	
	


	
	



7
Economic impacts of current arrangements
	Key points

	· EFIC is expected to perform its functions only in circumstances where private sector providers are not able or willing to provide services for financially viable transactions and projects. This is referred to as the ‘market gap’ mandate.
· The market gap can cover circumstances where there is no market failure that warrants EFIC’s intervention in financial markets.
· EFIC is unnecessarily changing the allocation of resources in the economy if its involvement in financial markets is not addressing a market failure.
· The greater the flow on or multiplier effects of EFIC’s intervention, the larger the economy-wide distortion if the intervention occurs in the absence of a market failure.
· Where EFIC engages in projects and transactions that would have gone ahead without its participation, it will be crowding out a private sector provider of finance, or removing the need for companies to call on other sources of finance, including equity.
· There is no convincing evidence that there are problems relating to the provision of capital to resource‑related projects in Australia, or suppliers to those projects, that require EFIC’s intervention in financial markets. 
· EFIC’s involvement generates a benefit for a small number of clients and parties to the transaction. However, the costs are borne by others in the economy, including the direct competitors of the assisted firms and the taxpayer.

· EFIC’s relationship with private sector providers of finance and insurance, exporters and other export credit agencies alters incentives to efficiently provide and consume export finance and insurance.

· Private sector providers of finance and insurance benefit from their relationship with EFIC in several ways including through the transfer of some of their risk to EFIC and achieving higher returns.
· EFIC’s support may be becoming entrenched in some firms’ business strategies. This includes exporting firms and, to a smaller degree, some private sector providers of financial services.

	

	


Chapter 5 examined potential rationales for maintaining an export credit agency and concluded that, with the exception of some information‑related market failures affecting newly exporting small and medium-sized enterprises (SMEs), the provision of financial services through the Export Finance and Insurance Corporation (EFIC) is not warranted on market failure grounds. Chapter 6 considered how EFIC prices its financial products and concluded that some of its facilities were priced below the expected full economic cost of provision.
This chapter examines the economic impacts of EFIC’s operation on the commercial account (CA) in the context of its market gap mandate, and the earlier finding that some of EFIC’s transactions are subsidised. It also considers EFIC’s relationship with private sector providers of finance and insurance, exporters and other export credit agencies (ECAs) to examine the effect EFIC has on their incentives to efficiently provide and consume export finance and insurance.
7.

 SEQ Heading2 1
The market gap
EFIC’s capacity to support Australian exporters on its commercial account is qualified by its market gap mandate — it is only to operate where the private sector is not able or willing to service viable Australian export transactions or overseas projects.
The purpose of the market gap mandate is to constrain EFIC’s activities to parts of the market that are not served by the private sector thereby seeking to ensure it complements, rather than competes with private sector providers. The market gap mandate is the basis for EFIC’s exemption from competitive neutrality arrangements (discussed in chapter 6).
EFIC noted in its submission to the draft report that efforts to give greater certainty to Government and EFIC’s clients include developing criteria for the market gap (box 7.1) and the establishment of a ‘portfolio risk band’. The portfolio risk band is a:

 … quantitative risk‑based measure for EFIC’s activities (i.e a portfolio that was too risky could result in losses, or a portfolio of too high quality might suggest EFIC’s activities were intruding on the market. (sub. DR90, p. 23)
The criteria and the process EFIC uses for assessing the presence and size of the market gap are vague. It is also not clear how an indicator of risk, in isolation from knowledge of the price a private sector provider would be willing to accept to compensate for that risk, provides further guidance on the presence or otherwise of a market gap.
EFIC argued that the ‘market gap recognises instances of market failure’ (sub. 18, p. 9). The four rationales for government intervention claimed by EFIC in its submission to the Commission’s Issues Paper were credit rationing, information, cross-border contracts and financial crises. The Commission’s assessment of these rationales is discussed in chapter 5. It was also noted that, even if a market failure is present, this does not necessarily mean governments should intervene or that the most efficient form of intervention is government provision of export finance and insurance through EFIC.
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	Box 7.1
EFIC’s criteria for the market gap

	EFIC states that it assesses transactions on a case-by-case basis using six markers to determine whether the transaction meets the definition of ‘market gap’:

· risk — such as country or project specific risk

· size — whether the project’s size affects commercial market participation

· term — a facility with a longer term will be more likely to be in the market gap than shorter term facilities

· industry — higher risk industries, such as developing industries, are more likely to be in the market gap

· firm size — whether the firm’s size or experience creates a barrier for commercial providers, or the firm’s experience heightens their perception of risk in a particular market

· private market capacity — whether current country or project limits, term constraints or lack of relevant experience affect the extent or quality of coverage provided or the consistency or reliability of private sector support.

	Source: EFIC (sub. 18).

	

	


Is there a market gap?
EFIC’s market gap mandate may encourage it to take on some transactions that are riskier than private sector providers are usually willing to accept given the expected returns from the transaction. For example, long-term loans are more risky to finance than short-term loans, all other things being equal. Similarly, transactions involving firms with relatively little experience in exporting may be more risky than other transactions. So too, may transactions involving firms that operate in comparatively risky industries, or that export to nations with high sovereign risk or poorly functioning legal systems. 

EFIC states that two of the reasons clients seek support are credit constraints within the private sector and EFIC’s ability to assist with long-term financing requirements beyond the capacity of the private market, for example, facilities with tenor of more than 10 years (sub. 18).
Should EFIC take on more risk than private sector providers?

Risk is most efficiently borne by those best able to manage it and not just those able to afford it, particularly where it comes to government providers that are not subject to the same commercial discipline and constraints that apply in the private sector.
The fact that it is difficult to secure finance and insurance for high-risk export transactions is not surprising as it reflects the nature of financial markets and the fact that capital is scarce. Exporters must pay more to secure finance or insurance for high-risk transactions than for low-risk transactions. As a result, high-risk transactions will not go ahead where the cost of financing or insuring those transactions is such that the transaction would no longer be commercially viable. This is not a market failure but an essential feature of financial markets that is consistent with prudent financial management.

Government attempts to interfere with the process of allocating capital through well‑functioning markets potentially increases the number of bad loans made and may lead to inefficient market outcomes (Day and Liebowitz 1998). The examples of failed attempts by Government-run financial institutions to allocate capital to opportunities rejected by the private sector (discussed in chapter 4) lend support to this argument. Jubilee Australia observed:

 … just because a project or transaction is beyond the risk appetite of private financiers, this does not alone signal the need for government intervention in the form of official export credit, whether on the Commercial Account or the National Interest Account. In this case, rather than facilitating and encouraging Australian exports to the benefit of the wider Australian community, EFIC is being used to shift the risk for global trade and investment from private banks and companies to the public-sector, taxpayer backed export credit accounts. EFIC is, in this case, the ‘lender of last resort’ for Australia’s riskiest export activities. (sub. 12, p. 7)
The transaction based approach to the market gap — evidence from participants
For the most part, it appears the private sector offers the same types of products as those offered by EFIC (although this does not mean they are offered in all markets, such as those with high sovereign risk) (chapter 3). This suggests that the issue may primarily be the price and other conditions on which individual transactions are not supported by the private sector. This is confirmed by EFIC’s board papers that indicate the market gap is generally defined in the context of individual transactions that EFIC considers would otherwise not attract sufficient support from the private sector (discussed further in chapter 9).
Evidence from participants shows that a number of transactions in which EFIC has become involved on the basis of the market gap do not have a sound market failure basis for intervention.
Assisting the firm to meet its preferences for risk and sources of finance
Brookfield Rail obtained debt financing from a syndicate of banks to fund a $565 million rail upgrade in Western Australia (box 7.3). Brookfield Australia’s submission states:

Brookfield Rail was required to secure additional debt financing in order for the investment program to provide the return profile required to warrant the investment of equity by its parent. (sub. DR102, p. 1)

Brookfield Australia also indicated that the construction facility was required to adhere to a framework for additional indebtedness provided under the existing syndicated loan facility. Among other conditions, the framework required that security associated with capital expenditures and increased indebtedness be provided. EFIC entered into an agreement with Brookfield Rail in 2011 to provide a US$270 million insurance policy to meet this requirement for additional security.

In this example, it appears that the preferences of the parent company, Brookfield Asset Management, and Brookfield Rail’s lenders played an important role in the requirement for EFIC participation in the transaction. Additional debt was required to meet the company’s preferences for a particular investment return profile and additional security was required to meet the lender’s risk preferences. The company’s internal policy determined more debt was needed and, in turn, Brookfield Rail’s lenders determined that insurance was needed to enable the investment to go ahead — not a failure in financial markets.
It may also be the case that the Australian Government’s or EFIC’s participation is explicitly cited by clients or private sector providers as a precondition for the transaction to go ahead. The ship building company Austal, for example, stated that EFIC support has often been made a precondition by clients to facilitate the sale of their vessels. This is typically the case when the commercial lender in the buyer’s country is unable to fund a transaction. The submission goes on to state that commercial lenders are withdrawing from the market due to turmoil in global financial markets, a situation compounded by upheaval in European capital markets (sub. 27).
At the public hearing Austal stated that, in relation to the sale of a particular vessel:

The sovereign nation that we're dealing with has said that they do need funding support for the transaction. They have specifically asked for Australian government support. (trans., p. 50)
As noted earlier, EFIC’s participation in export transactions lowers the risk borne by other parties to the transaction. A preference for EFIC or Australian Government participation is an explicit call to shift risk from the participants in the transaction to taxpayers — and does not constitute a market failure.
EFIC’s involvement in a transaction may also allow a firm’s owners to avoid diluting their equity.
When asked whether it would consider finding other equity partners, Bronx International stated:
I think that will only happen if we wanted to diversify into a different sort of business … We don’t see any need really to get a lot of equity for the sort of business we’re doing now … (trans., p. 209)

There are alternate sources of finance available to a firm’s owners when seeking to expand their operations. Owners may have preferences for certain types of finance over others, and even preferred times at which to access sources of finance including equity; nevertheless, a reluctance to issue new equity, and thus dilute the ownership of existing shareholders, does not represent a market failure or provide grounds for support by a government agency such as EFIC.
Supporting clients because of transaction costs of switching to a private provider 
In justifying the grounds for repeat business with Shark Bay Salt, EFIC commented:
EFIC provided support because the company’s Australian bank could not confirm the letters of credit due to its internal counterparty/country limits on Indonesia. The cost to the exporter of moving to another bank was prohibitive due to ‘switching costs’ and without switching, other banks would have little incentive to support a ‘one-off’ (relatively small) export transaction. (sub. DR90, pp. 80–1)
Reluctance on the part of an exporter to incur the costs of finding a bank more supportive of their business activities is not an instance of market failure. It is in the interests of an exporter to investigate alternative financial providers and the costs of switching are part of that decision. Other firms and individuals within the economy regularly make these decisions without any government involvement.
A means of overcoming prudential limits of the client’s banks
Another instance illustrating that the market gap concept is not equivalent to market failure occurred in relation to a direct loan provided to Leighton Holdings announced in 2009. Of this facility, EFIC (2009a) stated:
Growth in its Indonesian operations meant the Leighton Group needed to expand its existing mining fleet and equipment. Leighton has strong business fundamentals, but approached EFIC for assistance as it had reached its approved offshore leasing limits with its banks. (p. 25)
However, the fact that a company has reached the prudentially determined credit limit of their bank normally would not be a ground for intervention by a public agency. Financial institutions limit their exposures to risks as part of sound financial practice. As discussed throughout this chapter, there are alternative sources of finance available to businesses such as equity raising.
Supporting clients unable to secure finance because of recent financial distress

EFIC offered a bond facility in the 2011‑12 financial year to Greyhound Australia for transport services in Western Australia (box 7.2). This is part of an initiative involving suppliers of goods and services that form an ‘integral’ part of an ultimate export (trans., pp. 117–9). In discussing this particular facility, EFIC remarked:
 … Greyhound went through some difficulties and the company was turned around and is backed by a number of banks. None of them were prepared to issue the bond, or not under the circumstances. So therefore we negotiated with Greyhound … (trans., p. 122)
This would also not provide grounds for intervention if, in this case, the banks concerned were not willing to issue the bond with less than full-cash cover due to the recent financial performance of the prospective client. Financial institutions examine the recent financial performance of prospective borrowers and unless their decisions are affected by information problems (discussed in chapter 5), the outcomes would not justify government intervention through EFIC.
Assisting clients to meet project and financing deadlines

Wiggins Island Coal Export Terminal (WICET) Pty Ltd, for example, submitted to the Commission:
EFIC’s involvement from April 2011 and final commitment in September 2011 was a critical component for WICET being able to complete the financing. WICET’s mandate could have been withdrawn by the Queensland Government had Financial Close not been achieved within the State’s timeframe. (sub. DR37, p. 5) 
The failure by one party to the transaction to meet a commercially agreed deadline is not a market failure and would not form the basis for government assistance elsewhere in the economy. Delays in reaching financial close can be the result of private risk preferences. Delays may indicate, for example, that potential parties to the transaction regard the project’s financing structure as commercially unattractive, that one of the parties requires more information before confirming their participation, or that the firm was too ambitious in its ability to meet the timeframes set by it or the government.
Do not delete this return as it gives space between the box and what precedes it.
	Box 7.2
Should EFIC have supported Greyhound Australia?

	In 2012, EFIC provided a $5 million performance bond on behalf of Greyhound Australia (EFIC 2012f) for it to meet the terms of a $105 million contract to provide coach services for a mining operation at Wheatstone in Western Australia. The facility is one of the first under a new initiative to serve suppliers contributing to the production of exports but who themselves do not export. Under the initiative, suppliers ‘must form an integral part of the overall resource export project’ to be eligible for EFIC’s support (EFIC ndd, p. 1). Eligible suppliers can apply to EFIC for bank guarantees, working capital support and longer-term finance.
A market gap?
The ‘market gap’ identified by EFIC was the unwillingness of Greyhound Australia’s bankers (including ANZ which is also the company’s former majority shareholder) to provide a bond with less than full-cash cover. This was despite Greyhound Australia’s long history in the coach industry, its financial restructure and its other contracts to service mining operations. At public hearings EFIC stated:

The performance bond is for six years. There is no bank in Australia that is willing to take risk on Greyhound for six years. There is just not the slightest question about it. What EFIC has done is provide that bond to Greyhound to enable it to win business. (trans., p. 129)

Greyhound Australia’s inability to source a performance bond with less than full-cash cover may in part stem from its financial situation — an insolvency and turnaround advisory firm was appointed by ANZ to restructure the company in 2006 and in recent times, Greyhound Australia has undertaken a review of its business strategy.

	(Continued next page)
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	Box 7.2
(continued)

	An inability to source a financial product because of a firm’s particular financial situation does not constitute a market failure. A range of alternatives may have arisen if EFIC had not provided a performance bond. For example, Greyhound Australia may either have renegotiated the terms of service, provided a bond with full-cash cover or the contract may have been awarded to another firm. In fact, EFIC’s actions precluded those outcomes. It stated:

We gave them the financial support they needed to ensure that they won that business and it couldn't go elsewhere. (trans., p. 130)

Local content?
Information provided to the Commission by EFIC indicates Greyhound Australia was the preferred tenderer over a number of Australian competing tenderers, and one with foreign ownership (EFIC pers. comm., 11 April 2012). When assessing Greyhound Australia’s application for the performance bond, EFIC did not seek to confirm which firm was the next preferred tenderer. This was despite stating at public hearings: ‘what is important is the Australian content component, and this is why this initiative has been started’ (trans., p. 124). EFIC’s focus was on Greyhound Australia’s ability to proceed with the contract, and less so on whether its support for Greyhound disadvantaged local competitors.
Relationship to exports?
At public hearings, EFIC was also unable to present a clear rationale as to why coach operators servicing domestic resource projects should be eligible for assistance when other suppliers, such as cleaners and caterers, are not (trans., p. 127). In assisting Greyhound Australia, EFIC has adopted a very broad definition of exports, a precedent bringing a significant risk that it will continue to extend its activities where no market failures are present.

	

	


Market gaps per se do not warrant government intervention 
Given the discussion above, the Commission does not consider that the market gap concept is helpful in establishing whether government intervention may be warranted. The concept of the market gap is so broad it captures transactions that have no market failure rationale for government intervention. For these reasons, the Commission considers that the market gap concept is unsound and does not ensure that EFIC’s activities address a market failure.

In the context of a well‑functioning financial market, there will be sound reasons why private providers do not support particular transactions. The disconnect between market failure and the market gap means that EFIC’s decisions to support a transaction are not based on economic signals that would normally incentivise the provision (and consumption) of export finance and insurance. This has the consequence that EFIC is involved in transactions that unnecessarily change the allocation of resources in the economy. Assurances by prospective clients that other sources of capital have been exhausted, a client’s preferences for risk or a particular business model, or a reluctance to bear the full costs of alternatives are not sufficient to determine that EFIC’s involvement in a transaction or project will enhance the economic welfare of the Australian community.
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.
Application of EFIC’s market gap mandate — domestic resource projects and large companies
Further consideration of EFIC’s activities demonstrates how operating under a market gap mandate enables it to become involved in financing or supporting large projects that are not subject to market failures. This involvement distorts the allocation of resources in the economy and exposes the Commonwealth to non‑trivial financial risk.
EFIC’s support of large firms and resource-related projects

The provision of facilities for large firms formed a significant proportion of EFIC’s 2010‑11 signings (table 7.1). In addition, EFIC has recently turned its focus to financing projects located in Australia related to the export of resources. EFIC has supported corporate clients in several projects:

· EFIC provided a US$100 million export finance guarantee to the Wiggins Island coal export terminal consortium for a $3 billion project to increase coal export capacity at the Port of Gladstone (box 7.3)
· EFIC provided a US$270 million insurance policy to Brookfield Australia for the upgrade of a rail line from Morawa to Geraldton (box 7.3)

· EFIC provided a $248 million export finance guarantee to the Santos LNG project in Gladstone (box 7.7)
· EFIC recently offered a bond facility worth $5.1 million to Greyhound Australia for the provision of transport services in Western Australia (box 7.2)
· EFIC has also indicated an intention to participate in the Ichthys LNG project in northern Australia (trans., p. 144–5).
Table 7.1
EFIC support for large corporate firms
Commercial account, 2010-11

	Underlying exporter
	Sector
	Facility
typea
	Value
(A$mil equiv)

	Leighton Asia (Northern)
	Construction
	Loan
	76.7

	Austalb
	Ship building
	Loan
	66.8

	Leighton Holdings
	Construction
	Bonding line
	50.0

	UGL Limited
	Construction
	Bonding line
	50.0

	Brookfield Australian Investments
	Construction
	Bonding line
	48.0

	Incat Tasmania
	Ship building
	Loan
	37.5

	Anglo Coal Australia
	Mining
	RPA
	30.3

	Transfield Services
	Professional
	Bonding line
	30.0

	Thornycroft Maritime & Associates
	Professional
	EFG
	25.5

	McConnell Dowell Corporation
	Construction
	Bonding line
	25.0

	Clough Groups
	Construction
	Bonding line
	16.6


a EFG denotes export finance guarantee.  RPA denotes risk participation agreement.  b Loan provided by EFIC to buyer of Austal vessel.

Source: EFIC (2011a).
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	Box 7.3
EFIC involvement in resource-related projects

	EFIC is participating in the financing of three resource‑related projects. These include the Wiggins Island coal export terminal and the Brookfield Rail project. The third, the Gladstone LNG project, is discussed in box 7.7.

Wiggins Island coal export terminal

EFIC provided a US$100 million export finance guarantee to the $3 billion senior project finance debt facilities for the Wiggins Island coal export terminal (EFIC 2011e). Once fully operational the terminal will provide more than 80 million tonnes of additional export coal capacity through the Port of Gladstone each year (WICET nd). There are 19 financial institutions providing finance to the project, and EFIC’s involvement guarantees US$100 million of debt for Sumitomo Mitsui Banking Corporation (EFIC 2011e).

Brookfield rail upgrade
In early 2011, Brookfield Rail commenced an upgrade of the rail infrastructure between Geraldton and an iron ore mine located in Karara, Western Australia. The mine is a joint venture between Gindalbie Metals and Chinese company, Ansteel. The rail infrastructure is part of the general rail system in the mid-west of Western Australia, formerly operated by the Western Australian Government.

	(Continued next page)
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	Box 7.3
(continued)

	EFIC disclosed its involvement in the upgrade in the second half of 2011.

EFIC has provided a US$270 million insurance policy to Brookfield Australia Pty Ltd for the Brookfield rail upgrade project. The purpose of the facility is to insure the credit risk on a letter of credit issued by a AA- rated bank owned by the Chinese government (EFIC, pers. comm., 12 December 2011). 
More than half of the facility will be reinsured by another export credit agency.

Brookfield Rail is a wholly owned subsidiary of Brookfield Infrastructure Partners L.P., a company with extensive worldwide operations. The company’s other interests include European ports, Canadian freehold timberlands and US electricity transmission (Brookfield Infrastructure Partners L.P. 2011). The parent company, Brookfield Asset Management, is listed on the Toronto and New York Stock Exchanges, and in 2007 acquired Australian construction firm Multiplex.

In the year ending 31 December 2011, Brookfield Infrastructure Partners L.P. reported a net income of US$440 million, and had more than US$13 billion in assets at 31 December 2011 (Brookfield Infrastructure Partners L.P. 2012).

Brookfield Australia Pty Ltd noted in its submission to the Commission ‘there was no obligation on Brookfield Rail, regulatory or otherwise, to invest in the track upgrade unless it determined the commercial rationale warranted the investment and the assumption of associated risks’ (sub. DR102, p. 1). That is, Brookfield Rail entered into the rail upgrade project based on commercial returns to the company.
The submission further noted EFIC’s support was sought because ‘Brookfield Rail was required to secure additional debt financing in order for the investment program to provide the return profile required to warrant the investment of equity by its parent’ (sub. DR102, p. 1). EFIC’s submission to the draft report noted that Brookfield Rail and its lenders were unprepared to accept the risk of a government owned Chinese bank without risk mitigation in place. Rather than EFIC’s involvement being driven by a failure in financial markets, it was the company’s internal policy that determined more debt was needed and, in turn, Brookfield Rail’s lenders who determined that insurance was needed to enable the investment to go ahead.

	

	


Evidence on the availability of finance 
Following its draft recommendation that EFIC cease to undertake this type of activity on the CA, the Commission received many submissions claiming a need for EFIC to participate in large resource projects located in Australia. One exception to the views expressed in these submissions came from the Australian Industry Group:

We support the recommendation that EFIC should not continue to provide finance for domestic resource projects on the commercial account. Feedback from our membership indicates industries outside the mining sector, such as food processing, pharmaceuticals, scientific equipment, transport equipment and cosmetics for example, that require substantial funds for capital investment to lift their ability to export, struggle to obtain funding. (sub. DR98, pp. 1-2)
In contrast, several participants noted the long pipeline of resource and infrastructure projects in Australia and suggested that projected capital expenditure is more than the private sector is able to service. For example, EFIC stated that one product currently underprovided by the private sector is:

Project financing for large export infrastructure projects due to the extremely large debt requirements and the current withdrawal of international banks, particularly European banks. (sub. 18, appendix A, p. 18)

A number of EFIC’s clients submitted to this inquiry that following the global financial crisis (GFC), there were shortfalls in private market capacity for project finance.

For example, Santos argued:

In this market environment, EFIC and offshore export credit agencies play an important role in providing funding (whether directly or through provision of guarantees) particularly during a period when access to financing has been difficult and a number of market participants have been withdrawing. (sub. DR64, p. 2) 

An imbalance between demand for, and supply of, capital is not a market failure — this happens in all markets. Balance is typically restored over time through changes in the market price (chapter 5). The Commission has found no convincing evidence to indicate there are regulatory or other barriers that impede access to debt or equity finance for large firms, or resource and infrastructure projects located in Australia, that would justify EFIC’s involvement. The Commission has found:

· Following a dip during the GFC, lending by banks to non-financial corporations has returned to pre-GFC levels. While the amount of lending by European domiciled banks in Australia has declined by nearly 30 per cent since early 2009, this has been more than offset by increased lending by Australian and Asian domiciled banks (figure 7.1). In addition, Australian firms continue to access debt and equity in domestic and offshore markets, although finance may be more expensive than was the case prior to the GFC.
· Private sector investment in infrastructure over the past 10 years has nearly doubled (ABS 2011a). Investment in the mining sector, although declining slightly in 2009-10 following the GFC, has recovered to be about 20 per cent higher than its 2008-09 value (ABS 2011b).
· In recent years, many of EFIC’s large clients have successfully raised finance in debt and equity markets. Some of the private debt issued by those firms was for tenor of 10 years or longer (chapter 3).
· Shortages of finance that limits future investment in infrastructure is generally not raised as an issue in the annual reports of EFIC’s large corporate clients. Several of those clients have reported strong financial positions and were optimistic about their ability to finance future investments (box 7.4).
Figure 7.
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Loans and advances to non-financial corporations, 2006–12a
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a Data relate to transactions conducted with residents (individuals, businesses, or other organisations domiciled in Australia), recorded on the domestic books of licensed banks. Data excludes transactions of overseas-based offshore banking units.
Source: APRA (2012).
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	Box 7.4
Some of EFIC’s large corporate clients report strong financial positions

	Leighton Holdings:

The Group has total available guarantee facilities of $3.5 billion of which only $2.9 billion has been utilised. The $650 million of undrawn guarantee facilities provides capacity for the continued growth in our business disciplines requiring these undertakings. (Leighton Holdings 2010, p. 3)

Santos:

Through proactive management of our balance sheet, we have built a solid capital position and are well placed to fund planned projects ... At the end of 2010, Santos has $7.8 billion of funding capacity, including cash and undrawn committed corporate and project debt facilities. (Santos 2011a, pp. 6–9)

McConnell Dowell:

Our balance sheet remains strong with $326 million cash in hand. We continue to invest in capital expenditure reflecting our increased work in hand. (McConnell Dowell 2011, p. 1)

	

	


EFIC has commented:
Business credit growth remains lacklustre … This could be more a demand than supply side phenomenon. Companies (particularly mining companies) are funding themselves through retained earnings. The RBA estimates that internal funding currently accounts for 70 per cent of business funding, compared with 35 per cent in the mid 2000s. (EFIC 2012c, p. 5)
Furthermore, the head of institutional loan markets at the Commonwealth Bank of Australia (Salerno) stated:
Deals of around A$500 million ($516.28 million) would continue to be aggressively bid by banks ... (Thomson Reuters 2012)
Salerno also added that although it may be difficult for borrowers to raise more than A$2 billion in the loan market due to difficulties with lending appetite, this ‘will come down to pricing and structure’. Hence, in addition to volume, other features of transactions in the lending market are important determinants of participation by private providers.
Temporal dimension — is there value in EFIC bringing projects forward?

EFIC argued that its involvement helped bring projects forward that would have been unnecessarily postponed if left to private sector providers:

 … EFIC’s retreat from onshore financing would imply slower resource investment and slower subsequent export growth. Contrary to the Commission’s view, such deferred investment and exporting would not be a case of the market denying resources to uncommercial projects in the interests of efficient resource allocation. It would rather represent a sacrifice of real economic opportunity in the real term. (sub. DR90, p. 68)
The fact that some projects may be postponed because they are unable to secure financing arrangements is not necessarily indicative of a market failure. Inability to secure finance may indicate that the market requires more information about a project before it is willing to participate in it. There are many other potential reasons for the postponement of projects that could be accounted for entirely by commercial factors. In these instances there is no ‘sacrifice’ of economic opportunity — capital is not infinite and it may be the case that there are economic opportunities in other parts of the economy that generate greater commercial returns. It may be more efficient for resources to remain in the ground for future development.
Further, the suggestion that real economic opportunity might be sacrificed unless government financing is supplied appears to imply that labour and capital are sitting idle. Were this the case, consideration of whether EFIC had the ability, and the most appropriate means by which to address such a problem, would arise. If resources were not idle, bringing some projects forward would come at the expense of others and displace other forms of economic activity.
Availability of capital for large firms and resource-related projects — implications for suppliers

The Commission’s conclusions on the availability of capital for resource-related projects in Australia (and large companies that export) has implications for suppliers of goods and services to those projects. A commercially viable resource‑related project that has secured private sector support provides a clear domestic source of demand for the output of the supplier that is backed by the financial resources, credit history and commercial track record of the main contractor. The Commission considers there is no convincing evidence of failures in financial markets that are impeding the provision of financial services to suppliers to resource‑related projects by private sector providers. The decision by a private sector provider to supply financial services to suppliers will be based on a commercial judgement that considers, among other things, the firm’s capacity to deliver on the supply contract. An inability by a supplier to secure finance from a private sector provider may indicate that other firms are better placed to fulfil the contract or are more efficient suppliers.
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.
7.

 SEQ Heading2 2
EFIC’s role in the allocation of resources in the economy
EFIC disagreed with the Commission’s draft finding that there is no convincing evidence of market failures that affect access to capital for large firms, and for resource‑related projects located in Australia. EFIC also considers that it improves efficiency in the economy by altering the allocation of resources. EFIC stated in its response to the Commission’s draft report:

 … if market failure is present and an ECA such as EFIC is a fitting response to those failures, EFIC does not crowd out other more valuable projects, or private financiers. To the contrary, EFIC serves to crowd in finance and insurance to worthwhile projects that otherwise wouldn’t gain support, and is thereby improving the efficiency of resource allocation in the economy. (sub. DR90, p. 24)
As discussed above, the Commission does not consider that the market gap concept is sufficient to ensure that EFIC’s activities are restricted to addressing inefficiencies in financial markets caused by market failure. Participants to this inquiry have presented evidence to the Commission of EFIC assisting firms in circumstances that the Commission does not consider to constitute a market failure. In some instances, calls for EFIC’s assistance are based on private decisions about preferred business models and firms’ risk preferences rather than failures in financial markets.

Further, chapter 6 highlighted the importance of EFIC pricing its products and services efficiently, the difficulty of achieving this outcome under the current arrangements including the exemption from competitive neutrality policy. It also included the finding that some of the facilities supported by EFIC are subsidised. Inefficient pricing, in combination with targeting situations that do not constitute market failures will generate distortions in the economy.
In the absence of a market failure, EFIC’s support for a project (or transaction) on the basis it is ‘worthwhile’ but not supported by the private sector results in a misallocation of resources. There are two possible outcomes from EFIC’s involvement where no market failure is present, both of which reduce the efficiency of resource allocation:
· EFIC’s support results in projects that would not have proceeded otherwise. This would occur if EFIC subsidised the facility that enabled the project to proceed 
· EFIC supports projects that would have proceeded without EFIC’s involvement.
These outcomes are discussed below, followed by a discussion of the potential for EFIC to crowd out other providers of finance and insurance, other sources of finance, other projects, and domestic competitors to EFIC’s clients.
EFIC as the catalyst for projects that cannot attract private sector support — distortions caused by the absence of market failure
Private sector providers of export finance and insurance make decisions about the allocation of scarce resources between alternative projects. Where financial markets function well, the resulting allocation represents the highest valued use of the capital and would be efficient from the perspective of the Australian community. The market clearing price would reflect the economic cost and value of the resources to the community at the margin.
As discussed in chapter 6, a private sector provider will not support a project if the cost of allocating capital is such that it cannot earn a commercial return on the project. That is, the market clearing price is insufficient to attract private sector support for the project. Where there is no market failure EFIC must offer its financial services at a price lower than the market clearing price for the project to proceed
. EFIC could do this:
· by offering its financial services at a price that does not reflect the expected full cost of provision, including the opportunity cost of capital. That is, if EFIC subsidised that transaction
· on the basis it is a more efficient provider of financial services than the private sector.

The Commission found in chapter 6 that some facilities provided by EFIC are subsidised and noted that benefits derived from its exemption from competitive neutrality arrangements mean EFIC does not face the same incentives as private sector providers to improve its operational efficiency (discussed further in chapter 8).
If EFIC is the catalyst for otherwise uncommercial projects (see box 7.5 for evidence presented to this inquiry), this would have the dual effect of encouraging a greater level of investment than is efficient in areas that receive EFIC’s support and the drawing of resources away from more productive uses, including parts of the economy that are export-oriented.
The resulting misallocation of resources imposes a cost on the Australian community by shifting resources from areas where consumers and firms would direct them, as determined by commercial returns, and instead directing those resources to the production of goods and services that would not be produced without assistance provided by EFIC.

Do not delete this return as it gives space between the box and what precedes it.
	Box 7.5
EFIC’s activity presented as a catalyst for export transactions and projects 

	Submissions to this inquiry by clients of EFIC have stated that transactions they have undertaken would not have proceeded without EFIC’s involvement.

Emtivac Engineering submitted:

We have recently obtained a major contract … in Saudi Arabia. It was only possible for us to accept this order with the assistance of EFIC. (sub. DR77, p. 1)
Gasco stated:

Without the support of EFIC, Gasco could not have financed and secured two major export projects in the Oil and Gas industry. (sub. DR82, p. 1)

Similarly, Joan B Peters suggested:

As the executive producer on the $11.2 million feature film ‘Drift’, I can say that this film, starring Hollywood’s number one action star, Sam Worthington, would not have been financed without EFIC’s assistance. (sub. DR44, p. 1)
WorleyParsons submitted to this inquiry:

The EFIC support received by WorleyParsons has complemented the facilities provided by the private sector and as a direct result of this support, WorleyParsons has secured overseas projects that it would not otherwise have secured. (sub. DR39, p. 1)

	

	


EFIC’s relatively small size limits the economy‑wide consequences of such distortions. However, some of EFIC’s facilities are of sufficient magnitude to pose non-trivial financial risks to the Commonwealth. These risks would be increased significantly if the Australian Government were to accept the proposition advocated by Citibank and the ANZ to increase EFIC’s maximum exposure limit per transaction. Citibank, for example, noted that other ECAs can have financial exposure to a single transaction of greater than $500 million (sub. DR108).

EFIC’s support for projects that would have proceeded
Some of the transactions entered into by EFIC may have proceeded without EFIC’s involvement — this would occur if EFIC was involved in a project or transaction that was regarded as commercially viable by the private sector. Accordingly, the Government would be needlessly involved in financing transactions that private sector providers would finance of their own accord (in the absence of market failure) without EFIC’s participation.
As noted above the Commission found no convincing evidence of problems relating to the availability of capital for large resource‑related projects located in Australia, including three supported by EFIC — the Brookfield rail upgrade, the Wiggins Island coal export terminal and the Santos LNG project at Gladstone. As the availability of capital for these projects was not impeded by failures in capital markets, EFIC’s involvement is unnecessary because they would have proceeded anyway albeit maybe with different counterparties and less advantageous terms and conditions to EFIC’s client (or should not have proceeded if they were not commercially attractive to the private sector). In either case, the cost of EFIC’s involvement in these transactions is not insignificant. The capital employed has an opportunity cost and EFIC’s support has unnecessarily imposed costs and transferred risk on to taxpayers.
Is EFIC crowding out?
Submissions have noted it is important that EFIC did not crowd out private sources of finance and insurance:

EFIC needs to be careful not to crowd out potential commercial providers, nor to compete directly with products offered by commercial providers. (ACCI, sub. 5, p. 2)

It is vital that the Export Finance and Insurance Corporation (EFIC) operates only in those parts of the market, where private sector business and industry associations do not provide services, either because the level of demand is not high enough or the operating costs are too high. (Business SA, sub. 6, p. 1)

Several private sector providers submitted that EFIC was not crowding out their services with some stakeholders noting that EFIC works in different markets to them. For example the Insurance Council of Australia noted:

 … that EFIC focuses on riskier, longer term export credit businesses and does not compete with the activities of Australian private sector insurers. (sub. 3, p. 1)

Westpac submitted:
In no case have we seen evidence that EFIC is providing such support inappropriately, or in a way that ‘crowds out’ commercial institutions. Quite to the contrary, in our observation a number of transactions have proceeded only because of EFIC or other ECA support, due to commercial constraints in areas including total funding availability or lack of sufficient credit appetite. (sub. DR97, p. 1)
Nevertheless, in the Commission’s assessment some of EFIC’s activities are creating a crowding out effect. This conclusion has been reached because, as noted previously, the market gap mandate is not sufficient to ensure that EFIC will only undertake welfare‑enhancing projects or transactions that are impeded by failures in financial markets.
Where crowding out occurs, this will lead to the situation where EFIC may crowd out:

· other providers of export finance and insurance

· other sources of capital available to EFIC’s client
· alternative projects that may have been undertaken by clients
· domestic firms competing with the firm EFIC is assisting.

EFIC’s participation in financial markets where market failure is not present will also entrench the status quo of EFIC’s support and prevent the development of private sector capacity to provide export finance and insurance.

Crowding out other providers of export finance and insurance
Where EFIC provides export finance or insurance to a project or transaction that would have proceeded without its support — EFIC will crowd out the private sector provider. In the absence of market failure, the marginal provider of finance or insurance required to make the project or transaction proceed will be displaced by EFIC. This will impose a cost on that firm as well as taxpayers.
Crowding out other sources of capital or other projects
As discussed in chapter 3 there are a number of alternative means by which a firm can raise funds to finance export transactions and projects. The fact that private sector providers may not be willing to extend some financial services to firms for certain projects does not necessarily preclude them from accessing finance altogether, particularly in the case of large or publicly owned firms. Large firms typically have equity to absorb losses, assets to provide security and collateral that can be used to secure finance. If EFIC is supporting firms that could secure finance from elsewhere, including shareholders and other investors, then public funds are crowding out private funds in the financing of a project and risk is unnecessarily transferred to taxpayers. Boxes 7.6 and 7.7 provide examples of large publicly listed firms that have received EFIC’s support.
Alternatively, lack of access to other sources of finance may reflect the underlying business case of the project or transaction or that it is beyond the financial capacity of the firm to undertake that transaction. In this case, in the absence of support from EFIC, the firm may have elected to undertake an alternative project that would generate the highest expected returns to that firm.
Crowding out domestic firms that are competing with the firm EFIC is assisting

Where there is no market failure, EFIC’s support will disadvantage domestic firms that are competing with the assisted firm. This is illustrated by EFIC’s support for Greyhound Australia (box 7.2) that was not based on a market failure. EFIC stated it stepped in to ensure Greyhound Australia was able to win the contract to supply transport services for mining staff when the firm’s banks were unwilling to provide a performance bond on terms acceptable to Greyhound Australia. It is possible a more efficient firm would have provided those services if EFIC had not intervened.

This situation will arise even where EFIC’s support is provided directly to the buyer of an Australian export. Consider the example where EFIC provides buyer finance to purchase a ship from an Australian boat builder — had that buyer finance not been available from EFIC it may have been the case that another Australian boat builder would have made the export sale.
Do not delete this return as it gives space between the box and what precedes it.
	Box 7.6
EFIC facilities provided to large companies

	EFIC typically extends a number of facilities to large companies involved in big projects each year. Table 7.1 provides examples of large companies assisted by EFIC in 2010‑11.
Austal Limited, a ship builder, has benefitted from facilities provided by EFIC a number of times in the past several years. For example, in 2008-09 Austal received support from EFIC in the form of an export finance guarantee of $61 million (EFIC 2009a). Austal also received $58 million of export finance guarantees from EFIC in 2007‑08 (EFIC 2008a). For the year ended 30 June 2011, Austal Ships earned just over $500 million in revenue and made a profit after tax of almost $22 million. At 30 June 2011, the company held assets worth almost $675 million and had a total equity of $274 million (Austal Limited 2011).
WorleyParsons has also benefitted from EFIC’s assistance. In the 2009-10 financial year, EFIC signed a $100 million bonding line facility with the company (EFIC 2010a). At 30 June 2010, WorleyParsons had total assets of about $3.6 billion and total equity of more than $1.8 billion. For the 2009-10 financial year, the company received total revenues of almost $5 billion and earned a net profit after tax of $290 million (WorleyParsons 2010).
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	Box 7.7
Announcement by Santos of export credit agency support for the Gladstone LNG project

	In partnership with three other companies, Santos is constructing a LNG facility at Gladstone in Queensland (the GLNG project), for the processing of coal seam gas to be sold for export. On 23 December 2011 Santos announced that it has secured US$1.2 billion in export credit agency supported corporate debt facilities, including $248 million from EFIC (EFIC 2012f; Santos 2011c). The balance of Santos’ contribution is to be sourced from the proceeds of capital market issuance and a sell‑down of Santos’ interest in the project to 30 per cent (EFIC pers. comm., 9 December 2011). 
A media release issued by Santos stated:

Santos Chief Financial Officer Andrew Seaton said the ECA facilities were part of Santos’ funding strategy announced in late-2010 and demonstrates the company’s ability to source capital from a diverse range of sources on attractive terms. (Santos 2011c, p. 1) 

The media release also quoted the Santos Chief Financial Officer:

We continue to maintain a strong balance sheet. With these new debt facilities, Santos will have more than $7 billion of available funding capacity, including cash and committed corporate and project debt facilities. (Santos 2011c, p. 1)

In its submission to the draft report, Santos commented:

The scale of the Gladstone LNG project and the requirement that all participants share the risk also dictates that funding must be raised from multiple sources. In this market environment, EFIC and offshore export credit agencies play an important role in providing funding … particularly during a period when access to financing has been difficult and a number of market participants have been withdrawing. (sub. DR64, p. 2)
The export credit agency facilities are summarised in the table below (Santos 2011c). 

Facility

SACE facility

EFIC facility

Uncovered facility

Facility limit

US$280 million

$248 million
US$670 million

ECA

SACE, Italy

EFIC, Australia

EDC, Canada

Maturity

Amortises over 8.5 years following GLNG project completion

Amortises over
8.5 years following GLNG project completion

2019

Joint coordinating arranger and mandated lead arranger

ANZ
HSBC

ANZ
HSBC

ANZ
EDC

Mandated lead arranger

Citi

Citi

-

Lending parties

ANZ
HSBC
Citi

ANZ
HSBC
Citi

EDC
ANZ
BTMU
CBA
NAB



	

	


Entrenching the status quo
The preceding discussion on crowding out considers the situation where there are competitors in the economy — either other providers of export finance and insurance or other producers of goods and services that may be exported — that are being displaced by EFIC’s activities in financial markets.
However, crowding out is not limited to these circumstances. For example, EFIC’s activities may be preventing private sector providers from developing the requisite capacity to support export transactions. This would occur if EFIC obtained and utilised first-mover advantages over the private sector in assisting a particular exporter or industry, or in providing financial services in a particular country. EFIC has claimed to have first mover advantages in some areas of its operation, considering this as one of the unique features of an ECA. EFIC stated in its submission to the Commission’s Issues Paper:

 … if a government owned ECA has been in business for a long time, and has built up a large portfolio of assets, it will enjoy economies of scale that give it a first-mover advantage over private sector entrants to the market. (sub. 18, appendix A, p. 13) 
The Commission has also found that some of EFIC’s clients receive support on a recurrent basis (chapter 2, box 7.8).
Importantly, crowding out will occur even if EFIC provides some of its facilities at the market price. The costs of switching to an alternative provider may prevent its clients from moving even if EFIC’s price for those facilities is the same or slightly higher than in the private sector. The Commission considers that the outcome where EFIC becomes entrenched as a source of finance or insurance for some firms is inefficient in the long run. This is also inconsistent with the Minister’s Statement of Expectations (SOE) and the EFIC Act. EFIC is to encourage other providers to finance or assist in financing exports, rather than provide a long‑term solution to an exporter’s finance and insurance needs.
The multiplier effect — is it simply multiplying the distortions?
Participants in this inquiry argued that EFIC generated benefits to the economy based on multiplier methodology. EFIC, for example, noted that there would be multiplier effects arising from ECA intervention to cushion the impacts of financial crises on the provision of trade finance (sub. DR90). The basic theory underlying multiplier effects has been outlined in chapter 5.
Inquiry participant Austal Limited stated:

Over the course of the last decade, EFIC’s involvement has meant Austal’s export sales have been nearly 60 per cent higher than they would otherwise have been. 

The benefits of those EFIC-supported projects include:

· Nearly $800 million in export revenue for Australia

· Approximately 3400 person-years of direct full time employment at Austal — that is 340 jobs for 10 years … 

· At least $1.1 billion additional value to the local economy as a result of the multiplier effect

· Additional employment and other multiplier effects into the local economy … (sub. DR110, p. 9)

The use of multipliers to quantify the impact of an activity or government policy on the economy will likely overestimate its benefits for a number of reasons. First, the counterfactual outcome in EFIC’s absence is unknown. For example, it is possible that the buyers of Austal Limited vessels may have found alternative sources of finance or that Austal Limited may have found other buyers for its vessels where ECA intervention was not provided. Indeed, Austal Limited may have even entered into other export contracts where ECA support was not a factor.

Second, leaving aside the empirics of estimation, domestic multiplier effects will tend to be muted where there are ‘leakages’ in expenditure and production to offshore sources. If it is the case that the 3400 person-years of direct employment at Austal Limited referred to in the submission are not located in Australia, the claimed multiplier effects may be overestimated. Austal Limited confirmed during the hearings that the majority of its workforce is based offshore. In addition to its operations in Western Australia, Austal Limited recently established a commercial ship-building operation in the Philippines and also has operations in the United States dedicated to manufacturing ships for the United States Navy. Roughly 2700 people are employed in Austal Limited’s US operations in contrast to 400–500 in Western Australia (trans., pp. 27–8). 
Although Austal Limited is majority Australian-owned and most of its profits are repatriated to Australia (trans., p. 28), the domestic multiplier effects of its production activities would be limited to the degree that any assistance provided generated activity in its overseas production facilities as opposed to its Australian production centre. This makes arguments for particular policy arrangements based on domestic multiplier effects even less relevant.

Further, as discussed in chapter 5, the Commission disagrees with the premise of targeting government intervention on the basis of generating multiplier effects because interventions of this sort ignore the opportunity cost of the resources involved and their associated multiplier effects. In addition, where the intervention does not address a market failure, any distortions in the allocation of resources would also be multiplied. Viewed in this context, the greater the claimed multiplier effect of an inappropriately targeted intervention, the greater the resulting distortion within the economy and the larger the net cost imposed on the broader community.

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.
Equity effects and resource allocation
EFIC’s activities in financial markets also have implications for the manner in which resources are distributed between exporting firms (and, more recently, suppliers to exporting firms) within the Australian economy. This, in turn, brings up considerations of the equity of these distributional effects.

When EFIC intervenes and enables a project or transaction to proceed that would not have otherwise done so, the exporting company, its workers, and associated industries will benefit by being able to produce and sell more output for export. Where private sector providers of finance and insurance are involved in the transaction, they also share in the benefits of EFIC’s participation.

The beneficiaries of EFIC’s assistance are relatively few — it services only a small number of Australia’s 45 000 exporting firms. Some of those firms are large, well‑established and able to access other (albeit possibly more costly) sources of export finance and insurance. However, because EFIC is distorting the allocation of resources in the economy, the costs are widespread and include those borne by domestic competitors of EFIC’s clients and, more broadly, the taxpayer.
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EFIC and the incentives of others

The Commission has received many submissions from EFIC’s clients and financial sector partners indicating their support for EFIC’s services. It is not unusual that supported firms put forward arguments for continued government intervention that improves their returns or reduces their risks. Similar arguments were used against the dismantling of import tariffs.
This section reviews the impacts of EFIC’s presence on the various parties involved in the transactions in which it participates.

EFIC and private sector providers

EFIC often conducts business with an exporter in conjunction with financial institutions (usually the exporter’s or buyer’s bank). EFIC notes: 
One of EFIC’s functions is to encourage banks, other financiers and insurers to support exports and overseas investments. Our participation in larger transactions can often encourage private financiers to share the risks involved. (EFIC 2011a, p. 39)
In other words, EFIC — with the aim of supporting exports — undertakes transactions where it accepts some or all of the private provider’s risk in individual transactions. For example, after announcing its support for a water supply project in Sri Lanka, EFIC commented:
This project is a good example of how EFIC can work with a commercial bank to support the financing of Australian exports on terms which may exceed the bank’s risk appetite. (EFIC 2010b)
To this end, EFIC has products and arrangements in place that reduce risk for private sector providers. Some examples include:
· documentary credit guarantees transfer the risk of default by a buyer’s bank on payments due under a documentary credit (also known as a documentary letter of credit), that the exporter’s bank has confirmed, from the exporter’s bank to EFIC
· export working capital guarantees encourage banks to extend working capital to exporters by transferring the risk of default on the loan from the exporter’s bank to EFIC
· risk sharing agreements have been established with some Australian banks in which EFIC shares a proportion of the risk of non-payment by an overseas buyer with the exporter’s bank.
After signing its Master Working Capital Agreement with EFIC, the Commonwealth Bank of Australia commented:

The benefit of this arrangement between Commonwealth Bank and EFIC is that exporters can access working capital finance, without having to provide as much security for the loan as we would require without EFIC’s guarantee. (CBA 2011)
The law firm Latham and Watkins submitted:

 … some commercial lenders are willing to participate in certain high-risk projects only to the extent that they benefit from ECA cover. (sub. DR51, p. 3)
Similarly, the Australian Institute of Export stated:

 … vanilla term trade deals into offshore markets is not where our banks wish to lend. Unless of course the international risk aspects have been wrapped up by an EFIC facility. (sub. DR107, p. 3)
Thus, private sector providers can be significant beneficiaries of arrangements with ECAs. For example, a loan guarantee provided by EFIC transfers the risk of non‑payment of the loan from the private sector provider to EFIC, and ultimately to taxpayers not involved in the export activity. While the guarantee is outstanding, taxpayers in effect are holding a contingent liability (and an opportunity cost is incurred as a result of this financial exposure). The price of the guarantee needs to reflect this opportunity cost and the risk of the transaction. If the price is not sufficiently high to do so, then uncompensated risk is transferred to the taxpayer to the benefit of the private sector provider — it is a subsidy.
In the event that the borrower fails to repay their loan and the guarantee is called, the private sector provider will still receive repayment of the loan it extended, in full, or in part, but this payment will come from EFIC. As EFIC is wholly owned by the Australian Government, payment made from EFIC’s reserves is effectively the same as if it was made by the Australian Government itself.
In some instances, the provision of support by EFIC induces private sector providers to carry out transactions that they otherwise would not have because EFIC’s involvement makes those transactions more commercially attractive.
This is not to imply that such relationships are improper, as was EFIC’s interpretation of the Commission’s draft finding (sub. DR90, p. 29), just that this is a consequence of EFIC’s partnership arrangements where it assumes its partners’ transaction risks.
In some cases, the relationship between banks and EFIC is built into a bank’s business model and appears to be almost symbiotic in its characteristics. The ANZ, for example, lists structured export finance in partnership with ECAs as part of its products package and this partnership gives their clients ‘access to an additional source of competitively priced, long-term debt for major capital and infrastructure projects’ (ANZ 2011, pp. 23–4). The ANZ also noted in its submission:

EFIC support can therefore be fundamental to ANZ’s preparedness to offer extended tenors for certain obligors that would not otherwise be available without EFIC support, or with support from private sector insurers. (sub. 20, p. 4)
This indicates that there is an incentive for financial institutions to develop their business models based on the presence of ECA support, rather than developing their business models to replace ECA (or in this case EFIC) support.
The Commission’s proposed model for EFIC’s future role would utilise its relationships with private sector providers in relation to newly exporting SMEs. EFIC has proven its capacity to work closely with private sector providers but its reformed role will be to demonstrate that providing financial services to newly exporting SMEs can be commercially viable. 
ECAs and syndicated lending
Private sector providers are also likely to benefit from EFIC’s involvement in project finance or other forms of participatory loans as ECAs may also act as a source of gap financing or insurance to ensure projects go ahead. Several participants (for example, sub. DR42; sub. DR108; sub. DR51) suggested this was the case. 

The benefits of this arrangement for EFIC’s partners in a syndicate is illustrated stylistically in figure 7.2 building on the example used in chapter 6. In a syndicated loan transaction banks and institutional investors will place bids for debt in a transaction. The borrower or finance arranger will offer an interest rate they believe will attract the required finance or raise the interest rate offered until the required amount of funding is achieved. However, the borrower cannot pay more than their expected return on the project. For syndicated loans it is typical for all lenders to receive the same price for the funds they contribute (given the type of finance contributed, for example, subordinated debt), with the price set by the interest rate bid by the marginal lender. In panel A, lenders A, B and C are willing to provide funds below the maximum price the borrower can pay. But other lenders such as lender D require an interest rate above the maximum price and so the market price for funds exceeds the project return and the project does not go ahead.
In these situations, the borrower may invite EFIC to participate in the financing of the project. In panel B, EFIC takes the place of lender D. In accordance with the SoE, EFIC is not to undercut the pricing of the private sector, but may match the pricing of the co-financiers (in this case lender C). In this example, the offer price is still below what would have been offered by the marginal lender (D) in the absence of EFIC. In this case, the project achieves the required financing, as the price is set to generate a positive project return. If there had not been ECA involvement the project would not have gone ahead.
For the other lenders EFIC’s involvement permits the project to go ahead and they are able to recoup super-normal profits (rent) (indicated by the shaded areas) from the transaction. In addition, the finance arranger will earn fees on the successful transaction and if it underwrote the debt, ECA involvement reduces its risk in addition to other potential ECA risk mitigation effects present for all lenders.
Finding 7.4

It may also be the case that the involvement of ECAs creates an incentive for borrowers to understate their project return or willingness to pay a higher rate in the knowledge that an ECA may fill their financing gap without the need to raise the price they offer. In some cases, this ECA may step in for reasons other than commercial returns such as improving resource or energy security. Underpricing may not be transparent to lenders whose required interest rate was above the price offered by the borrower but below that which would have been offered had an ECA (or EFIC) not filled the supposed gap (for example, if the project return in figure 7.2 was actually above the marginal price of lender D). As such, a lender may not be aware if an ECA has undercut its pricing, and if it were aware, ECA involvement in other transactions may reduce the lender’s incentives to report the underpricing.

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. 
EFIC and exporters
The vast majority of exporting Australian firms neither need nor receive EFIC’s assistance. When EFIC provides a loan, guarantee, insurance or other product to an exporter, it confers an advantage on that exporter that is not shared by other firms servicing the same market — potentially more efficient firms. As Podbury et al. (2001) observed of agricultural export credit programs:

 … just like an explicit export subsidy, such programs could be expected to penalise efficient agricultural producers who do not have access to concessional credits … (pp. 92–3) 

Figure 7.2
The role of ECAs in structured trade and project finance
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In the absence of market failure, the most profitable export projects would be expected to receive finance and insurance and the private sector would be willing to undertake these transactions. It may be the case that firms seeking support from EFIC are more risky propositions (or less attractive commercially) than other firms in the industry. It is also possible that firms might adjust their behaviour if EFIC offers more favourable terms and conditions on products than those that could be obtained from private providers alone. On the latter point, the Chief Financial Officer of Whitehaven Coal listed a number of potential benefits of export credit financing facilities generally:
· the potential for a longer tenor as compared with other bank debt
· the flexibility to provide for full amortisation reduces refinance risk
· the reallocation of a lender’s exposure to the export credit agency frees future capacity of the lender to assist a borrower with more traditional financing needs, and
· significantly lower overall cost on a like-for-like basis against a corporate bank debt equivalent (quoted in Freehills 2011).

There may also be risks of suboptimal decision making leading to a less efficient allocation of financial and other resources. For instance, firms may enter into transactions that would not be profitable without EFIC support or firms may increase their exposure to politically unstable countries if they consider it likely a transaction will be supported by EFIC.

Austal Limited remarked:
Certainly EFIC has played a key role in facilitating the sale of many Austal vessels … EFIC’s participation has firstly helped the client to secure their total financing requirement … and typically has also helped to reduce the cost of the overall finance package. (sub. DR110, p. 8)
This demonstrates how EFIC support may become an entrenched part of an exporter’s business strategy. For example, the provision of more than 20 documentary credit guarantees to Shark Bay Salt since 2009-10 suggests there may be little incentive for some exporters (or the private sector) to change their business models (box 7.8). 
In reference to export credit facilities in general, a partner at the law firm Freehills stated:

Export credit financing facilities are a viable and effective option for many Australian companies, particularly mining industry participants, and should be considered as part of a company’s broader financing strategy. (Freehills 2011)

If the provision of export finance can be undertaken on a commercial basis and there are no market failures present, then the private sector should be willing to take on those transactions. If they are not provided by EFIC on a commercial basis, then the firms receiving EFIC’s support are being subsidised and the incentive to improve firm level efficiency is dulled. It also means that private providers cannot compete on the same terms.
Do not delete this return as it gives space between the box and what precedes it.
	Box 7.8
One salt producer’s multiple credit guarantees 

	EFIC has provided a salt producer, Shark Bay Salt, with more than 20 documentary credit guarantees for salt exports to Indonesia since 2009-10 (EFIC 2011a, 2012f). 
In its submission to the draft report, EFIC stated it provided the support because Shark Bay Salt’s Australian bank could not confirm letters of credit due to its internal counterparty and country limits on Indonesia. Moreover, it stated that the cost to Shark Bay Salt of moving to another bank was prohibitive.

EFIC has not provided any support to Shark Bay Salt’s Australian competitors, yet the majority of salt production is exported in bulk from northern Western Australia — a large share of this salt is exported to South East Asia, including Indonesia. 
Three points arise from this example:

· There is no inherent need for EFIC to assist Shark Bay Salt, demonstrated by other salt producers being able to export without this assistance.
· EFIC’s support allows Shark Bay Salt to avoid the business costs of switching banks — giving it an advantage against competing salt producers.
· EFIC’s support lowers the cost to the bank of meeting its internal prudential policies.
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In sum
In chapter 5, the Commission has considered the range of rationales that could justify government intervention to provide export finance and insurance services. It has found no grounds for the government provision of export finance and insurance services through EFIC — with the exception of the provision of limited assistance to newly exporting SMEs to overcome information-related failures in financial markets including, in some circumstances, to newly exporting SMEs for a limited time when financial markets are temporarily disrupted. Proposed reforms to reorient EFIC toward intervention to address these potential inefficiencies are presented in chapter 10.
In chapter 6, the Commission outlined the importance of EFIC pricing its financial services to cover the expected full cost of provision and analysed how EFIC sets the prices for its facilities. It found that the techniques adopted by EFIC did not ensure economically efficient pricing. It was found that some of EFIC’s facilities are subsidised.
In this chapter, the Commission has analysed the economic impacts of current arrangements, and in particular, the combined effect of EFIC acting outside of the scope of market failure and of not recovering the expected full cost of providing its financial services. In particular, the Commission has found:
· the concept of the market gap is not equivalent to market failure and EFIC has, at times, taken part in projects and transactions where no market failure was present
· EFIC’s (relatively small) contribution to resource‑related projects in Australia is likely to have crowded out another provider of finance or source of equity or alternatively, for those projects that would not have proceeded without EFIC’s assistance, it has diverted resources from other parts of the economy
· EFIC’s involvement generates a benefit for a small number of clients and parties to the transaction. However, the costs are borne by others in the economy, including the direct competitors of the assisted firms and the taxpayer.
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Panel A: Structured trade and project finance transaction without ECAs
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Panel B: Structured trade and project finance transaction with ECAs
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� 	For simplicity, this considers the case where EFIC’s offer is identical to the private sector offer in all regards other than price. The same analysis would apply if EFIC’s offer in total was generally more attractive even if the price was slightly higher.
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