export Finance and Insurance Corporation Act 1991, should articulate which international obligations, including human rights obligations, EFIC is required to comply with.

EFIC’s compliance with those obligations should be included in its internal audit program with outcomes publicly reported, including in EFIC’s annual report.
recommendation 9.8
The Australian Government should remove EFIC’s special exemption in relation to matters done under Parts 4 and 5 of the Export Finance and Insurance Corporation Act 1991 from the Freedom of Information Act 1982 (while retaining protection for Cabinet and commercial-in-confidence material).
Limiting the scope of EFIC’s activities
Recommendation 10.1
As soon as possible, the Minister should direct EFIC to cease providing financial services for transactions that are not based on an export contract as defined in section 3 of the Export Finance and Insurance Corporation Act 1991 (EFIC Act). This includes resource projects located in Australia, and related infrastructure, and suppliers of goods and services to those projects.
The Australian Government should not broaden the eligibility criteria under Part 4 of the EFIC Act. Specifically, the EFIC Act should not be amended to allow EFIC to enter into loans for the export of non-capital goods.
EFIC’s future role

Recommendation 10.2
Until it is next reviewed by an independent body, EFIC’s role on the commercial account should be limited to demonstrating to the private sector that providing export finance to newly exporting small and medium-sized enterprises (SMEs) can be commercially viable. This demonstration role should be articulated in the Minister’s Statement of Expectations.
EFIC should demonstrate that the provision of financial services to newly exporting SMEs can be done on the same basis as the private sector — with price covering the expected full economic cost of provision.
recommendation 10.3

In respect of the commercial account, the Australian Government should make amendments to the Export Finance and Insurance Corporation Act 1991 (EFIC Act) to:

· reorient EFIC’s objective to addressing information-related market failures in financial markets affecting newly exporting small and medium-sized enterprises (SMEs) seeking access to export finance

· specify that EFIC is to demonstrate to the private sector that providing export finance to newly exporting SMEs can be commercially viable

· clarify that assistance is only to be provided in respect of export contracts as currently defined in the EFIC Act

· remove references to EFIC providing support to persons indirectly involved in Australian export trade
· limit the financial products offered by EFIC to guarantees and bonds falling within the definition of ‘guarantee’ under section 3 of the EFIC Act

· allow for the product range to include the provision of reinsurance cover for sovereign and country risk insurance provided by the private sector in times of disruption in particular markets, subject to ministerial direction.

recommendation 10.4
A limit of three facilities per client should normally apply to EFIC’s future operations on the commercial account. Proposals to exceed this limit should be subject to at least one of the two conditions below:

· the export transaction is in an emerging export market or

· the facility has been explicitly approved by the EFIC Board (and not by a delegate), is notified to the Minister and is included in EFIC’s internal audit program and independent review of EFIC’s operations.

The limit of three facilities should not apply to political risk reinsurance facilities provided pursuant to the direction by the Minister.
Recommendation 10.5
EFIC should publish information on the facilities it approves on the commercial account within a month of execution, including the name of the firm, price and other terms of provision.

Implementation and review

Recommendation 10.6
Where possible, the Minister should give effect to the proposed changes to EFIC’s operations through a ministerial direction or a revised Statement of Expectations, until such time as the Export Finance and Insurance Corporation Act 1991 can be amended.
Recommendation 10.7
EFIC’s performance against the more clearly defined and rigorous objective should be independently reviewed three years after a revised Statement of Expectations is issued by the Minister or the amendments to the Export Finance and Insurance Corporation Act 1991 have been passed by Parliament, whichever occurs first.
This independent review should consider whether the rationale for government intervention remains valid, and whether the provision of financial services through EFIC is the most effective and efficient way of addressing any failures in financial markets that are impeding otherwise commercially viable export transactions. This review should also include examination of alternative arrangements for post‑approval administration of the national interest account.
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