	
	


	
	



8
Financial management and performance
	Key points

	· A large proportion of EFIC’s income is earned through its treasury. EFIC’s origination business, responsible for supporting exports through loans, guarantees and insurance products, has generated less than half of EFIC’s income in each of the past five years.

· Although EFIC has recorded modest accounting profits in 19 of the past 20 years, it is unlikely that it has covered the full economic cost of providing its financial services.

· In the recent past, EFIC has had high exposures to certain industries, notably ship‑related industries, indicating that some aspects of its credit risk management have not always been sufficiently robust.

· EFIC maintains capital well above prudential minimums and EFIC’s internal limits. The capital held by EFIC has an opportunity cost that is borne by the taxpayer.

· Over the past ten years, EFIC’s activities on the commercial account have earned a low rate of return on equity. This may reflect a number of factors, including that its transactions are sometimes not priced to reflect the expected full economic costs (given the risk incurred), a high level of retained capital, and possibly high operating expenses.

· EFIC’s operating expenses have increased significantly over the past five years, particularly its staff costs. Although increased costs have been accompanied by an increase in some of EFIC’s reported output measures, there has not been a commensurate increase in its profitability.

· Rigorous assessment of EFIC’s operational efficiency will not be possible until it is subject to competitive neutrality arrangements and operates on an equal footing with private sector providers.

	


The Export Finance and Insurance Corporation (EFIC) earns income from two sources: its origination business, which derives fees and interest from loan, guarantee and insurance products, and a separate treasury which invests capital and surplus borrowing proceeds. The origination business is further separated into a structured trade and project finance (STPF) division, which supports large transactions often involving large Australian and foreign companies, and a small and medium‑sized enterprises (SME) and mid‑market division. This chapter examines the financial performance of EFIC as a corporation, the way in which it manages its credit and funding risks, its capital adequacy, and treasury functions.
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Risk management
According to its policy documents, EFIC is required to manage the credit risks in its portfolio, that is, the risk of impairment for each facility, and risk concentrations across its portfolio. EFIC’s policies also require ongoing monitoring of facilities and portfolio exposures and for EFIC to set aside funds in case of losses. This is done through general provisions for expected losses, specific provisions for known losses and capital for unexpected losses. EFIC’s policies also state that it should set aside capital for operational risk and market risk, and additional capital, known as concentration capital, to manage concentration risk in its portfolio (EFIC 2008b).

EFIC’s credit risk and portfolio concentration management policies
EFIC’s risk management framework includes a credit manual (EFIC 2008b) and a risk appetite statement. According to EFIC policy, both of these documents must be approved by the Board and are subject to ongoing revision.

EFIC’s credit manual sets out the policies and processes for credit risk assessment. Before providing a facility, EFIC is required to determine whether it meets the eligibility criteria specified in the Export Finance and Insurance Corporation Act 1991 (Cwlth) (EFIC Act) (chapter 2). If the transaction meets the eligibility criteria, EFIC assesses the risk of the proposed transaction using procedures specified in the credit manual. This process includes an assessment of the aggregate portfolio risks associated with the proposed transaction, with regard for other exposures in the portfolio, as well as the specific risks associated with the proposed facility (box 8.1).

	Box 8.1
Risk profile of EFIC’s portfolio

	EFIC’s website notes:

EFIC’s lending business is essentially similar to a wholesale corporate banking business, although the risk profile is different from that of a typical bank. We have a more concentrated portfolio of generally longer-dated and higher-risk exposures, consistent with our role of working beyond the limits of the commercial market. (EFIC ndk)
Average risk across EFIC’s portfolio can be examined by looking at average risk scores and impairment:
· At 30 June 2011, the weighted average risk grade of EFIC’s commercial account (CA) exposures, including political risk insurance policies and reinsurers, was an EFIC risk score of 3.6. This is equivalent to Standard & Poor’s BBB or investment grade rating (box 6.4).

· EFIC’s weighted average risk grade for 2010-11 was between 3.7 and 3.9 across the CA and the national interest account, again equivalent to investment grade. EFIC’s weighted average risk grade has been falling in recent years.

· The overall level of impairment on EFIC’s portfolio is low compared to that of other Australian banks (majors and regionals) (EFIC, sub. 18). Generally, the higher the level of risk undertaken, the higher the level of impairment. 

· In 2010, Standard & Poor’s estimated that EFIC’s CA exposures would be consistent with a counterparty credit risk of about BBB (for example, Bank of Queensland has a long‑term BBB credit rating). This assessment factors in Standard & Poor’s observation of EFIC’s portfolio being concentrated in the shipping, mining and construction sectors.

EFIC weighted average risk rating, commercial account
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	Sources: EFIC (2011a); S&P (2010).

	

	


EFIC’s policies require assessment of a proposed transaction in light of the aggregate risks that EFIC is exposed to across the commercial account (CA). EFIC aggregates portfolio exposures according to the following categories:
· risk party — the entity on which EFIC assumes credit risk
· controlled risk party — any exposure EFIC may have to entities controlled by the risk party, such as subsidiaries or affiliates
· segment of risk — includes sovereign risk assumed by governments, bank risk assumed on the financial institution accepting short-term deposits and commercial risk, or risks not covered by either sovereign or bank risk
· country of risk

· industry of risk (EFIC 2008b).
Although EFIC is not subject to Australian Prudential Regulation Authority (APRA) oversight, EFIC states that its exposure management policies are modelled on APRA’s guidelines for the maximum level of exposure to a single counterparty or to groups of related counterparties, known as the large exposure policy guidelines (box 8.2). EFIC sets maximum limits on counterparty exposures (to risk party or controlled risk parties) and countries. It has target limits expressed as a percentage of capital (including callable capital) to particular countries, industries and risk parties that depend on risk grade. Exposures above these limits are considered to be high and require approval by the Board (EFIC 2008b; 2011a).
Provided that aggregate risk levels are acceptable, EFIC will then assess the specific risks associated with the proposed facility. In order to manage its risk profile, EFIC sometimes shares risk through reinsurance and risk participation agreements with private insurers, other export credit agencies (ECAs) and multilateral agencies. EFIC reinsured 11.6 per cent of its exposures by value in 2010‑11 (EFIC 2011a).

EFIC’s policy requires board approval of all transactions of more than $50 million. The Managing Director has responsibility for all other transactions, but has delegated some powers to the chief credit officer or the head of the STPF or SME and mid‑market divisions, who can co-approve transactions of up to $15 million (EFIC 2008b).

EFIC’s aggregate exposures

EFIC has procedures set out in its credit manual that suggest that EFIC’s board should be aware of exposure concentrations:

[Aggregate risk exposure] tolerances have been devised so that decisions to incur large concentrations of industry or country risk in the portfolio will be taken at the highest level of Management. Board control of material changes in such risk concentrations is exercised through any large individual transactions being referred to the Board for approval if the amount exceeds the delegation granted to the Managing Director. In addition, the Board monitors the spread of portfolio risk via regular reports. (EFIC 2008b, p. 1-4)
	Box 8.2
APRA’s large exposure guidelines

	Under the Australian Prudential Regulation Authority’s (APRA) large exposures prudential standard (APS 221), an authorised deposit-taking institution’s (ADI) large exposures policy must, at a minimum, cover the following:

1. exposure limits, commensurate with the ADI’s capital base and balance sheet, for:

various types of counterparties (for example, governments, ADI’s and foreign equivalents, corporate and individual borrowers)

a group of related counterparties

individual industry sectors (where applicable)

individual countries (where applicable)

various asset classes (for example, property holdings and other investments)

2. the circumstances in which the above exposure limits may be exceeded and the authority required for approving such excesses

3. the procedures for identifying, reviewing, controlling and reporting large exposures of the ADI.

APRA considers a large exposure to be an exposure to a counterparty or a group of related counterparties which is greater than or equal to 10 per cent of an ADI’s capital base. The aggregate exposure of an ADI to a counterparty or group of related counterparties is subject to the following limits:

4. external parties unrelated to the ADI (other than governments, central banks and ADIs or equivalent overseas deposit-taking institutions) — 25 per cent of capital base
5. unrelated ADI (or equivalent overseas deposit-taking institution) and its subsidiaries — 50 per cent of capital base, with aggregate exposure to non‑deposit‑taking subsidiaries capped at 25 per cent of capital base
6. foreign parents and their subsidiaries — 50 per cent of capital base, with aggregate exposure to non-deposit-taking subsidiaries capped at 25 per cent of capital base.
APRA guidelines are not prescriptive about limits for individual industry sectors, countries or asset classes.

	Source: APRA (2008).

	

	


EFIC’s policy allows for the Managing Director to set limits on maximum industry exposures. Industry exposures are to be reviewed quarterly. EFIC’s credit manual states that ‘for the purposes of managing industry exposure, exposures to industries in excess of 15 per cent of EFIC’s capital are considered high’ (EFIC 2008b, p. 4‑7). However, EFIC has advised the Commission that:

We [EFIC] do not currently have any specific industry limits in place given that industry risks are viewed as well contained. (EFIC, pers. comm., 18 November 2011)

In 2010, EFIC’s internal auditors observed some large exposures on the CA. These related to particular countries such as Zambia and Sri Lanka, and ship‑related industries. The internal auditors recommended EFIC consider enhanced ‘stress testing’ and scenario analysis tailored toward country and industry specific risks. (EFIC, pers. comm., 25 November 2011). On the basis of the material presented by EFIC, the Commission understands that this internal audit recommendation was not adopted. 
Box 8.3 shows the extent of EFIC’s exposures to ship‑related industries over time.  EFIC stated in its submission to the draft report that exposure to ship building and operation is reported at every board meeting. EFIC also noted in its submission to the draft report that the internal auditors concluded in 2010 that EFIC was fully compliant with prudential limits set out in APRA’s large exposure guidelines (sub. DR90). However, as noted in box 8.2, APRA guidelines are not prescriptive about industry limits.

The high exposure to ship building and operation drew the attention of the Board and EFIC’s internal auditors. This suggests that EFIC’s credit risk arrangements have not always been sufficient to prevent concentrated aggregate exposures.
Finding 8.1
EFIC’s internal auditors observed that EFIC has had high exposure to certain industries, including ship building and operation, and to a few countries.

The Commission considers that some aspects of EFIC’s credit risk management have not always been sufficiently robust.
Recommendation 8.1

EFIC should revise its risk management policies to include a limit on exposures to particular industries.
	Box 8.3
EFIC’s exposure to ship building and operation

	A large share of EFIC’s commercial account (CA) credit exposure is (and has been) associated with ship builders and operators. In 2010‑11, gross exposure on the CA was $294 million (31 per cent of total CA exposures, or 48 per cent of EFIC’s capital, including callable capital). In 2006‑07, EFIC’s gross CA exposure to ship building was $365 million (56 per cent of total exposures, or 62 per cent of capital, including callable capital). Exposure excluding sovereign and semi-sovereign exposures and reinsurance was about 36 per cent of total exposures between 2005 and 2007. Such a high rate of exposure to one industry could expose EFIC to large losses if circumstances or events have an adverse impact on the facilities in the portfolio.
EFIC’s exposure to ship building and operationa
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a Exposure at 30 June. Net exposures excludes exposure to sovereign and semi-sovereign risk parties, and reinsurance.
The national interest account (NIA) also has some exposure to ships, accounting for 1.6 per cent of total NIA exposures in 2010‑11, although this is fully reinsured. Across the CA and the NIA, EFIC’s total gross exposure to ships was $305 million in 2010‑11, or 19 per cent of total exposures. 
Even with a reduction in the level of exposure in recent years, in 2010, EFIC’s internal auditors observed ‘concentrations in countries such as Zambia and Sri Lanka and industries such as shipping’ (EFIC, pers. comm., 25 November 2011, p. 10) and called for enhanced stress testing and scenario analysis tailored towards country and industry‑specific risks. On the basis of the material presented by EFIC, the Commission understands that this internal audit recommendation was not adopted. 

	Sources: EFIC (2011a; pers. comm., 25 November 2011; 1 December 2011). 

	

	


Capital adequacy

When an insurance, guarantee or bond claim is made, EFIC may need to make a payment to counterparties, or in the case of a non-performing loan, will not receive repayments of interest and/or principal. Under the EFIC Act, the EFIC Board is required ‘to ensure, according to sound commercial principles, that the capital and reserves of EFIC at any time are sufficient’ (s. 56(1)). When making this assessment, the Board is required to include as capital the $200 million of callable capital that is available from the Australian Government. EFIC holds no capital against the national interest account (NIA) (EFIC, sub. 18), because the costs and risks are borne directly by the Commonwealth. Any losses or gains on NIA facilities impact the Commonwealth’s obligations to potentially fund business conducted on the NIA. In some cases, the Commonwealth may be required to provide funding to EFIC (via the Department of Foreign Affairs and Trade) through an appropriation from the Consolidated Revenue Fund to achieve the Commonwealth’s directives.
To assist in ensuring all its payment obligations are met, EFIC’s policy requires funds to be set aside to cover impaired facilities on the CA. A general provision for expected losses and a specific provision for known losses, is made through EFIC’s profit and loss statement. These costs are explicitly recognised in profit results contained in the financial statements.
Capital is set aside for unexpected losses (discussed in chapter 6), and is recognised in the financial statements as ‘total capital required’. EFIC calculates total capital required (broadly) according to APRA and Basel II standards. Liquid assets are held against required capital and provisions, including cash and its equivalents, and financial securities of varying maturities which are ‘available‑for‑sale’. EFIC also maintains credit lines to ensure that payment obligations can be met.

EFIC holds more capital than it estimates is required to cover unexpected losses. At 30 June 2011, EFIC’s capital was $419 million ($619 million including callable capital). This exceeds EFIC’s estimate of required capital of $286 million which includes concentration capital ($135 million) and estimated dividend payment ($15 million) (EFIC 2011a).
EFIC’s capital adequacy ratio was 34.6 per cent, including callable capital (or 23.4 per cent without callable capital) (EFIC 2011a), well above both the 8 per cent minimum imposed by APRA on commercial banks and the minimum 16 per cent specified by the Board (EFIC, sub. 18) (box 8.4). By comparison, the weighted average capital adequacy ratio of Australian‑incorporated banks in June 2010 was 11.7 per cent and the 90th percentile for capital adequacy ratios was 18.3 per cent (APRA 2011). 
	Box 8.4
Capital adequacy

	EFIC bases its assessments of capital adequacy on the prudential standards and calculations used for regulating banks. The Board has endorsed a model that takes into account the Australian Prudential Regulation Authority (APRA) guidelines and the framework issued by the Basel Committee on Banking Supervision (known as Basel II). The model covers credit risk, operational risk, market risk, credit concentration risk and counterparty risk. 
EFIC assigns probability of default statistics and loss given default ratios to each facility and calculates an amount of capital accordingly (discussed in chapter 6). Riskier, longer-dated facilities require more capital than the less risky, shorter-dated facilities. EFIC uses probability of default statistics published by the major ratings agencies and Berne Union statistics to assist in constructing the model. 

In addition, EFIC sets aside additional capital to reflect what it considers is a  concentration of large exposures. The amount of concentration capital is based on the highest of:

· 100 per cent of the largest individual maximum exposure

· 50 per cent of the largest maximum country exposure (excluding internal credit rating 1 and 2), or

· 50 per cent of the largest maximum industry exposure (except reinsurance and central or local government).

The sum of the required capital for all facilities, the capital against treasury exposures on EFIC’s investments and derivative transactions, and operational capital are added to determine capital before concentration capital. Risk weighted assets (RWA) are calculated by dividing this amount by the minimum capital required by APRA (8 per cent). 
The capital adequacy ratio is calculated by dividing capital by RWA. APRA requires banks to hold capital of no less than 8 per cent of RWA.

	Source: EFIC (2011a).

	

	


As a wholly owned government entity, EFIC does not face the same incentive to productively manage capital as a private sector firm. In publicly‑listed companies, holdings of liquid assets by a firm in excess of prudential requirements can be interpreted as a signal that the firm lacks profitable investment projects. Firms with large cash holdings will usually seek to improve profitability by using liquid assets to make profitable investments, pay down debt or return the excess funds to shareholders through dividend and other payments. With the exception of publicly‑listed companies with partially paid shares and some insurance markets, there are few public or private organisations with capacity for management to call on owners to provide additional capital. EFIC’s dividend payment policy is discussed below.

EFIC’s corporate plan notes EFIC’s intention to lower its capital adequacy ratio over the next three years by expanding its operations and increasing the level of its risk weighted assets (EFIC 2011c). The effect of EFIC’s high level of retained capital on its operating performance is discussed in section 8.4.
Finding 8.2
EFIC’s capital adequacy ratio at 30 June 2011 was well above the minimum level specified by Australian Prudential Regulation Authority guidelines and EFIC’s internal benchmarks. The extra capital held by EFIC has an opportunity cost that is borne by the taxpayer.
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Dividends

Under the EFIC Act, EFIC is required to pay a dividend to the Australian Government. Although the Board recommends the dividend to the Minister, the Minister may direct payment of a different specified dividend (s. 55), provided it is not more than EFIC’s profit for that year (s. 55(4)). The criteria for setting the specified dividend are not prescribed in the EFIC Act and the Minister is not required to provide an explanation for the specified level of dividend. In recent years, the dividend payment has been 50 per cent of profit on the CA, with EFIC retaining the remaining 50 per cent. The Minister directed EFIC to pay a dividend of 75 per cent for the 2009‑10 financial year (EFIC 2011a). 

EFIC has used the retained portion of profits it has made over the past 10 years to build its equity from $238 million in 2002 to $408 million at 30 June 2011:

EFIC is a profitable agency making an average profit of A$33 million a year and returning A$106 million in dividends to Government since the last Review [of EFIC in 2006]. The balance of profits is retained to increase EFIC’s capital base to support more exports. (EFIC, sub. 18, p. 3)

However, the Australian Government has indicated to Government Business Enterprises (GBEs) that it prefers dividends over capital gains and:

The level of estimated dividends shall be driven by the desired capital structure, the profitability of the enterprise, and the level of agreed future capital expenditure. (Department of Finance and Deregulation 2011, p. 26).

More information on the dividend policies of other GBEs can be found in appendix D.
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EFIC’s treasury

EFIC states that the objective of its treasury is to minimise the cost of funding loan assets and maximise the return on its investments (EFIC 2011a). Treasury operations are carried out within a framework agreed by the Australian Government and are subject to internal and external audits (box 8.5).

EFIC’s treasury operations are also constrained through legislation and by EFIC’s Board. Under the Commonwealth Authorities and Companies Act 1997 (Cwlth) (CAC Act), the Minister for Finance requires EFIC’s treasury investments to be in entities (known as counterparties) rated AA- or better, or for authorised deposit‑taking institutions (ADIs), a rating of BBB- or better. EFIC’s Board has also imposed maximum levels of exposure to individual counterparties according to their risk rating. 
EFIC’s chief credit officer and chief financial officer may jointly approve treasury transactions, provided the size of the transaction is below the limit approved by the Board for the risk rating of the counterparty, and the transaction does not exceed any other country or counterparty limits. EFIC policy is that these limits should be reviewed on an ongoing basis (EFIC 2008b).

EFIC’s treasury is relatively small in comparison to those of other government enterprises, but accounts for a large proportion of EFIC’s income (EFIC, pers. comm., 18 November 2011). EFIC’s origination business has accounted for less than half of EFIC’s income in each of the past five years (figure 8.1). EFIC noted in its submission to the draft report that treasury income went directly to government until May 2007 (sub. DR90).

A large part of the income from EFIC’s treasury comes from a large investment ($1.3 billion at 30 June 2011) in liquid assets (including cash and equivalents, and available-for-sale securities). Some of this investment is supported by EFIC’s borrowings, which was $2.4 billion at 30 June 2011 (EFIC 2011a).

In its submission to the draft report, EFIC noted that it considers that income from its investment of capital and reserves would more accurately be included in its origination income (sub. DR90) on the basis that the earnings are EFIC’s. The Commission considers that EFIC’s capital and reserves are owned by the Australian Government on behalf of taxpayers and have been provided for the purposes of meeting the objectives of the EFIC Act, not for general investment of the Government’s financial resources.

	Box 8.5
EFIC’s treasury

	EFIC has stated that the core function of EFIC’s treasury is to obtain competitive rates on its borrowings and to manage the reserves that represent EFIC’s capital base (EFIC 2011a). The main functions of EFIC’s treasury are to:

· borrow on international and domestic capital markets to fund its business activities
· manage the Australian Government’s equity investment in EFIC

· structure Australian dollar and foreign currency cash flows arising from transactions
· enter into derivative contracts to manage currency and interest rate risk.
EFIC must have the approval of the Minister for Finance to borrow under s. 59 of the Export Finance and Insurance Corporation Act 1991 (Cwlth). The Minister has approved three funding programs at 30 June 2011:

· US dollar medium term notes (MTN)

· US$1.2 billion, limit of US$2 billion

· Australian dollar MTN

· $1.2 billion, limit of $1.5 billion

· Euro-commercial paper (ECP) (short-term borrowings)

· US$390 million (US$115 million funds export loans and US$275 million funds market recognition program), limit of US$1.5 billion.

The EFIC Board also approved three investment programs in 2011:

· capital and reserve portfolios, where equity is invested

· about $400 million 

· surplus liquidity portfolio, where surplus cash is invested when the borrowing and lending profile do not exactly match

· $837 million 

· market recognition program that enables EFIC to maintain a presence in the ECP market for name recognition purposes to facilitate the maintenance of credit lines, and, therefore, MTN issuance. EFIC’s relatively small size means that investors might not otherwise be familiar and comfortable with EFIC’s debt

· about $300 million.

The funds raised through these programs must be invested in accordance with the Commonwealth Authorities and Companies Act 1997 (Cwlth), in particular, s. 45 of the Finance Minister’s Orders, although the EFIC Board may determine additional criteria.

	Source: EFIC (pers. comm., 21 October 2011).

	

	


Figure 8.1
EFIC earns less than half of its income through originationa
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a(Total income includes all revenue earned on the commercial account net of the allowance for credit risk, reinsurance and interest expenses.  b( Income from capital and reserves is net of the allowance for credit risk, but includes income from investments and foreign exchange.  c( Treasury margin income includes interest margins, liquidity margin, allowance for derivative risk and a fair value adjustment in 2006-07.  d Income from the origination business may vary from year to year because of differences in the volume of business undertaken and accounting conventions for provision for expected losses. However, only actual losses affect EFIC’s long term profitability.

Sources: EFIC (pers. comm., 24 November 2011; 5 December 2011).
Finding 8.3

A large proportion of EFIC’s income is earned through its treasury operations, with EFIC’s origination business accounting for less than half of its income in each of the past five years.
The Commission considers that EFIC’s treasury operations should be commensurate with the size of EFIC’s origination business and the type of financial services offered. A reorientation of EFIC’s operations in response to the Commission’s recommendations would require treasury operations to be realigned accordingly or replaced with alternative arrangements. 
Alternative arrangements for EFIC’s four main treasury functions (box 8.5) could lead to lower overall costs than those of EFIC’s current treasury arrangements. The extent of any savings from alternative arrangements can only be rigorously assessed once the scope of EFIC’s future origination activities are determined by the Australian Government. 

As discussed in chapter 6, application of competitive neutrality arrangements will provide EFIC’s treasury with greater commercial discipline. Specifically, it will provide the incentive to hold capital having regard to its opportunity cost and ensure that EFIC takes into account all costs when pursuing its objective of minimising borrowing costs.

Alternatives for EFIC’s four main treasury functions include:

· retaining the functions in EFIC

· placing some functions with another Australian Government agency
· outsourcing some functions to a private sector provider under a competitive tender arrangement. 
These alternatives will involve costs, including for the agency and for EFIC to establish arrangements to manage the outsourcing contract, which should be compared to the costs of retaining the function within EFIC (table 8.1). The management of currency and interest rate risk (through derivative transactions), investment management and cash flow structuring could be retained by EFIC, undertaken by another Australian Government agency (on a competitively neutral basis) or outsourced to a private provider. The Australian Office of Financial Management (AOFM) is prohibited under its enabling legislation from raising funds in foreign currencies.
EFIC’s borrowing activities could be undertaken by the AOFM. The main advantage of borrowing from the Commonwealth through the AOFM is that the cost of funds may be reduced. Notwithstanding EFIC being able to use the Australian Government’s AAA credit rating, it pays a premium on its borrowings because it is not as well recognised as the Australian Government in domestic and international financial markets and its debt is considered to be less liquid. 
If EFIC borrowed from the Commonwealth through the AOFM, it could be treated in the same manner as other Australian Government agencies that borrow from the Commonwealth. For example, the AOFM provides funds to Defence Housing Australia (DHA) at a rate that includes a margin based on the credit rating of DHA and on the market rates applying to entities with similar credit ratings. This is reflected as a ‘debt neutrality charge’ in DHA’s loan agreement with the Commonwealth (Department of Finance and Deregulation, pers. comm., 27 April 2012; 10 May 2012).
Table 8.1
Options for management of EFIC’s treasury functions
	
	EFIC
	AOFM
	Other Government agency
	Private sector

	Borrow
	Employs 5.4 full‑time equivalent staff to undertake all treasury functions. Incurs compliance costs such as meeting reporting and audit requirements
	No additional staff required at the AOFM, although there would be additional compliance costs, such as meeting reporting and audit requirements. These may be lower for the AOFM than for EFIC due to economies of
scale
	Borrow directly from the Australian Government’s Consolidated Revenue Fund through an appropriation
	x

	Invest
	
	
	Cost determined by competitive tender on a competitively neutral basis
	Cost determined by competitive tender

	Structure cash flows, including foreign exchange
	
	x
	
	

	Manage currency and interest rate risk
	
	x
	
	


x Option is unlikely to be least cost.
Sources: AOFM (pers. comm., 10 May 2012); EFIC (pers. comm., 24 November 2011; 16 January 2012).
Recommendation 8.2

Under the Commission’s proposed new arrangements for EFIC, it is likely that borrowing would only be required for the NIA, although the other options for borrowing would be suitable if there were reasons that EFIC needed to borrow to support facilities on the CA, for example, if EFIC retained capacity to provide direct loans or funded guarantees (table 3.2).
The Treasury and the Department of Finance and Deregulation should regularly review the need for, and the scope of, EFIC’s treasury function to ensure that the size of treasury operations is commensurate with the size and product offering of the origination business it supports.

The first review of this type should include an assessment of EFIC’s capital requirements and dividend policy, and be completed by June 2013.
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EFIC’s financial performance

Under the Statement of Expectations (SoE), the Minister states that ‘EFIC’s Commercial Account operations are to be conducted on a commercial basis, obtaining a return reflecting risks, and national interest account operations should normally be conducted on this basis’ (Emerson 2011, p. 2). 
Consistent with its SoE, the Commission considers that it is appropriate that EFIC:

· recovers the expected full costs of its facilities (including opportunity costs) (chapter 6)
· operates efficiently.
If EFIC is achieving these objectives, it will be operating on a commercial basis, generating economic profits (discussed in chapter 6) and should earn an appropriately benchmarked return on equity (box 8.6). Where EFIC provides a facility that is not priced to earn an appropriately benchmarked rate of return on equity, and recover the expected full costs of provision, or is not operating efficiently, the taxpayer is not fully compensated for the risk EFIC incurs on the taxpayer’s behalf.

In the course of this inquiry, EFIC has asserted that it has performed well financially. It has identified three reasons for this assessment:

· It has regularly earned accounting profits.
· Its return on equity has been above the return on Australian Government bonds.

· The Minister and Australian Government central agencies have not expressed dissatisfaction with its returns.
Accounting profit

A key aspect of EFIC’s response to the draft report is that it has recorded accounting profits in 19 of the past 20 years:

The quality of EFIC’s internal governance framework, systems and procedures is reflected in: … Almost 20 years of unbroken profits — since November 1991, through a series of global and regional economic shocks, EFIC has been profitable in 19 of the past 20 years … (sub. DR90, p. 53)

EFIC has made modest accounting profits, has retained these profits or returned them to the Government in the form of a dividend in most of the past 20 years, and has not required direct support from the Government for operating expenses (apart from the initial equity investment).
	Box 8.6
Return on equity

	Return on equity (RoE) is a commonly used measure to assess the financial performance of a firm. It measures how well management has performed in generating wealth for the shareholder, in EFIC’s case, the Australian Government on behalf of taxpayers. Return on equity is equal to the operating profit after all expenses, as a percentage of the equity invested in the business (such as contributed equity and retained earnings). 

The market’s expected RoE will not be the same for every asset or business, and will usually take into account risk, which will also affect the volatility of RoE over time. Investors will typically demand a higher RoE for higher risk businesses and assets, and expect more volatility in the RoE. An average RoE over longer periods may provide a more relevant measure in markets or periods with high volatility.
Rates of RoE are only informative as comparisons to relevant benchmarks. Benchmarks can include assets that are risk free (to ensure RoE includes a premium for risk), assets with the same level of risk and assets in similar industries. It is also important to compare RoE with benchmarks based on the same definition of profit, including whether profit is before or after tax. 
RoE is not the only relevant benchmark for assessing financial performance. A rigorous framework for assessing performance would also include other measures such as return on assets, asset quality and leverage ratios. However, RoE provides a useful headline measure which is commonly used and easily understood, calculated and compared.

	

	


However, EFIC’s exemption from competitive neutrality arrangements means that its accounting profits do not take into account the expected full cost of providing its financial services, including income tax expense, the opportunity cost of capital and lower borrowing costs arising from the Australian Government’s guarantee. As such, EFIC’s accounting profits do not provide an accurate reflection of EFIC’s economic profitability. Indeed, because EFIC’s treasury borrows in financial markets at a low rate, and lends surplus funds, and capital and reserves to financial markets at market rates, earning accounting profits is not a high hurdle to jump.

Importantly, a modest accounting profit (especially one driven by its treasury operations and the return on the investment of the Australian Government’s equity) does not prove that EFIC’s finance and insurance activities are generating a net benefit to the Australian economy. 
Return on equity

Commission estimates of EFIC’s after-tax return on equity suggest it ranged between 4.0 and 8.4 per cent, and averaged 6.6 per cent, over the past 10 years (figure 8.2). On average, this is below that of the Bank of Queensland (13.3 per cent) and Bendigo and Adelaide Bank (11.4 per cent), both of which are of comparable size to EFIC (EFIC, sub. 18), and have a similar credit rating to EFIC’s CA (BBB) (S&P 2012a; 2012b).
Figure 8.2
EFIC’s financial performance — low returns to government equitya
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a( For financial institutions, the benchmark is the after-tax return on equity as reported by each financial institution in its annual report for the year ending 30 June (Bendigo and Adelaide Bank, EFIC) or 31 August (Bank of Queensland).  b The average of daily quoted capital market yields for Australian Government 10 year bonds for the financial year ending 30 June.  c Commission estimates of EFIC’s after‑tax return on equity are based on a tax rate of 30 per cent.  d For the Bendigo and Adelaide Bank, the quoted return on equity before 2007-08 is for the Bendigo Bank.
Sources: Bank of Queensland (2002–2011); Bendigo and Adelaide Bank (2008–2011); Bendigo
Bank (2002–2007); EFIC (sub. 18); RBA (2012b).

In its submission to the issues paper, EFIC highlighted as evidence of its financial performance that its:

 … average annual return on equity over the period [since 2006] was approximately 8.9 per cent compared to the ten-year government bond rate over the same period of 5.7 per cent. (sub. 18, p. 3).

However, the return on Australian Government bonds (considered low risk given the Australian Government’s AAA credit rating) alone does not represent an adequate benchmark for EFIC’s financial performance, given the risk EFIC incurs on the CA.

At public hearings, EFIC explained why it considers that its returns have been adequate:

Our argument about return has been very simply that we price individual transactions to market, so we believe that we are delivering what the market would expect as a rate of return. (trans., p. 291)

Pricing its financial services to match the prices of other providers in the market is not sufficient to ensure that EFIC is operating efficiently. For instance, it does not ensure that EFIC is delivering its products at an efficient price, including operational costs and the opportunity costs of its capital (discussed in chapter 6).

EFIC’s low rate of return on equity indicates the Australian Government has not received an adequate return for the risk it has incurred from EFIC’s operations.

External scrutiny of performance

EFIC has also noted as evidence of its sound financial performance that the Minister and Australian Government central agencies have not raised issues with the forecast rate of return provided in its corporate plan or annual financial presentations (EFIC, trans., p. 154; pers. comm., 14 Oct 2011).

The lack of clarity in the information provided by EFIC is likely to have reduced the ability of other government agencies to judge its economic performance (chapter 9). At present, EFIC’s performance management framework is not adequate to assess EFIC’s performance and ensure that EFIC is operating efficiently and generating a return for the Australian Government and taxpayers that is commensurate with the risk it incurs.

Benchmarking

The rate of return a firm or government agency earns is a useful indicator of financial performance when compared against relevant benchmarks (box 8.6).
EFIC has argued against comparing its operations to other financial institutions:

In general it is not appropriate to compare EFIC with other financial institutions in the private sector due to its mandate to operate in the market gap. For example, private sector institutions seek to increase returns for shareholders by maximizing profits. While EFIC is expected to be profitable, its main objective (and statutory mandate) is to facilitate and encourage Australian export trade where the private market is unwilling or unable to provide support. As a result of its mandate, EFIC does not have a well‑diversified portfolio of risk either by borrower type or by product offering. It does not have, for example residential mortgage or credit card businesses, which form a significant part of regional and major bank portfolios and are major drivers of their profitability. (sub. 18, appendix A, p. 2)

And:
The premise we’ve disagreed with is that our returns would be comparable to the Australian banking system. (trans., p. 286)
The Commission considers that although EFIC’s business is different from that of many of Australia’s banks, the relevant consideration is the return it earns relative to the risk it incurs. As such, comparison of the return on equity of banks and other financial institutions relative to the risk of their business (and consequent volatility of their profits) provides a benchmark to assess EFIC’s financial performance. Using financial indicators from major or regional banks as a benchmark does not mean the Commission is recommending that EFIC operate in the same way as those businesses.

In practice, benchmarking the financial performance of government businesses is difficult. The Australian Government Competitive Neutrality Complaints Office noted:

Benchmarking is seldom easy. For instance, it can be difficult to isolate specific factors affecting an individual firm’s return from underlying market performance. In addition, it is sometimes difficult to find comparable firms or industry averages for some government activities … While benchmarking may lack the appearance of precision, it nevertheless incorporates the activity’s level of market risk into the target setting process and provides a useful basis for setting or comparing returns. At the very least, the performance of other firms in an industry cannot be ignored when judging the performance of a government business. (CCNCO 1998, pp. 5‑6)

The Commission considers that appropriate benchmarking of EFIC’s financial performance could involve comparison of EFIC’s returns against a benchmark that is commensurate with the risk incurred and informed by a range of financial indicators, such as the yield on financial securities and return on equity of other financial institutions with similar levels of risk (and consequent volatility of their profits). The Minister should set an appropriately benchmarked rate of return on equity, in consultation with the Treasurer and the Minister for Finance, which should be reflected in the Minister’s SoE (chapter 6).

Appropriate benchmarking of EFIC’s financial performance will improve the transparency of EFIC’s performance to Government. It will also provide a more credible demonstration to the private sector of the commercial viability of serving the market.
Explaining EFIC’s financial performance

If EFIC’s return on equity is consistently below that of appropriate benchmarks, it suggests that:

· not all of EFIC’s facilities are priced to reflect the expected full costs of provision, including the opportunity cost of capital (chapter 6), or
· EFIC is not as operationally efficient at providing financial services as private sector providers because it has:
· a conservative business model, retaining a large amount of capital to protect against insolvency or against calling on the Australian Government guarantee
· high operating expenses relative to income.
Retained capital

As noted earlier in this chapter, EFIC retains capital well above regulatory minimums and EFIC’s internal limits. In its submission to the draft report, EFIC stated that its return on equity reflects that it ‘holds more capital to reflect its concentration risks, a function of the niche in which it is required to operate’ (sub. DR90, p. 48), and that this lowers its return on equity. However, the Commission does not consider a market failure (or even a market gap) mandate requires EFIC to deliver low returns to the Government’s equity investment.
EFIC has identified its high capital holdings as the main reason for its low reported return on equity, and outlined its rationale for maintaining a relatively large amount of capital:

If our return on equity is at odds with your expectations, it does not reflect our pricing, it does not reflect our costs, it certainly doesn’t reflect our losses. It may reflect, I think in fact we argue it does reflect, our capital base.
There are two elements to that. Firstly, we are asked to do a great deal with our capital base, that is, we need to provide significant limits against our capital base and [second] we have to have a significant cushion. (trans., p. 291)

The first element EFIC has identified is a need to maintain a large amount of capital in order to be able to provide large facilities while maintaining large exposure limits consistent with APRA guidelines, which are based on a percentage of capital (including callable capital). 
The second element identified by EFIC is that its high level of capital provides a ‘cushion’, or buffer, against insolvency risk arising from unexpected events. In relation to its high capital holdings, EFIC stated that this:

 … gives a high degree of assurance to Government and the taxpayer that EFIC will be financially self-sustaining and will not call on the Government guarantee. (sub. DR90, p. 48)
The Commission notes that retaining capital in order to minimise the risk of calling the guarantee is not a relevant indicator of financial performance, as the capital held by EFIC, as well as callable capital, are both owned by the Australian Government on behalf of the taxpayer. 

In its submission to the draft report, EFIC stated ‘Capital in excess of 16 per cent is necessary to support concentration risks arising from large export contracts and exposures’ (sub. DR90, p. 45). The Commission noted earlier in this chapter that EFIC holds capital in excess of its requirements, even after taking into account its requirement to cover concentration risk.
The Commission considers that if EFIC’s facilities require a large amount of capital to satisfy concentration capital requirements, then the cost of holding this additional capital should be recovered from these facilities. Where providing large facilities reduces EFIC’s return on equity, it suggests that the Australian Government is undercompensated for the concentration risk borne on these facilities.

It may also be the case that the cost of EFIC providing large facilities may be higher than that of private sector providers due to its relatively small balance sheet. The application of competitive neutrality arrangements to EFIC’s activities would ensure that it faces the full cost of providing the additional capital against large exposures and improve the incentive for EFIC to use its capital efficiently.
Capital requirements are imposed by regulators on financial institutions principally to protect depositors. They also benefit shareholders. However, for shareholders, there is a tradeoff between the benefits of maintaining high levels of retained capital and the cost of doing so. Although it is necessary that EFIC maintains capital to meet appropriate prudential standards, retaining capital to the extent that it is inefficiently used and generates a low rate of return compromises EFIC’s claim that it is a successful commercial enterprise.
In the 2012-13 Budget, the Australian Government made an allowance for a special dividend of $200 million to be paid from EFIC’s capital and reserves (Australian Government 2012).
Recommendation 8.3

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

A potential contributing factor to EFIC’s relatively low rate of return on equity may be high operating expenses, and low operational efficiency, compared to that of private sector providers.
A common measure of cost performance in the banking industry is the cost‑to‑income ratio — the standard definition of which is non-interest costs (excluding bad and doubtful debts) divided by the total of net interest income and non-interest income. The focus on non-interest costs reduces the volatility caused by changes in interest rates (Tripe 1998).

In its submission to this inquiry, EFIC stated that its cost‑to‑income ratio, which ranged between 36.6 and 48.8 per cent over the past four years, is consistently below that of Australian regional banks, and was below that of the major banks in 2008-09 and 2009-10 (sub. 18, appendix A). However, as noted by EFIC (sub. 18), the cost‑to‑income ratio can vary significantly based on accounting policy. Of particular importance is how accounting policy makes allowance for credit risk.

The use of the cost‑to‑income ratio to compare financial institutions with different business models has flaws, as it can be affected by non‑performance characteristics. For example, as identified by Tripe (1998), a financial institution that reduces its branch network could use the savings to increase its interest rates in order to attract funds from other sources such as institutional lenders, improving its cost‑to‑income ratio without affecting the institutions’ profitability. Likewise, EFIC’s reported low cost‑to‑income ratio may reflect that its business model is to source funds from domestic and international capital markets (which it is able to do at a relatively low cost because of the government guarantee). In contrast, banks operate branch networks with high non‑interest costs to obtain funds from depositors.

Also, as noted by EFIC, banks generally do not separately report on their cost performance for their institutional or corporate banking arms:

In the banking sector that is probably most relevant to EFIC from the perspective of corporate or institutional … the banks don’t actually report on a segment basis on that. (trans., p. 298)

Although using financial ratios to benchmark EFIC’s operational efficiency against that of other financial institutions has limitations, examination of EFIC’s operating expenses can provide some indication of how well it is performing in constraining its cost growth over time. EFIC’s nominal CA operating expenses have increased by 58 per cent in the past five years, from $15.5 million in 2006‑07 to $24.5 million in 2010‑11. Staff costs (wages, provision for employee entitlements and superannuation) are EFIC’s largest expenditure item representing about 50 to 60 per cent of its total operating expenses. Staff costs increased by 53 per cent from 2006‑07 to 2010‑11 (EFIC 2007–2011).

Over the same period, the number of EFIC full‑time equivalent (FTE) employees increased from 70.4 to 85.8 or by 22 per cent (for the CA and NIA). Annual staff costs per FTE employee increased from $141 000 to $179 000 or by 28 per cent (EFIC 2007–2011). This rate of increase in average staff costs per FTE employee exceeds the 15 per cent increase in the ABS labour price index (excluding bonuses) for the financial and insurance services industry between 2006-07 and 2010‑11 (ABS 2011e). At public hearings, EFIC did not contest that its staff costs have increased more than its staff numbers. It identified that this is due to its recruitment of a greater number of professional staff than administrative staff resulting in a higher average salary for its staff as a whole (trans., p. 292). 
In contrast, EFIC’s non-staff costs (for the CA and NIA) increased by 13 per cent in the five years to 2010‑11, which is equal to the general increase in prices for goods and services during the period (as measured by the ABS all groups consumer price index) (ABS 2011d).

The increase in EFIC’s operating expenses has been accompanied by an increase in some of EFIC’s reported output measures, including value of exports supported
 and number of facilities (the face value of facilities signed was also slightly higher in 2010‑11 than 2006‑07) (figure 8.3). Although operating expenses increased in nominal terms, in terms of some outputs they decreased over the period. For example, EFIC’s average operating expenses per facility signed decreased from $0.41 million to $0.24 million, and operating expenses per million dollars of exports supported decreased from approximately $11 000 to $7000.
However, both the value of facilities signed and exports supported are only partial measures of EFIC’s output and are not sufficient to demonstrate EFIC is becoming more efficient. For example, average expenses per facility signed could decrease without it necessarily achieving efficiency gains such as a cost reduction in its facility approval process. Other output measures on EFIC’s CA, such as profit, did not increase during the period.
Figure 8.3
EFIC’s commercial account operating expenses and measures of activity and profitability
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a Value of exports and overseas investments supported as calculated by EFIC. There are technical difficulties in accurately calculating an estimate of Australian exports supported by EFIC.  b Number of facilities includes facilities shared between the CA and NIA.  c Face value of loans, guarantees, insurance and bonds.  d Profit is the accounting profit reported by EFIC in its annual report.
Sources: EFIC (2007–2011; pers. comm., 5 December 2011).
The Commission’s analysis of EFIC’s operational performance is relatively simple and does not constitute an audit of EFIC’s operational performance. In its draft report, the Commission requested additional information regarding EFIC’s operational efficiency but none was forthcoming from participants or EFIC. 
In sum

The key consideration in assessing EFIC’s financial performance on the CA is whether it operates on a commercial basis and achieves a return on equity commensurate with the risk it incurs.

Although EFIC has recorded accounting profits in 19 of the past 20 years, its exemption from competitive neutrality arrangements means that its profits do not take into account the full cost of providing its products, including income tax expense, the opportunity cost of capital and lower borrowing costs arising from the Australian Government’s guarantee.
As a corporation, EFIC’s activities on the CA have earned a low rate of return on equity. A number of factors may be adversely affecting its financial performance:

· As demonstrated in chapter 6, not all of EFIC’s transactions are priced to reflect the expected full cost given the risk incurred.
· EFIC has a high level of retained capital, which may indicate it is using its capital inefficiently.
· There has been rapid growth in EFIC’s operating expenses.

An assessment of EFIC’s operational efficiency will not be possible until it is subject to competitive neutrality arrangements and operates on an equal footing with private sector providers.
finding 8.4

The Australian Government has not received an adequate return for the risk it has incurred from EFIC’s operations. This may reflect a number of factors, including that some facilities are not priced to reflect their expected full economic cost (given the risk incurred), a high level of retained capital, and possibly high operating expenses.
� 	The Commission has previously noted there are technical difficulties with estimating the value of exports supported by EFIC (chapter 2).
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