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Analytical framework
	Key points

	· An assessment of the efficiency of Australia’s export credit arrangements involves examining the rationale for government intervention, identifying the most appropriate form of intervention, and evaluating whether EFIC’s activities and governance arrangements efficiently implement that intervention.

· Government intervention in export credit and insurance markets is only warranted if it addresses a market failure in a way that generates a net benefit to the Australian community.
· Market failure occurs where transactions that would enhance economy-wide wellbeing are not proceeding. The fact that some transactions (or projects) are unable to attract private sector support is not a market failure and may reflect assessments by market participants of the expected return of the transaction.
· Even where a market fails, the case for government intervention rests on whether the economy-wide benefits outweigh the costs.

· In the absence of a market failure, government intervention would direct support to projects or transactions that were refused by private sector providers on valid commercial grounds. Intervention in the absence of market failure distorts market signals and the allocation of resources in the economy.
· There is a risk of policy failure when governments intervene in financial markets by providing finance to projects rejected by the private sector.

· In Australia, previous government attempts to provide finance to projects that have struggled to attract commercial interest have ended in commercial failure and imposed substantial costs on the taxpayer.

· In general, Australian Governments have moved away from owning financial institutions to pursuing competitive and stable financial markets governed by a robust prudential structure.
· Appropriate governance arrangements are essential to minimise the likelihood of policy failure and the risks to the taxpayer, as well as the reputational risks to the government.
· The distribution of the costs and benefits of Australia’s export credit arrangements is important both for equity and efficiency reasons.

· Some of the benefits of government support may accrue to businesses and individuals outside of Australia, especially the buyers of exports.
· There are equity and efficiency considerations arising from some firms receiving government support, while others do not, especially when assistance flows to less efficient firms.

	


This chapter outlines a conceptual framework for economic analysis of Australia’s export credit arrangements. This framework will be applied in assessing existing arrangements, as well as potential options for reform.
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 SEQ Heading2 1
What are the policy design questions?
An assessment of Australia’s export credit arrangements can be conceptualised as a hierarchy of interdependent policy design questions. The issues that need to be resolved range from the high-level questions of ensuring that the policy objectives are clear and that there is rationale for government intervention, to identifying specific areas of reform (figure 4.1). 
Figure 4.1
Mapping the policy questions
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The remainder of the chapter presents an overview of the issues relevant to the above policy questions. Subsequent chapters consider those issues in greater detail. 
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Rationale for intervention

Objectives

Clearly defining the policy problem is a fundamental step in the design of a new policy, or the assessment of an existing one.

At a high level, there are two requirements that could apply to most policy objectives. First, they should be consistent with the goal of enhancing economy‑wide welfare. This requires an understanding and recognition of the underlying policy problem in a broader context. For example, policies that focus exclusively on promoting the interests of a particular section of the community, say exporters, could overlook potential negative effects in other parts of the economy and run the risk of reducing the welfare of the community as a whole. 

Second, the objectives need to be sufficiently specific to allow adequate targeting, and subsequent evaluation of the policy, but not be too prescriptive to unduly restrict the range of options to address the problem (Australian Government 2010). 
Market failure

Australia’s export credit arrangements could generate both benefits and costs to the economy. However, government intervention is only warranted when the benefits outweigh the costs. Generally, when markets — including financial markets —function well, they promote efficiency by allocating resources to their highest valued uses. In those cases, government intervention to alter consumption or production (for example, by way of a subsidy) will lead to a net loss for society (box 4.1). Although policies of this nature benefit those that receive assistance, the costs borne by the rest of the community outweigh those benefits.
	Box 4.1
The effect of subsidising production in efficient markets

	The demand and supply of a product are stylised below. The quantity of the product consumed and produced is measured on the horizontal axis, the value of the benefits and costs of the product on the vertical axis. The S curve represents the incremental costs of supplying additional units of the product. Its upward slope reflects the scarcity of the resources required to make the product — as resources become more scarce, the cost of each new unit produced will rise. The D curve represents the demand for the product. Its downward slope reflects that the incremental benefits of consuming more of a particular product decline as this product becomes more abundant (relative to other products that consumers may wish to consume). The intersection of the two curves shows where the incremental costs of production to society equal the marginal benefits of consumption and the optimal price and level of consumption and production are p* and q*. 
[image: image2.png]



The government could try to increase the production and consumption of a product by subsidising its supply. This would increase the supply to a new curve Ss and lead to a lower equilibrium buyer price ps and higher level of production and consumption qs. The subsidy would impose a cost on taxpayers. Some of this cost would be offset by the gains to the beneficiaries of the subsidy — the producers and consumers of the product. However, some of the costs of the subsidy will not be matched by the benefits. This is because the subsidy leads to a level of supply at which the additional costs of production to society have begun to exceed the benefits of consumption. The shaded triangle reflects the aggregate loss to society from increasing consumption and production beyond the socially optimal level.

	

	


Few, if any, markets conform to the competitive ideal and market failures arise for several reasons (box 4.2). Despite this, most markets operate in a way that enhances community welfare and do not require government intervention. Even when government intervention appears to be necessary it is important for policy makers to note that government intervention is never perfect and the cost of interventions will generally need to be weighed against their benefits.

	Box 4.2
Five sources of ‘market failure’ 

	Externalities arise when the actions of an individual or firm create a benefit or a cost for others who are not a party to the transaction and these impacts are not reflected in market prices.

Public goods arise where consumption of a good is non‑rivalrous (consumption by one person does not affect the amount available to others) and non-excludable (people cannot be prevented from consuming the good). Producers and consumers cannot capture the full benefits of provision and payments for provision cannot be enforced. Consequently, public goods are likely to be under-provided by the private sector.

Inadequate information about a transaction can occur where there are institutional or cost barriers preventing parties to a transaction obtaining relevant information about the characteristics of a transaction (most notably risks) and/or each other. In such cases, market participants may adopt simplified decision rules based on a reduced set of information.
Information asymmetry arises where one of the parties knows more about key aspects of the transaction than the other. One possible consequence is ‘adverse selection’ — a bias toward entering into lower quality or higher risk transactions. Another potential problem is ‘moral hazard’, which occurs when a party modifies its behaviour after the transaction to exploit any information advantage.

Lack of effective competition may arise in the presence of market characteristics such as natural monopoly or when the market has a small number of firms that are able to restrict output and maintain prices above optimal levels. A small number of participants in the market alone is not evidence of the exercise of market power. The threat of new entrants may discourage the use of market power.

	

	


Failures in financial markets
Market failures in financial markets may manifest in the availability of debt or equity being restricted in the economy as a whole, or in segments of the market. They may also result in ‘irrational exuberance’ in financial markets where there is an excess supply of credit or it is supplied at a below optimal price — also an inefficient outcome. The OECD noted:

When market failures exist, financial markets may not efficiently manage financial risk, may not allocate resources across space and time optimally, and may be subject to other weaknesses. (2008a, p. 6)
In the past, governments have sometimes intervened to correct perceived financial market failures by providing finance for what they saw as commercially viable projects rejected by the private sector. However, governments are not necessarily as well placed as the private sector in assessing and pricing risk or allocating credit. They are not subject to the same level of scrutiny as private sector providers that have to account to their shareholders for their decisions. Nor do they face the same consequences as the private sector from poor judgements. 
Although the following is not an EFIC transaction, it does illustrate that governments can and do lose from providing loans and guarantees to promising opportunities (opportunities the private sector had rejected). Following the launch of the Stanwell magnesium project in March 2000, the Australian and Queensland Governments gave considerable support in the form of grants and loan guarantees (Lipton, Steinberger, and Ketcher 2003). The Australian Government was very confident about the project (Minchin 2001). However, despite this support, the Australian Magnesium Corporation faced difficulties with the Stanwell project leading to its termination in June 2003. The collapse of the project resulted in significant costs being transferred to the taxpayer.
Government run financial organisations have similarly had mixed success in allocating credit to viable projects. Although some have been successful, others such as the Victorian Economic Development Corporation, the West Australian Development Corporation, and the state banks of Victoria and South Australia failed at substantial cost to taxpayers and the economy as a whole.
Why can’t some transactions attract market interest?

Even in well-functioning and competitive financial markets some transactions will not proceed.

At any one time market participants will compare the costs and opportunities of a variety of transactions. If some transactions cannot attract market interest at any price or only at a very high price this could simply reflect commercial decisions about allocating scarce resources given relative costs, benefits and risks. In this context, there will always be gaps between demand and supply. Unconstrained by price, society’s demand for any product will typically exceed its capacity to meet it and, similarly, not every proposal will find a financier or insurer. It is not a market failure unless it is a situation where the market fails to deliver an outcome that would improve community wellbeing at the economy‑wide level.
Transactions that do not attract commercial interest could stem from either a market failure, or because the underlying commercial aspects of the transaction mean that market participants prefer instead to invest in projects elsewhere that generate greater expected returns. Government intervention in the latter case diverts resources from more commercially attractive projects and runs the risk of policy failure — similar to that encountered by the Stanwell magnesium project discussed above.
Finding 4.1
There can be sound commercial reasons why private sector providers do not offer some products or are unwilling to provide them to some exporters or buyers. Such cases are not market failures.
When should government intervene?

The key policy question is whether government intervention will generate a net benefit to the community. The test of whether government should intervene is not whether there is a gap between what is supplied and demanded (because there will always be gaps), but rather do the benefits for the economy of the intervention exceed the costs. 

The relevant considerations for policy are:
· the nature and impact of the market failure and the extent to which it can be corrected through intervention. Evaluation of this involves identifying the relevant economic counterfactual against which the intervention is to be assessed. From a policy perspective, the question is not whether the transaction or project would proceed or not, but rather what is the cost at the economy-wide level of leaving the decision to the market participants and what is the capacity of the government to improve on market outcomes
· the likely costs of government intervention, including:

· the opportunity cost of the resources used to assist the provision and consumption of export finance and insurance, including the costs to government of raising the required funds through taxation, and any broader economic, environmental or social impacts of the policy
· the administrative costs for the government and the compliance costs for businesses and individuals. 

A further qualifier on the rationale for, and form of, government intervention in financial markets is the fact that specific market failures are often not permanent and could change over time. Thus, even if the rationale for intervention existed when government first intervened, it is important to regularly assess the case for continuing government involvement. Furthermore, where the market failure is likely to be of a very short-term nature, government involvement may not be warranted in the first place. 
Other rationales for intervention

Government provision of export assistance generally, and export finance and insurance specifically, is sometimes advocated for reasons other than market failure. For example, some advocates for general export enhancement argue that it could achieve strategic trade objectives or macroeconomic objectives, such as improvements in the balance of payments, or increased employment. Several participants (for example, AMWU, sub. DR111; CFMEU, sub. 10; Incat, sub. DR56) noted that EFIC’s assistance could help overcome challenges faced by Australian exporters, such as the high Australian dollar. Sometimes the argument for intervention is simply that the government has natural advantages over the private sector in scale, ability to spread and manage risk, expertise and access to information. 
The Commission assesses the merits of a range of potential rationales for government intervention, including those discussed above in chapter 5. Where no market failure is found, the Commission’s approach is to conclude that there is no economic rationale for government intervention — that is, the economy-wide benefits of intervening on those grounds are likely to be exceeded by the costs. This is not to say that there are no private benefits accruing to participants involved in the intervention but rather that those benefits come at a cost to others either as a result of distortions, subsidies or inappropriately priced transfers of risk.
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Achieving cost-effectiveness
Provided the in-principle rationale for government intervention is established, the next step involves maximising its cost-effectiveness, that is, achieving the objectives at the lowest possible cost. 
At the outset, this requires answering the question of whether provision of export finance and insurance is the most direct and effective way of addressing any market or government failures. In large part, the answer depends on how directly the instrument targets the policy problem. Beyond that, the issue is whether and how the current arrangements for providing export finance and insurance can be improved. 
Targeting the market failure at its source

Policies that target a market failure directly at its source can confer several advantages. First, it reduces uncertainty about the causal linkages between the policy and the intended outcome, and improves the effectiveness of the policy (PC 2010c). Second, the costs to the taxpayer will be lower if the scope of government intervention is confined solely to the policy problem. Third, to the extent that such targeting of the policy problem facilitates subsequent market solutions, it would capitalise on the advantages that markets have over governments in allocating resources to highest‑value uses. For example, if there is incomplete information about the political risks of exporting to a particular country, providing the missing information to market participants may be a more effective and less costly response than direct provision of export finance and insurance. Similarly, if changes to financial market regulation impose an inefficient constraint on the availability of debt or equity to a particular exporting sector, the appropriate response is more likely to be found in regulatory reform or sector-wide policies than through government involvement in individual transactions.
This is not to say that direct targeting of the market or policy failure will always be feasible or successful. There may be institutional constraints or implementation difficulties that make this approach impractical. It is important to consider whether other policy instruments could address the problem more effectively or at a lower cost.
Targeting financial market failures — some past experiences

Past government responses to perceived financial market failures have varied, ranging from broader policies, such as monetary policy and government ownership of financial institutions, to more targeted responses such as regulation of the financial sector and various incentive mechanisms (box 4.3).

Over the past 30 years, and following two broad inquiries into Australia’s financial system, there has been a general recognition that targeted approaches to addressing any market failures are preferable. There has been a clear trend away from the potentially risky approach of government ownership of financial institutions, prompted by the high-profile collapses of government-owned banks such as the State Bank of South Australia and the State Bank of Victoria (Armstrong and Gross 1995; MacPherson 1993). 

	Box 4.3
Government responses to financial market inefficiencies

	Australian Governments have used a variety of policies to address perceived inefficiencies in financial markets, including:

· government ownership of financial institutions — in the period up to the mid-1990s government-owned financial institutions were widespread. The Australian Government owned the Commonwealth Bank of Australia and there was a state government‑owned bank in every state. The 1990s saw a broad trend of privatisation, in some cases prompted by the financial mismanagement and/or collapse of these institutions
· regulation — prior to the mid-1980s financial institutions were subject to extensive and prescriptive regulation which greatly constrained both the number of providers (for example, foreign banks could not operate in Australia) and the day-to-day operation of existing market participants (including through lending rate controls, limits on what financial products could be offered, and controls on deposit amounts and terms). These regulations reflected macroeconomic, equity and efficiency concerns. Following the Australian Financial System Inquiry in 1981, the Australian Government commenced a process of deregulation, which relaxed many of those constraints. The reform continued with the 1996‑97 Financial System Inquiry undertaken by the Wallis Committee. The conclusions of that inquiry focused on achieving competitive financial markets governed by a robust prudential structure

· incentive mechanisms for consumers of financial products — the policies adopted at various stages included, for example: subsidised loans (such as the Green Loans scheme, discontinued in 2010); the current tax concessions to venture capital markets; and different forms of assistance to help small and medium-sized enterprises become market ready.

	Sources: ABA (2004); ATO (2009); Wallis et al. (1997); DEWHA (2010); Macfarlane (1998).

	

	


International research also suggests that government-owned financial institutions generally fail to enhance economic efficiency. For example, La Porta et al. (2002) assessed the effects of government ownership of financial institutions in 92 countries, including Australia. They made several findings including that government ownership of banks is:

· particularly significant in countries with low levels of per capita income, underdeveloped financial systems, interventionist and inefficient governments, and those with poor protection of property rights
· associated with slower subsequent financial development
· associated with lower subsequent growth of per capita income and with lower growth in productivity.
The authors concluded:

 … the results are consistent with the political view of government ownership of firms, including banks, according to which such ownership politicises the resource allocation process and reduces efficiency. (La Porta et al. 2002, p. 290)

Similarly, Inter-American Development Bank researchers (Galindo and Mico 2003) looked at the effect of government ownership of banks on growth of manufacturing sectors in need of credit in 34 countries. They found: 
Our empirical evidence suggests that state-owned banks do not promote the growth rates of manufacturing industries that rely on external sources of funding for their operation, nor do they promote the growth rates of manufacturing industries that, due to reduced access to collateral, face tighter financial constraints. On the contrary, the development of a private banking industry appears to have a significant effect on such types of industries. (p. 10)
The OECD (2008a) observed that the focus for governments should be:

· establishing the pre-requisites for the operation of the financial system, including:

· sound fiscal and macroeconomic policies and monetary controls

· well-developed infrastructure for financial services, including reliable accounting, auditing, legal and judicial, and tax systems

· targeting market failures at the source through either incentive mechanisms, competition policy, financial education, or regulation. 
Reducing the opportunity costs

Opportunity costs of capital

The capital used by an export credit agency (ECA) to provide its products and services (including any contingent liabilities of the government) has an opportunity cost. Opportunity cost reflects the value of the best alternative use of that capital. If there is a higher return from investing those funds elsewhere — either through government programs or by private businesses and individuals, the ECA would be distorting the allocation of resources (discussed below) and generating a net cost to the economy.
Distortions in export finance and insurance markets and the broader economy

Government provision of export finance and insurance can affect the incentives and behaviour of both providers and consumers of these products.

On the supply side, ECAs may crowd out private sector provision of export finance and insurance for commercially viable transactions if there is direct competition with existing providers, or if government provision creates a barrier to entry for other businesses. ECAs may also attract private sector provision of export finance and insurance beyond optimal levels through co‑operative arrangements that effectively subsidise private providers or consumers of the supported exports.

Distortions may also arise on the demand side of export finance and insurance markets. If exporters perceive a benefit from receiving these products from the government, rather than seeking alternative sources of funding or insurance, such as equity finance, they may engage in strategic behaviour to secure or retain this benefit.

Government provision of export finance and insurance can also have broader effects across the economy, unless it is done on the basis of market failure and the benefits outweigh the costs. If government provision assists particular industries, resources would be artificially shifted to those industries at the cost of other sectors. It may be the case that by supporting a transaction an ECA is conferring a benefit on a business less efficient than one that would have undertaken the activity but for the ECA’s support. The various channels through which distortions could arise are examined further in chapter 7.

The size of the distortion is determined predominantly by how an ECA prices its products and the characteristics of the affected markets. In general, distortions are less likely to occur if the ECA faces the same incentives as the private sector to price its products and services efficiently. If there are price differentials, the key factor determining the magnitude of any misallocation of resources is the sensitivity of the market participants to price changes. For example, if the demand for export finance is highly sensitive to price, providing the product at a subsidised price would lead to a greater increase in consumption and a bigger distortion than if demand varied little in response to price changes.

One way of assessing whether EFIC is likely to create distortions is by examining how EFIC selects and prices the transactions and how it prices risk. Another approach involves looking at the financial performance of EFIC’s operation after accounting for any commercial advantages it may have by virtue of its exemption from competitive neutrality arrangements. This is covered in chapters 6 and 8. 
Appropriate governance arrangements
Ensuring that the governance structures responsible for policy development, implementation and oversight are effective is fundamental to the success of any policy. At a high level, this requires that:

· the responsibility for components of the policy task is allocated to agencies best equipped to deliver them, taking into account the relevant skills, expertise and administrative costs, as well as potential conflicts of interest

· adequate arrangements are in place to ensure accountability (PC 2010c).

The risks from inadequate governance arrangements can be considerable for the taxpayer and the reputation of the government.
Chapter 9 sets out the principles of good governance in greater detail and adopts them to assess the case for governance reform of EFIC.
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Distributional effects
Distribution of the benefits between exporters and importers

EFIC’s provision of a facility to an importer or exporter does not necessarily represent who will be the beneficiaries. The benefits may ultimately be shared by both the exporter and the importer, and partner private sector financial institutions (who would be able to increase their involvement, while achieving better conditions and transferring risk). The distribution of the benefits from assistance depends on the demand and supply characteristics in the relevant markets, and the magnitude of any change in prices.
At a broad level, the following factors determine the ultimate distribution of the benefits:
· the responsiveness of the demand for imports to changes in the price — if the world demand for a particular product is not sensitive to price, subsidising the supply of that product will simply reduce its price in world markets rather than increase the quantity consumed. Thus, the subsidy to exporters would end up primarily benefiting the consumers in the importing country

· the responsiveness of the assisted exporter to changes in the price — the greater the increase in the export volume in response to the assistance from EFIC, the greater the likely fall in the price paid by the consumers in other countries, and the greater the benefit that will accrue to them
· the ability of the assisted exporter to change the world price by increasing its export volumes — if the increase in the export volume is large it will confer greater benefits on consumers in other countries through lower prices. If, on the other hand, the exporter cannot influence the world price, it will gain the entire benefit of the subsidy, albeit at a net cost to the economy, as more resources are shifted to export production than would have occurred in the absence of the subsidy (Fitzgerald and Monson 1989; Fleisig and Hill 1984).
Even where exporting firms can benefit from EFIC’s assistance, this does not necessarily imply that all of the benefits received by exporters accrue to the exporting country. There will be a leakage of benefits overseas in circumstances where the parties to an export transaction supported by EFIC are foreign-owned. 

Distributional consequences within Australia — efficiency and equity
EFIC’s activities in markets also have implications for the manner in which resources are distributed between various persons and entities within the Australian economy. The distribution of the benefits of Australia’s export credit arrangements is relevant from an equity and an efficiency perspective. 
Efficiency consequences
Some may argue that the goals of EFIC would still be achieved even if a foreign‑owned company is assisted and if prices for the exported good or service were falling, because exports would have increased and employment in that part of the economy would have increased as result. However, that is only part of the picture. If those resources would have been more efficiently employed elsewhere in the economy then there would be a net efficiency loss. EFIC’s private sector partners may still be beneficiaries and the importer and exporter may still consider they gained, but in the absence of a market failure these gains will be outweighed by the costs. There would be a reduction in community welfare, particularly in circumstances where the economy is close to full employment.

Equity consequences
To the extent that one of the objectives of government policy is an equitable distribution of the costs and benefits in the community, the winners and the losers and the magnitude of their gains and losses need to be identified (Australian Government 2010). 

In some instances, (and where a market failure rationale for intervention is not established) the benefit gained by an assisted exporter could come at the expense of domestic competitor companies who do not receive assistance. Downer EDI Limited (sub. DR40, p. 3) observed that ECA finance gave it a ‘competitive advantage when Downer is bidding on tenders in the knowledge it has access to the prerequisite funding’. The Commission has come across cases where EFIC’s assistance to one domestic producer gave it an advantage over other domestic producers (discussed in chapter 7). 
There may also be cases where EFIC’s assistance is directed to firms that do not need it, because those firms can access alternative sources of finance and insurance, albeit at a higher price. Considerations of the efficiency of this outcome aside, the fairness of conferring a benefit on those firms at the expense of the general taxpayer is another important consideration.
A note on the Commission’s methodology
In its assessment of the likely impacts of current and proposed arrangements, the Commission has not sought to quantify the costs and benefits for the Australian economy. Some participants, (for example, EFIC, sub. DR90; Malcolm Stephens, sub. DR93) criticised this approach.

In the context of the issues the Commission considered in this report, a quantitative analysis is not required to determine whether the proposed arrangements would deliver a net benefit to the community. If the current arrangements fail the threshold test of being based on a sound rationale for government intervention, the outcome would be a net loss for the Australian economy.

Further, an economy-wide modelling exercise is required to accurately measure the costs and benefits and associated flow-on effects of current and proposed arrangements. Given the small size of EFIC relative to that of the Australian economy, any estimates would be extremely sensitive to assumptions, difficult to discern from model ‘noise’ and, ultimately, highly unreliable.
� 	If the economy is operating at or close to full employment, government stimulus applied to one area will simply draw resources from other areas with little net impact on aggregate output.
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