	
	


	
	



10
A future role for EFIC: limited support for SMEs
	Key points

	· The Commission considers that, until it is next reviewed by an independent body, EFIC’s mandate and operations on the commercial account (CA) should be reoriented to address information-related failures in financial markets that impede access by newly exporting small and medium-sized enterprises (SMEs) to export finance. 

· EFIC’s role on the CA should be to demonstrate to the private sector that providing export finance to newly exporting SMEs can be commercially viable.

· To be effective in this demonstration role, EFIC should:

· charge a price covering the expected full economic cost of provision
· be subject to competitive neutrality arrangements including earning an appropriately benchmarked rate of return on equity, setting prices that are commensurate with the level of risk incurred, and paying a tax-equivalent charge and a debt neutrality fee

· publish information on the facilities it approves on the CA, including the name of the firm, price and other terms of provision.

· EFIC’s CA product range should be limited to guarantees and bonds, including the provision of bonds on behalf of the exporter. When directed by the Minister, the product range may include the provision of reinsurance, for a limited period, to cover country and sovereign risk insurance provided to SMEs by the private sector. Assistance on the CA is only to be provided in respect of export contracts.
· The Commission has found no convincing evidence to indicate there are failures in financial markets that impede access to debt or equity finance for large firms, or for resource and infrastructure projects located in Australia. EFIC should not continue to provide financial services to large corporate clients or for domestic resource‑related projects on the CA.

· Under the Export Finance and Insurance Corporation Act 1991 (Cwlth) (EFIC Act), EFIC is able to support projects and firms that are increasingly remote from the export focus of the Act. This increases the risk that EFIC will provide financial services to firms that do not require assistance, or to less efficient firms that do.

· The Australian Government should not broaden the eligibility criteria under Part 4 of the EFIC Act. In particular, the Act should not be amended to enable EFIC to provide loans on the CA involving export transactions for non-capital goods.

	

	


This report has highlighted a number of issues with the way the Export Finance and Insurance Corporation (EFIC) is currently operating, and detailed a number of recommendations on how aspects of its operations could be improved. This chapter discusses the Commission’s views on a future role for EFIC.

10.1
Changing EFIC’s scope of operations
The scope of EFIC’s operations has evolved since it was established in its current form in 1991. For example, the short-term insurance arm of EFIC’s origination business was divested in 2003, new products have been developed, such as the Producer Offset loan, and EFIC has recently focused on supporting resource projects and related infrastructure located in Australia on the commercial account (CA). EFIC’s operations in 2011‑12 have expanded to include support for suppliers to resource‑related projects in Australia.
The 2006 review of EFIC considered the scope of EFIC’s operations and canvassed options to amend Part 4 of the Export Finance and Insurance Corporation Act 1991 (Cwlth) (EFIC Act), discussed below. In its submission to this inquiry, EFIC highlighted some areas of the EFIC Act that it considers unnecessarily constrains its scope and flexibility to support Australian exports.

Exporters and private sector providers have identified further scope to expand EFIC’s operations. For example, in discussing EFIC’s role during the current European debt crisis, Austal stated:

In this regard, Austal considers that there is substantial opportunity to enhance the role that EFIC plays in these difficult economic times to support Australian manufacturing jobs. Austal would like to see EFIC’s role broadened to … include the direct funding of transactions, residual value of financing, direct asset ownership and leasing/chartering of vessels to clients. (sub. 27, p. 2)

Other participants to this inquiry noted that there may be opportunities for EFIC to expand its operations. The Australian Institute of Export, for example, noted there is a need for EFIC to provide greater support to the small exporters who have strong potential for growth, and that the EFIC Act should be broadened to include a wider range of goods and services (sub. 4). The Construction, Forestry, Mining and Energy Union expressed a similar sentiment suggesting that amendments may be made to enable: 

EFIC [to] fund new businesses with one type of support (taking equity for instance and selling it down over time) and more established business with another (traditional methods of export facilitation provided by EFIC). (sub. 10, p. 2)
Proposals to expand EFIC’s operations should be considered in the same way as EFIC’s current operations — on the basis of a market failure rationale for government intervention.

The following sections present the Commission’s views on the various paths for expanding the scope of EFIC’s operations that have either been taken by EFIC in recent years or have been proposed by participants to this inquiry. These include:

· EFIC’s support for resource-related and infrastructure projects located in Australia
· EFIC’s ability to provide loans for non-capital goods

· EFIC’s ability to support overseas investment by Australian firms

· the size of EFIC’s capital base. 
Support for resource-related projects located in Australia
As discussed in previous chapters, EFIC has recently extended its operations to provide financial services to firms undertaking resource-related projects in Australia and to domestic suppliers of goods and services to those projects. 
This expansion of EFIC’s operations has occurred pursuant to sections 7 and 8 of the EFIC Act that allow EFIC to support persons ‘indirectly’ involved in Australian export trade, and the eligibility criteria in section 3 of the Act that allows support for export, or export related, transactions that meet one of the criteria below: 

· eligible export transaction

· export contract
· carrying on Australian export trade

· overseas investment transaction.
These provisions are problematic, because they are very broad, conceivably covering any transaction in the supply chain. They create the risk of EFIC supporting projects and firms that are increasingly remote from the original export focus of the EFIC Act and from the market failures affecting exporters’ access to finance or insurance. As discussed in chapter 7, the Commission did not find compelling evidence of market failure affecting availability of finance for infrastructure and resource projects located in Australia and associated export supply chains. The Commission also notes that government assistance is potentially available to these firms through other programs (discussed in chapter 2). There is a risk that EFIC, through its expansion into those areas, will provide assistance to those that do not require it or to less efficient firms that do, while acquiring the focus and characteristics of an investment bank. The Commission has discussed the risks and potential costs associated with governments owning banks in chapter 4.
These provisions can also be a source of considerable uncertainty over EFIC’s mandate. In public consultation with the Commission, EFIC did not provide evidence of adequate eligibility criteria to determine when a particular transaction should be within or outside of its scope of operations. 
The Commission considers that the EFIC Act should be amended to remove all references to EFIC providing support on the CA to those indirectly involved in Australian export trade, and to constrain the eligibility criteria to transactions based on an export contract. A direction to this effect from the Minister would be warranted, pending the legislative amendment. This would improve certainty for EFIC and its potential clients, discourage firms indirectly involved in export transactions from seeking assistance, and refocus EFIC toward meeting its objective of facilitating and encouraging Australian export trade.
Loans for non-capital goods

In its submission to the issues paper, EFIC (sub. 18, appendix A) noted that the current eligibility criteria for loans restrict EFIC to lending for the purposes of financing an ‘eligible export transaction’ (EFIC Act, s. 23). The definition of eligible export transaction in the EFIC Act includes capital goods, the provision of services related to the export of capital goods produced in Australia or the provision of construction, technological, managerial or other services in another country. In that submission, EFIC claimed it was unable to make loans for non-capital goods including commodities and argued it was:

 … a significant and unreasonable restraint on EFIC’s ability to provide direct finance to Australian exporters of commodities and related domestic infrastructure projects. (sub. 18, appendix A, p. 33)

As discussed in chapter 9, EFIC has subsequently claimed to have received legal advice that section 23 of the EFIC Act gives it the power to provide loans to companies undertaking the Ichthys project — a US$34 billion liquefied natural gas project in northern Australia being undertaken by a consortium of foreign oil and gas companies.

As noted, the Commission has not found convincing evidence to indicate there are failures in financial markets that impede access to debt or equity finance for large firms, or for domestic resource projects and related infrastructure. Furthermore, as discussed below in a more general context, the Commission does not support EFIC performing a direct lending role on the CA. Consequently, the Commission does not support the proposed amendment to the EFIC Act to enable EFIC to support loans for non-capital goods on the CA, nor does the Commission support EFIC relying on the existing provisions of the Act to this effect.
Support for overseas investment

The 2006 review of EFIC noted that EFIC had proposed to improve small and medium-sized enterprises’ (SMEs) access to financial services when expanding their supply and distribution chains overseas. The review stated that consultations with exporters and industry groups highlighted that exporting had moved away from a ‘produce and ship model’, and that changes to the eligibility criteria under the EFIC Act were needed to support offshore investment.
In May 2007, the then Minister for Trade announced that EFIC’s powers on the CA would be expanded to provide for a broader eligibility test to enable support for SMEs seeking to expand globally (Truss 2007). In 2009, the then Minister for Trade announced that the Australian Government would simplify and expand EFIC’s powers so it could more effectively provide financial support by streamlining the eligibility criteria (Crean 2009a). The proposed new arrangements were to involve a ‘net economic benefits test’ and would allow SMEs to establish global supply and distribution chains, and reduce the cost burden of accessing EFIC’s services. This change would enable EFIC to take account of factors such as financial returns to the company (in the form of dividend income and other revenue) and increased overseas market access when determining eligibility for support. It would enable EFIC to provide increased support for Australian firms making investments overseas.

However, while the Commission has identified potential information-related failures that may affect the access to finance and insurance by newly exporting SMEs, it remains to be seen whether EFIC is able to resolve those in a way that generates a net benefit to the community. It would be imprudent to expand the scope of EFIC’s operations before this question is answered empirically. Therefore, the Commission does not support this amendment to the EFIC Act at this time.
EFIC’s capital base

At 30 June 2011, EFIC’s capital base was about $408 million of paid-in equity and retained earnings. In the 2012-13 Budget, the Australian Government made an allowance for a special dividend of $200 million to be paid from EFIC’s capital and reserves (Australian Government 2012). 

In its submission to this inquiry made before the Budget announcement, EFIC observed:

EFIC is constrained by the size of its balance sheet and capital base from supporting larger transactions over A$100‑150 million. This inability to provide large sums curtails EFIC’s ability to support large export transactions. Without EFIC’s backing, Australian exporters may be disadvantaged as a foreign buyer may direct its procurement plans elsewhere. (sub. 18, appendix A, p. 33)

In the Commission’s view, the only area where government intervention through EFIC may be warranted concerns newly exporting SMEs. In that context, EFIC noted that:

EFIC has sufficient capital to service a number of SME transactions. (sub. 18, appendix A, p. 33)
The Commission also proposes that this intervention will be more limited than currently, due to the adoption of more restrictive criteria for defining an SME.
In sum

The Commission considers that neither the expansion of the scope of EFIC’s operations through amendments to the EFIC Act proposed by EFIC, nor EFIC’s recent expansion into supporting resource-related projects located in Australia and their suppliers, are justified on market failure grounds. Therefore, the Commission recommends that EFIC’s support for resource-related projects located in Australia should cease, and there should be no further broadening of EFIC’s activities. In particular:

· EFIC should be given a direction by the Minister to cease support for transactions that are not based on an export contract.

· The Australian Government should not proceed with a broadening of the eligibility criteria under Part 4 of the EFIC Act. Specifically, the EFIC Act should not be amended to: 
· give EFIC additional powers to support offshore investment

· allow EFIC to enter into loans for the export of non-capital goods.

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.
10.2
Structural and operational reform of EFIC
It is the Commission’s view that a number of changes should be made to EFIC’s mandate and operations to ensure its CA activities align with a market failure rationale for government intervention. These changes seek to improve EFIC’s governance arrangements and ensure that it offers export finance products to newly exporting SMEs on a commercial basis, that is, the price for EFIC’s financial services should cover the expected full economic costs of provision.
A more clearly defined objective

The Commission has concluded that there may be information-related market failures affecting access to export finance and insurance by newly exporting SMEs. EFIC’s CA objective should be to address these market failures. EFIC’s role should be to demonstrate to the private sector that providing export finance to newly exporting SMEs can be commercially viable. This role is consistent with EFIC’s function under section 7(b) of the EFIC Act:
 … to encourage banks, and other financial institutions, carrying on business in Australia to finance, or assist in financing, export contracts or eligible export transactions …

In order to perform this role, it is important that EFIC generates reliable and relevant information that is disseminated to market participants. It is essential that EFIC operates on the same basis as the private sector — with price covering expected full cost of provision. This should be underpinned by removing EFIC’s exemptions from competitive neutrality arrangements. This will not only improve EFIC’s incentives to provide financial services more efficiently, it will also improve the incentives of those who use EFIC’s financial services. EFIC’s services will be demanded when it is more efficient — from an economy-wide perspective — to do so.

As a matter of good governance, the scope of EFIC’s operations should be regularly reviewed, internally through its audit program, and independently, for consistency with its mandate.
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.
Changes to the product scope

The financial products and services offered by EFIC should address the source of any market failure in the most direct way possible, and generally be the minimum necessary to facilitate the efficient functioning of the market. Some of the products offered by EFIC are rarely used by its clients because they are widely available from private sector providers or there are preferred alternatives. For example, EFIC acknowledged in its submission that ‘political risk insurance represents a small and infrequent portion of EFIC’s business’ (sub. 18, appendix A, p. 29).
Some of EFIC’s other products may not be matched to a policy problem. For example, EFIC’s Producer Offset loan brings forward payment of a government rebate for film production. EFIC justified retaining this product by stating:

Due to the small size of the transaction and the high level of documentation involved, it would be difficult and unnecessarily costly for EFIC to provide guarantees to commercial lenders to support these transactions. (sub. DR90, p. 76) 
However, the Commission does not consider EFIC’s involvement in the Producer Offset scheme is necessary at all. As discussed in chapter 3, this product is available from several private and public sector providers. More importantly, to the extent that there is any inefficiency associated with accessing the Producer Offset scheme, it is best to address it through the effective design of that program, rather than through EFIC. 
More broadly, where the inefficiencies arise out of information problems, the most direct and least distortionary way of addressing them is through providing the information to market participants. At the other end of the spectrum is full public provision of finance and insurance that displaces any actual or potential participation by private sector providers. Between the two extremes are financial and insurance products, which by their nature require complementary participation by a financial institution (figure 10.1). For example, provision of a guarantee by EFIC presupposes the involvement of a financial institution to provide a product such as a loan.

Figure 10.1
Alignment of government action with information problems affecting access to export finance and insurance
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As outlined in chapter 3, EFIC provides a range of export finance and insurance products. These products can be classified into one of the categories below (table 10.1). 
To the extent that the dissemination of information may not be a cost-effective or practical approach to addressing the information-related problems that affect access to export finance and insurance, there are several compelling reasons for limiting the scope of EFIC’s products to those that require the involvement of private sector providers.

First, this approach limits the scope for EFIC to crowd out the private sector, with operations limited to areas in which the private sector may underprovide financial services due to information-related market failures. Second, where private sector providers have cost advantages in delivery (both by virtue of their size and a stronger profit maximising motive), this approach would capitalise on those advantages. 

Third, facilities that require participation of another financial institution are a more direct way of generating a demonstration effect and facilitating future private sector involvement. This approach will also generate useful information on private sector capacity and could inform decisions on whether government presence is still warranted.
Table 10.1
Classifying EFIC’s products and services 

	Information dissemination
	Complementary provision 
	Full public provision

	Export Finance Navigator
	Export finance guarantee
	Direct buyer finance

	Country profiles
	Documentary credit guarantees
	Direct exporter finance

	World Risk Developments
	Working capital guarantee
	Producer Offset loan

	Economics chartpack
	Foreign exchange facility guarantee
	Contract bond insurance

	Global Readiness Index 
	Reinsurance
	Bond insurance

	
	Advance payment, performance and warranty bonds that are provided by the client’s bank and guaranteed by EFIC
	Insurance to cover sovereign and country risk

	
	US bonding line
	Credit insurance

	
	
	Advance payment, performance and warranty bonds that are provided directly by EFIC to the buyer


In the United Kingdom, a divestment of the short-term insurance arm of the Export Credit Guarantee Department (ECGD) was preceded by the agency limiting its services to reinsurance for private providers. The subsequent lack of demand for such reinsurance provided the evidence that private sector capacity was sufficient and future government involvement was no longer warranted (NERA 2000). 

In an economic analysis of the US Export-Import Bank, Baron (1983) assessed the rationale for government provision of export finance and argued that even where it was warranted, direct lending would exceed the minimum required to resolve the market failure. Baron concluded that loans were an inferior option to loan guarantees and insurance. Similarly, Ascari (2007) argued that provision of guarantees limited the risk of crowding out other participants because the product still requires an underlying loan from the private sector.
In its response to the Commission’s draft report, EFIC noted that in the majority of cases it operated by providing guarantees. However, it argued that the approach of limiting its scope to just that type of product was flawed:
This rigid approach reduces the ability of EFIC to structure flexible responses to the increasingly complex demands of exporters. (sub. DR90, p. 77)

It further claimed: 

The evidence from the GFC is that a guarantee only model has a fundamental weakness in a credit crisis … ECAs that provide only guarantees and insurance have been struggling to establish funding vehicles in the context of a credit market collapse. (sub. DR90, pp. 77-78)

However, as discussed in chapter 5, the Commission considers that those arguments are not grounded in a sound rationale for government intervention. While it is important that EFIC’s ability to generate a benefit for its client base is not unduly compromised, the underlying and more important objective is targeting the potential market failures affecting private sector provision of finance and insurance. As noted, fluctuations in the global supply of finance, in and of themselves, are not a sound rationale for intervention, nor is supporting exports as an end goal likely to maximise the net benefit to the community as a whole.
In future, the Commission considers that EFIC’s product range should be limited to guarantees and bonds, that fall within the definition of a ‘guarantee’ in section 3 of the EFIC Act. This includes the provision of bonds on behalf of the exporter. In times of significant market disruption, and subject to ministerial direction, there may be a case to temporarily include the provision of reinsurance in the product range to cover sovereign and country risk insurance provided by the private sector.
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.

Limiting the number of facilities provided to EFIC’s clients
Several of EFIC’s clients have been provided with many facilities. This repeat business is inconsistent with EFIC effectively pursuing a demonstration role for private sector providers and locks in the status quo in the export finance and insurance markets. It reduces the incentives of exporters to find alternative sources of finance or alter their business practices, and can discourage the private sector from developing the requisite capacity to assist newly exporting SMEs.

There is a strong case to establish a limit on the number of facilities to be provided to the same client on the CA. In its draft report, the Commission proposed a limit of three, with subsequent facilities requiring approval by the EFIC Board and notification to the Minister. EFIC and several of its clients disagreed with this recommendation (box 10.1).
Do not delete this return as it gives space between the box and what precedes it.
	Box 10.

 SEQ Box \* ARABIC 1
Some participant views on the limit of three facilities per client

	· EFIC may assist the same firm in one market more than once. If the firm’s transaction bank supports the bulk of the firm’s activity with the exception of one market, it will be more efficient for EFIC to provide support than the firm to experience switching costs. EFIC may assist the same firm in more than one market. If the ‘market gap’ is perceptions of risk in different markets (e.g. five different emerging and frontier markets), or funding issues (e.g. large infrastructure projects or the export of high-value capital goods), there could be demand for EFIC’s support. (EFIC, sub. DR90, p. 79)
· We are concerned that the Productivity Commission report has recommended EFIC should not support companies more than 3 times … The arbitrary limit does not take into account such things as the possibility of new markets, new products, new services, different EFIC products available now or in the future … (Synertec, sub. DR43, p. 2)

· What is the rationale for stopping at three transactions? If there is an information gap for 3 transactions, there is likely to be the same gap for 10, 20 or 103 transactions. Such a gap does not suddenly disappear after 3 transactions. (Whittle Consulting, sub. DR60, p. 3) 

· … certain industry sectors have a greater need (eg shipbuilding where the asset is literally ‘floating’) and industry confidence will not be sustained on the back of ‘we’ll support your first sales and then you are on your own’. If the private sector had appetite for these transactions they would be there on day one. (Export Council of Australia, sub. DR107, p. 3)

	

	


The Commission disagrees with participants that argued that EFIC should continue to provide support until it is available from private sector providers on terms suitable to the exporter (and by implication, provide it indefinitely, if no private sector support is forthcoming). As discussed in previous chapters, absence of private sector support could indicate appropriate commercial decisions on the risks and expected returns of the project. The Commission also disagrees with the argument that continued support is warranted to avoid the cost of switching to another provider. As discussed in chapter 7, the costs of switching to another bank are not a market failure and continued support on this basis is likely to entrench the status quo and be inefficient in the long run.
However, the Commission acknowledges that a blanket approach may not be optimal in all cases. It also agrees that the potential information-related failures are not limited to the risks specific to the newly exporting SME. As discussed in chapter 5, the second area where information problems may prevent commercially viable export transactions relates to country risks in emerging export markets.
The Commission has revised its recommendation to take the above considerations into account. It considers that a limit of three facilities per client should normally apply. However, there should be some scope to exceed the limit, while still generating a demonstration effect. Proposals to exceed the limit of three facilities should be subject to 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 should not apply to political risk reinsurance facilities provided pursuant to the direction by the Minister.
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.
The need for greater transparency on commercial matters
A key condition for EFIC to successfully perform a demonstration role is that its activities are transparent. In the Commission’s view, the current arrangements are not conducive to performing that role.
EFIC does not publish information on its pricing for particular facilities. Several other Export Credit Agencies (ECAs), including those of Germany and Denmark provide some guidance on their pricing in the form of online calculators. Under the Freedom of Information Act 1982 (Cwlth) all documents relating to anything done by EFIC under Part 4 (Insurance and Financial Services and Products) of the EFIC Act are exempt from disclosure.
Within a month of execution, EFIC should publish information on the facilities it approves on the CA, including the name of the firm, price and other terms of provision. This would facilitate the pursuit of three objectives:
· It would demonstrate to private sector providers where EFIC is placed in the market and possibly highlight some commercial opportunities.
· It would reduce the transaction costs for EFIC’s potential clients and private sector providers.

· It would impose pricing discipline on EFIC and discourage strategic behaviour by potential clients to obtain support on subsidised terms.
In its submission to the draft report, EFIC (sub. DR90) argued against disclosing information on the price and terms of its facilities, on the following grounds:
· EFIC’s clients have a reasonable expectation of client confidentiality — disclosing the prices of the facilities indicates a credit judgement by EFIC and could have adverse consequences for its clients.

· The disclosure would not achieve its objectives, because the information would not be useful for market participants due to: 
· EFIC’s pricing being affected by information not related to the exporter, such as the buyer’s credit worthiness and country of origin 

· the bespoke nature of the facilities. 
The Commission is not proposing that the broader financial details of the applicant are made public, rather only information that relates to the facility. The Commission does not expect that the publication of this information would generate a significant impost for EFIC’s clients, and it has not received any evidence in submissions from EFIC’s clients to indicate otherwise. For example, Marine Western Australia indicated that such disclosure would not be a concern for its members (trans., p. 21) and Greyhound Australia (sub. DR59) supported the recommendation. Furthermore, to the extent that EFIC’s clients are aware of the disclosure requirements prior to obtaining the facility, this would form part of their consideration on whether to obtain it. Consequently, only the facilities for which the benefits of disclosure outweigh the costs will be provided. 
The Commission also disagrees that disclosure will not generate useful information.  First, as discussed by the Commission, information-related market failures are not necessarily limited to the exporter and could include the buyer’s country. Thus, even where EFIC’s pricing primarily reflects the risks relating to the buyer’s country, it could still be addressing an information-related market failure. Second, while individual facilities may be bespoke in nature, their demonstration value should not be assessed in isolation. The information published by EFIC relating to facilities for a particular importing country, type of export or exporter should be considered in aggregate and as such, would have demonstration value. For example, the Australian Centre for Renewable Energy stated:

ACRE agrees with [the] recommendation … and believes that the publication of transactions executed by EFIC would be an important measure to correct the information failure which currently exists with financiers and investors considering renewable energy projects. (sub. DR115, p. 2)
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.

A move to another form of provision?
The Commission has also given consideration to whether a different model of provision would be more appropriate, drawing on the experience of other ECAs. The similarities and differences between the approaches of other ECAs are discussed in appendix C.

ECAs around the world broadly fall into three institutional models, namely the:

· departmental model

· state-owned corporation or agency model

· private company as agent model (Wang et al. 2005) (table 10.2).
Departmental model

The setting up of ECAs as government departments is relatively rare in OECD countries. The United Kingdom’s ECGD is an example of this model, with the ECGD responsible to the Secretary of State for Business, Innovation and Skills.

ECAs set up under a departmental model are typically less structurally independent than those constituted under an arm’s length state-owned corporation or agency model. However, depending on prevailing governance arrangements, departmental agencies might be more accountable to the government and Parliament.

The departmental model is likely to be more appropriate when an agency is predominantly pursuing non-commercial objectives on behalf of government. Where agencies are largely commercial in their operations, there are likely to be benefits from providing them with greater independence and placing them on a more commercial footing. Thus, the Commission considers that the departmental model is not suitable for the role proposed for EFIC.
Table 10.2
Selected ECAs: institutional models and product offerings

	
	
	
	Key product offerings

	ECA
	Country
	Institutional model
	Loans
	Insurance
	Bonds and guarantees

	EFIC 
	Australia
	State-owned
	(
	(
	(

	ECGD
	United Kingdom
	Departmental
	
	(
	(

	US Ex-Im
	United States
	State owned
	(
	(
	(

	NZECO
	New Zealand
	State owned
	
	(
	(

	Coface
	France
	Private
	
	(
	

	Euler Hermes
	Germany
	Private
	
	(
	(

	Atradius
	Netherlands
	Private
	
	(
	(

	EDC
	Canada
	State-owned
	(
	(
	(

	JBIC
	Japan
	State-owned
	(
	
	(

	NEXI
	Japan
	State-owned
	
	(
	(

	Sinosure
	China
	State-owned
	
	(
	(

	China Ex-Im
	China
	State-owned
	(
	
	(


Sources: Berne Union (2011); ECA websites.

State-owned corporation or agency model

The state-owned corporation or agency model is the most commonly employed for ECAs, and includes agencies such as EFIC, the Ex-Im Bank in the United States and the New Zealand Export Credit Office (NZECO). This model puts agencies at arm’s length from government, providing them with greater autonomy and making them less vulnerable to political intervention by ministers.

Among those ECAs constituted under this model, there are varying arrangements incorporating differing degrees of independence. The Ex-Im Bank in the United States is constituted as an independent agency by Congress, with appointments to the Board made by the US President after congressional advice and consent. The NZECO is set up as a business unit within NZ Treasury, with the Secretary of Treasury approving all transactions after advice from technical advisers and an independent agent (namely EKN, Sweden’s ECA, appointed after a contestable process). This level of oversight could help to ensure funds are wisely spent.

However, the involvement of a senior departmental official who reports to a minister, and must take into account the views and instructions of a minister in decisions about individual transactions, has the potential to reduce ECA independence. That said, legislative measures to prevent ministers intervening in individual transactions could go some way to dealing with this potential problem — such arrangements are common in other areas of public administration where senior department officials have some statutory decision-making powers.

Where the objectives of an ECA are largely commercial, the state-owned agency model is likely to be most appropriate as it allows ECAs to pursue those objectives relatively free of political constraints. However, for the model to operate effectively, it is important to have effective governance arrangements. Governance arrangements for EFIC are described, and improvements proposed, in chapter 9.

Private company as agent model

While most ECAs are government owned, the governments of some countries have entered into arrangements with private companies to fulfil the ECA role. Examples of such arrangements include Coface in France, Euler Hermes in Germany and Atradius in the Netherlands. Under these arrangements, the companies perform the initial risk analysis and transact on the government account. Where the private company is acting as an agent for the government, all risks remain with the government (Wang et al. 2005). A similar approach, but one where the commercial risks would not remain with the government, involves the private provider receiving a subsidy from the government to undertake transactions on its own account.
Where private firms are used, there could be efficiency gains and benefits from independence, although these are not guaranteed (and the latter would depend heavily on governance arrangements). However, there is also potential for higher transaction costs and conflicts of interest between the government and private company involved. Under the model, governments would still provide direction with regard to the ECA’s overall direction and priorities.

It is also unclear how this approach would overcome the potential market failure identified by the Commission. To the extent that the government has an informational advantage over the private sector in assessing the risks associated with particular transactions, this approach would not utilise it. The Commission considers that its recommendation on limiting EFIC’s product scope to products that require private sector participation strikes a better balance between capturing any informational advantages associated with government involvement and the efficiencies associated with private sector provision.
A move away from provision of finance and insurance — the case for direct provision of information 
An alternative to provision of finance and insurance as a means of conveying information to market participants is for EFIC to provide the information it has directly to the market. As discussed in chapters 2 and 5, there are several state and Australian Government programs aimed at addressing the various information problems potentially faced by exporters. In this scenario, EFIC would operate similarly, while addressing the specific problems affecting the access to finance and insurance of newly exporting SMEs. A variant of this approach involves rolling the function of addressing any information problems affecting export finance and insurance markets into one of the existing Australian Government programs. For example, moving this function to Austrade could generate administrative synergies, although these may be limited, if as claimed by EFIC (sub. 18) and the Department of Foreign Affairs and Trade (sub. 19), the functions performed by EFIC and Austrade are complementary and there is little overlap.
However, the approach of addressing potential information problems through pure information provision faces some practical challenges that would limit its effectiveness. First, it may not be possible to disclose some of the information utilised by EFIC in its assessments due to the sensitive nature of the information.  
Second, this information may not be as credible to market participants as that generated from direct involvement in the provision of finance or insurance. There is a stronger incentive for EFIC to ensure the information it signals to the market is correct where it is the provider of finance and insurance, due to the financial consequences to EFIC of making a mistake. As noted by NERA (2000), potential investors and financiers are more likely to believe government claims about creditworthiness if the government backs its claims with financial resources. 
In summary, the Commission considers that at this time greater gains can be made by focusing on the recommended reforms to EFIC’s mandate, operations and governance, rather than through adopting a different model of delivery of export finance and insurance or a shift to direct information provision.
Summary of the Commission’s proposals

The Commission’s analysis indicates that EFIC’s operations on the CA at present are poorly directed and inequitable. EFIC’s current CA mandate is inefficient, vaguely defined and has not been subject to adequate internal or external oversight. A focus on the so-called ‘market gap’ has meant that EFIC has not targeted its operations to address market failures, but rather to areas that should be the domain of the private sector. EFIC’s pricing and project selection criteria distort the allocation of resources within the trade finance sector and within the economy, and these distortions would be magnified with any expansion of EFIC’s CA operations.

The Commission has concluded that EFIC’s CA operations need to be significantly reformed to reduce the likelihood that financial and reputational risk is unnecessarily transferred to the Australian Government, and ultimately, taxpayers. The reforms to EFIC’s mandate and operations recommended in this report seek to reorient EFIC’s activities to address information-related market failures confronting newly exporting SMEs and to improve EFIC’s governance arrangements. The Commission acknowledges the advice from EFIC that the Commission’s proposed model for EFIC would make it unique among the world’s ECAs. However, the Commission’s assessment is grounded in assessing the rationale for intervention and determining the best policy response.

Finally, the proposed reforms to EFIC’s mandate will be testing for EFIC. However, if it is the case that information‑related market failures are impeding access to finance by newly exporting SMEs, over time private sector providers will see opportunities in this market segment if EFIC is able to demonstrate that these failures are preventing commercially viable export transactions. If demand for EFIC’s services gradually declines over time as a consequence, this should be seen as a policy success. If on the other hand, EFIC struggles to develop a sustainable business, this would be evidence that either the market failures of concern are not extensive or that they are not amenable to being addressed through the direct provision of financial services by EFIC. These matters would need to be considered in an independent review of EFIC.

The Commission’s reform proposals outlined in this and the previous chapters are summarised in table 10.3.

Table 10.3
Selected features of current and proposed arrangements
EFIC’s activities on the commercial account
	
	Current arrangements
	Proposed arrangements

	Objective
	Facilitate and encourage Australian export trade Operate in the market gap
	Address potential information-related market failures affecting newly exporting small and medium-sized enterprises’ (SME) access to export finance

	Policy mechanism
	Provision of export finance and insurance that is not always priced on a commercial basis
	Demonstrating to the private sector that providing export finance to exporting SMEs can be commercially viable

Transparent and limited provision of export finance to SMEs, reflecting expected full economic cost

	Governance 
	Insufficient internal and independent oversight of compliance with mandate 
	Internal audit program and independent review of compliance with mandate 

Improved transparency through publication of corporate plan

	
	Reporting arrangements that are inadequate to assess EFIC’s performance
	Reporting against a performance management framework reflecting the clearly defined, rigorous objective. More frequent reporting to the Minister
Independent review against the new limited mandate three years after revised Statement of Expectations or legislative amendments have passed

	Scope and focus 
	Predominant focus on large corporate clients, and resource‑related projects in Australia 
	Focus on newly exporting SMEs

A direction from the Minister to cease support for resource projects located in Australia, and related infrastructure, and suppliers to those projects

	
	Broad range of products overlapping with those offered by the private sector
	Product range limited to guarantees and bonds, including the provision of bonds on behalf of exporters

	
	No limits on the number of facilities per client. Often repeat clients
	Normally three facilities per client. Proposals beyond the three facility limit should either relate to an emerging export market, or require approval by the Board, be notified to the Minister and be included in EFIC’s internal audit program and independent review

	
	Support can include provision of facilities for transactions indirectly related to Australian export trade
	Transactions limited to those based on an export contract

	
	Relationships with financial institutions beyond demonstration role
	Engagement with financial institutions based on demonstrating commercial viability through transparency in pricing, facing the expected full economic cost of provision

	Operational
 outcomes
	Low rate of return on equity
	Return on equity appropriately benchmarked 

	
	The price of some facilities is not sufficient to cover expected full economic costs
	Pricing that reflects the expected full economic cost of the product or service, underpinned by compliance with competitive neutrality arrangements

	
	Strategic conduct by clients
	Low incentive for strategic conduct by clients due to appropriate pricing, transparency and increased disclosure requirements

	
	Misallocation of resources that impose an efficiency cost on the Australian economy
	Private sector provision of export finance to newly exporting SMEs achieved through a demonstration effect


10.3
Next steps

Mechanics of reform

Some of the reforms to EFIC’s mandate, structure and operations proposed in this report require amendments to the EFIC Act, although initially many of the reforms can be instituted through the Statement of Expectations, and a ministerial direction. The Commission considers that, where possible, the changes should not wait for legislative amendments to be passed by Parliament but that having the measures clearly specified in the Act would ultimately be prudent. 

Sections 9(2) and 9(3) of the EFIC Act provide a mechanism for the Minister to issue broad directions to EFIC on the performance of its functions:

9(2) The Minister may give written directions to EFIC with respect to the performance of its functions or the exercise of its powers if the Minister is satisfied that it is desirable in the public interest that the directions be given. 

(3) EFIC must comply with any direction under subsection (2).
The Commission notes that this power is limited by section 9(5) which states:

9(5) Subsection (2) is not intended to authorise a direction: 

(a) requiring the Minister’s approval of the entry by EFIC into a particular contract or the giving by EFIC of a particular guarantee or the making of a particular loan; or 

(b) giving the Minister power to determine that EFIC is or is not to enter into a particular contract, give a particular guarantee or make a particular loan.
However, the Commission considers that its recommendations are broader in scope than directions that apply to a particular transaction and, therefore, would not fall under s. 9(5). 
The Commission recommends that — pending legislative amendment where it is required — the proposed changes should, where possible, be directed by the Minister in the form of a ministerial direction or revised Statement of Expectations (table 10.4).
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.
Table 10.4
Possible mechanics of reform 
	
	Implementation instrument

	Recommendation
	
	MDa
	SoE
	EFIC Act
	Other

	Mandate
	
	
	
	
	

	7.1
	Market gap mandate to be discarded
	
	
	(
	
	

	10.2 10.3
	Objective changed to addressing information failures for newly exporting SMEs via demonstration effect for the private sector
	
	
	(
	(
	

	10.1 10.3
	EFIC to cease supporting projects not based on an export contract and persons indirectly involved in exporting
	
	(
	
	(
	

	Scope of operations

	5.1
	SMEs defined as entities with annual turnover of $50 million or fewer than 100 employees 
	
	
	(
	
	

	10.3
	Product range limited to guarantees and, subject to ministerial direction, political risk reinsurance 
	
	(
	
	(
	

	10.4
	Limit on the number of facilities per client 
	
	
	(
	
	

	Pricing of products and services

	6.2
	EFIC required to price its facilities at expected full economic cost and achieve an appropriately benchmarked rate of return 
	
	
	(
	
	

	
	Exemption from competitive neutrality arrangement removed; report revenue relating to tax-equivalent charge and debt neutrality fee pending amendment of EFIC Act
	
	
	(
	(
	

	6.1
	Process for allocating risk scores to be independently reviewed
	
	
	(
	
	

	10.5
	EFIC to disclose price and terms of its facilities 
	
	
	(
	(
	

	Financial performance and risk management

	8.1
	EFIC to set a limit on particular industry exposures 
	
	
	
	
	(

	8.2
	Size and scope of EFIC’s treasury to be reviewed by The Treasury and the Department of Finance and Deregulation
	
	
	
	
	(

	8.3
	EFIC Act to be amended to allow the Minister to direct the Board to return surplus capital 
	
	
	
	(
	

	Governance

	9.1
	EFIC’s Board not to have Australian Public Service members
	
	
	
	(
	

	9.2
	EFIC’s compliance with operational restrictions to be included in the internal audit program
	
	
	(
	
	

	9.3

9.4
	Corporate plan to be tabled; EFIC to report quarterly against it
	
	
	(
	(
	

	
	Performance management framework; reporting of performance in annual report and corporate plan.
	
	
	
	(
	

	Social and environmental obligations
	
	
	
	
	

	9.6
	Public disclosure of involvement in projects with potentially significant environmental or social impacts
	
	
	(
	
	

	9.7
	EFIC’s international obligations clarified by the Minister; compliance subject to internal audit program
	
	(
	
	
	

	9.8
	EFIC’s exemption from FOI to be removed
	
	
	
	(
	(

	National interest account

	9.5
	National interest objectives only considered in the context of NIA
	
	
	(
	
	

	
	NIA proposals to be assessed on cost effectiveness against alternatives; justification for approval made public 
	
	
	
	
	(

	
	Information on performance of facilities to be published by the Australian Government
	
	
	
	
	(


a Ministerial direction under section 9 of the EFIC Act.  

Future review of EFIC

EFIC should operate under this mandate until it is next reviewed by an independent body. Its performance against the objective of addressing information-related failures in financial markets affecting newly exporting SMEs should be independently reviewed three years after a revised SoE is issued by the Minister or the amendments to the EFIC Act have been passed by Parliament, whichever occurs first. At this time, there should be sufficient information available to form a more definitive view of the extent of any market failures affecting newly exporting SMEs. Based on this view, the independent review should consider whether the rationale for government intervention remains valid, and whether the provision of export finance and insurance through EFIC is the most effective and efficient way of addressing any failures in financial markets that are impeding otherwise commercially viable export transactions. The review should also include examination of alternative arrangements for post-approval administration of the national interest account to ensure current arrangements meet government objectives at least cost.
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.
� 	At the time of writing this report, no decision had been taken by the EFIC Board as to whether EFIC would provide debt or a guarantee to the Ichthys project but discussions have taken place on EFIC’s support.
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