	
	


	
	



	Key points

	· The Export Finance and Insurance Corporation (EFIC) has been established to facilitate and encourage Australian export trade through the provision of financial services. EFIC is expected to conduct its origination business (loans, guarantees, insurance) on a commercial basis. EFIC also manages the national interest account.

· Virtually all of Australia’s exports, by volume and value, take place without EFIC’s assistance. EFIC’s support goes to relatively few firms and often on a repeat basis. By value most of the support is targeted to large corporate clients. These clients account for more than three quarters of the value of EFIC’s signings in 2010‑11.
· Over the past five years, EFIC has earned most of its income through the investment of surplus funds and its capital and reserves, not the provision of financial services. EFIC’s commercial account operations have yielded a low rate of return, with some facilities subsidised by taxpayers.
· EFIC’s commercial account objective should be to efficiently address the limited number of market failures that impede otherwise commercially viable export transactions.

· While few, if any, markets conform to the competitive ideal, there is no convincing evidence of systemic failures that impede access to finance for large firms or for resource-related projects in Australia. 
· EFIC should not continue to provide facilities to large corporate clients or for resource‑related projects in Australia, including suppliers to those projects, on the commercial account.
· Financial markets may be affected by information‑related failures. These are likely to be limited to small and medium-sized enterprises (SMEs) with limited export experience or attempting to access emerging export markets.
· Accordingly, EFIC’s role should be to demonstrate to the private sector that providing export finance to such newly exporting SMEs can be commercially viable. 
· To fulfil this demonstration role, EFIC should provide export finance services on the same basis as the private sector. This means:

· setting prices to cover the expected full economic costs of provision; and
· being subject to competitive neutrality arrangements, including earning an appropriate return on equity, setting prices commensurate with risk, and paying a tax‑equivalent charge and a debt neutrality fee.

· EFIC’s commercial account product range should normally be limited to guarantees, including the provision of bonds on behalf of the exporter.
· When directed by the Minister, the product range may extend to reinsurance for a limited period, to cover sovereign and country risk insurance provided to newly exporting SMEs by the private sector, when financial markets in the buyer’s country are temporarily disrupted.
· Measures should be introduced to enhance the transparency of EFIC’s activities to the Minister, the Australian Government and the public.

	


Overview
What the Commission has been asked to do

The Productivity Commission has been asked to undertake a public inquiry into arrangements for the provision of export credit through Australia’s export credit agency, the Export Finance and Insurance Corporation (EFIC). The terms of reference for this inquiry require the Commission to, among other things: 

· review the rationale for government involvement in the provision of export finance and insurance
· assess EFIC’s management of credit and funding risks

· review EFIC’s pricing and service arrangements and assess their impact on incentives for Australian exporters to access private sector providers of export finance and insurance products

· review EFIC’s exemption from competitive neutrality policy.
The Commission’s approach to this inquiry is to consider the rationale for government provision of export finance and insurance through EFIC on the commercial and national interest accounts. In keeping with the Productivity Commission Act 1998, the Commission has taken an economy‑wide perspective. This involves identifying if there is a market failure warranting intervention, determining the most appropriate form of intervention, and evaluating whether EFIC’s activities and governance arrangements efficiently implement that intervention.

The Commission has followed its usual transparent and public processes, releasing an issues paper and a draft report for written comment, conducting public hearings and meeting with stakeholders. Feedback on the draft report, including material provided by EFIC, was drawn on in finalising this report with some findings and recommendations amended accordingly.

The Commission has undertaken economic analysis consistent with its terms of reference, basing its findings and recommendations on the evidence available. This economic analysis does not constitute a performance or compliance audit of EFIC’s financial and legal affairs.
The Export Finance and Insurance Corporation

Australia has had an export credit agency (ECA) since the establishment of EFIC’s predecessor, the Export Payments Insurance Corporation, in 1957. EFIC was established in its current form in 1991 under the Export Finance and Insurance Corporation Act 1991 (EFIC Act) to facilitate and encourage Australian export trade through the provision of financial services (box 1).
The financial services EFIC offers include loans, guarantees and insurance products, and published information relevant to Australian exporters. Beneficiaries of EFIC’s services include exporters and their suppliers, their buyers and financial intermediaries, subject to satisfying eligibility criteria specified in the EFIC Act. EFIC is able to provide financial services to firms located in Australia which contribute to the production of exports but do not themselves export. This has enabled EFIC to provide facilities to suppliers to resource-related projects located in Australia.
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	Box 1
EFIC’s functions and duties

	EFIC has the following functions under the Export Finance and Insurance Corporation Act 1991 (Cwlth) (EFIC Act) (s. 7):

· encourage and facilitate Australian export trade
· encourage banks and other financial institutions carrying on business in Australia to assist in financing export contracts

· manage the Australian Government’s aid-supported loan program
· provide information and advice regarding insurance and financial products available to support Australian exports.
EFIC’s duties under the EFIC Act (s. 8) include:

· improving and extending the range of financial services available to exporters

· complying with directions given by the Minister

· providing its services and products as efficiently and economically as possible.
The commercial account and the national interest account

EFIC operates using two accounts — the commercial account and the national interest account. The Minister cannot require EFIC to obtain ministerial approval for a particular transaction, or direct EFIC to enter into a particular transaction, on the commercial account. The Minister may direct EFIC more generally as to how it performs its functions under s. 9 of the EFIC Act.
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	Box 1
(continued)

	The Minister can approve, or direct, transactions on the national interest account that are in the national interest, although by convention Cabinet approval is sought. EFIC is able to refer transactions to the national interest account for approval by the Minister. EFIC manages national interest account facilities through a service level agreement with the Department of Foreign Affairs and Trade. EFIC is reimbursed for any losses on the national interest account, remits any profits to the Australian Government and receives a fee for its administration.

EFIC’s business operations
In 2009-10, EFIC provided 54 facilities to 41 exporting firms on the commercial account. About 45 000 firms exported goods and services in the same financial year.

EFIC’s origination business provides loans, guarantees and insurance products under eligibility criteria specified in the EFIC Act. The origination business is further separated into a structured trade and project finance division that supports large corporate clients, and a small and medium-sized enterprises and mid-market division. A treasury function borrows on domestic and international capital markets, structures cash flows in Australian and foreign currencies, and manages EFIC’s investment portfolio of capital and reserves. At 30 June 2011, EFIC had 85.8 full-time equivalent employees.

Key financial indicators
At 30 June 2011, EFIC’s capital base was about $408 million of paid-in equity and retained earnings and $2.4 billion in debt. EFIC held $1.3 billion in liquid assets. The EFIC Act provides for EFIC’s debt to be guaranteed by the Commonwealth, although this guarantee has never been called. EFIC has access to $200 million of callable capital payable by the Commonwealth.
Profits generated by EFIC are either retained to increase the size of its capital base or paid to the Australian Government as a dividend. EFIC has paid about $75 million in dividends over the period 2006-07 to 2009-10.

Ministerial Statement of Expectations

The Minister communicates expectations of the EFIC Board through the publicly released Statement of Expectations (SoE). A key requirement in the SoE is that EFIC is not to compete directly with commercial providers of finance, as this is the basis for EFIC’s exemption from competitive neutrality arrangements, and the basis for EFIC’s ‘market gap’ mandate.

The need for EFIC to fill a gap in the market was stated in the second reading speech when the EFIC Act was debated in Parliament. The market gap has been formally defined in the SoE ‘as circumstances where the credit and insurance sectors are not able or are unwilling to provide credit and insurance services to financially viable Australian export transactions or overseas projects’.

	

	


EFIC’s role in export finance and insurance markets

International trade typically takes place on the basis of cash or short-term credit, without intermediation through financial markets. For those firms that do require export finance and insurance, Australia has relatively deep and liquid financial markets and is recognised as a regional leader in finance and insurance. Finance and insurance is the largest sector in the Australian economy, accounting for about 10 per cent of GDP in 2010‑11. Many importers and exporters can also access international markets for trade finance and insurance.
EFIC is a small ECA by global standards. While it is difficult to estimate the exact percentage of Australian exports assisted by EFIC on the commercial account, it is likely to be no more than a few per cent. Virtually all Australia’s export trade, by volume and value, takes place without EFIC’s assistance.

Government programs and services for exporters

In addition to the services provided by EFIC, the Australian, state and territory governments provide a range of financial and advisory products and services that directly assist exporters (box 2). The coverage of this assistance is highly concentrated in the manufacturing sector and only a fraction of exporters receive this assistance. There is also a number of Australian Government programs that offer financial assistance to businesses in general, including those involved in exporting. Receiving financial support from these programs does not preclude firms from accessing EFIC’s financial services.
Do not delete this return as it gives space between the box and what precedes it.
	Box 2
Government assistance to exporters

	In addition to EFIC’s activities, government assistance to exporters is provided through:

· other Australian Government direct export assistance programs, including the Clean Energy Trade and Investment Strategy
· Austrade and Tourism Australia

· Australian Government general assistance programs to businesses that provide tariff concessions, training assistance, information and advice, and start-up assistance

· state and territory government initiatives including trade missions and direct financial assistance.
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	Box 2
(continued)

	Australian Government direct financial assistance for exporters is estimated at $522 million in 2010-11. This does not include direct financial assistance provided through export-related programs by state and territory governments, or the value of general assistance programs that benefit exporters. Importantly, it does not include assistance by way of the Australian Government’s Enhanced Project By-law Scheme (EPBS), which provides tariff duty concessions to large projects having an approved plan to use local suppliers.

Australian Government direct financial assistance that is specific to exporters comprises:

· the Export Market Development Grants (EMDG) scheme –– businesses with annual turnover of up to $50 million can apply for up to seven grants to partly reimburse expenses incurred in promoting exports. Latest figures show about 95 per cent of recipients had annual turnover less than $20 million

· Tradex –– provides a cashflow benefit for importers who intend to export goods by exempting them from the relevant duty at the time of import
· the Duty Drawback Scheme –– enables businesses to obtain a refund of Customs duty paid on imported goods where those goods will be treated, processed, or incorporated into other goods for export, or are exported unused since importation.
Australian Government direct funding for export programs, 2010-11

$ million
Industry

EMDG

Tradex

Duty Drawback 

Total funding

Primary industries

3.8
0.3
–
4.1
Mining

1.4

0.3

–

1.7

Manufacturing

47.6

33.9

74.5

155.9

Services industry groups

90.3

4.7

–

95.0

Total all industries

143.1

39.2

74.5

256.7

The Australian Government also provides general business support:

· Commercialisation Australia is a competitive, merit‑based assistance program offering funding and resources to accelerate the business building process for eligible Australian companies and entrepreneurs.
· Supplier Access to Major Projects helps Australian industry participate in major Australian and international projects by providing funding to assist research and identification of capable Australian suppliers. The program is funded through the Department of Industry, Innovation, Science, Research and Tertiary Education (DIISRTE).
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	Box 2
(continued)

	· Australian Industry Participation (AIP) Plans encourage the use of Australian industry in projects and global supply chains. Companies applying for large Commonwealth grants (generally above $20 million) or other schemes, are required to implement an AIP Plan and so provide opportunities for local suppliers. This requirement includes participants in the EPBS. About $230 million in tariff duty concessions was provided to project proponents, including a number of large resource projects, under the EPBS in 2010‑11. The Commission was unable to ascertain the proportion of EPBS support provided to exporters.

· A range of research and development (R&D) tax concessions is available to eligible Australian companies. These programs include the R&D Tax Concession, Premium R&D Tax Concession, R&D Tax Offset, Venture Capital Limited Partnerships, Early Stage Venture Capital Limited Partnerships and Pooled Development Funds.

· There is a range of programs specifically directed at small start-ups and small and medium‑sized enterprises (SMEs) that can be utilised by exporters, including:
· the Small Business Support Line — an AusIndustry program to provide small business owners with a single point of contact to access information and referral services to help better manage their business
· Enterprise Connect — a DIISRTE initiative that offers advice and support to eligible SMEs.

	

	


EFIC’s operations on the ‘commercial account’
EFIC’s clients operate in a number of export sectors, including mining, manufacturing, construction, and ship building and operation (figure 1).
EFIC’s recent transactions on the commercial account are characterised by:

· a focus on large corporate clients. More than three quarters of the value of EFIC’s signings in 2010‑11 were facilities provided to large corporate clients (defined by EFIC as having annual turnover greater than $150 million). EFIC provided 11 facilities to these clients, with a total face value of more than $450 million in 2010‑11 (table 1)

· substantial support for large resource projects, and related infrastructure, located in Australia. In 2010‑11, 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
· a US$270 million insurance policy to Brookfield Australia Pty Ltd for the Brookfield rail project to upgrade the rail line from Morawa to Geraldton
· a US$250 million export finance guarantee to the Santos liquefied natural gas project in Gladstone.
Figure 1
Principal recipients of EFIC’s facilities

Face value of commercial account facilities, 30 June 2011
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Table 1
EFIC support for large corporate firms
Commercial account, 2010-11

	Underlying exporter
	Sector
	Facility
	Value
(A$mil equiv)

	Leighton Asia (Northern)
	Construction
	Loan
	76.7

	Austal
	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
	Risk participation agreement
	30.3

	Transfield Services
	Professional
	Bonding line
	30.0

	Thornycroft Maritime & Associates
	Professional
	Export finance guarantee
	25.5

	McConnell Dowell Corporation
	Construction
	Bonding line
	25.0

	Clough Groups
	Construction
	Bonding line
	16.6


During 2011-12, EFIC extended its activities to include support for suppliers to resource‑related projects through the provision of bonds, bonding lines and guarantees. EFIC has disclosed its approval of six facilities located in Australia since 1 July 2011, with a total face value $128 million (in addition to the three resource‑related projects above). EFIC confirmed at the public hearings that two of these facilities were provided to suppliers to resource‑related projects. There is insufficient public information available about the remaining four facilities.
EFIC also assists small and medium‑sized enterprises (SMEs) on the commercial account. In 2010-11, 90 facilities were signed with SMEs with a face value of about $135 million. Facilities with SMEs accounted for just over 20 per cent of the total face value of EFIC’s commercial account signings that year (figure 2). In its 2011 annual report, EFIC noted strong demand for products typically used by SMEs, such as working capital guarantees.
Figure 2
EFIC signings by business size
As a proportion of total face value, commercial account, 2010‑11
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Rationale for government intervention in export finance

National interest objectives

Export credit agencies are established for a number of purposes, including meeting broader objectives of government in the ‘national interest’. National interest arguments may include the delivery of foreign aid or meeting foreign policy objectives, such as regional stability and growth. For example, in 2009‑10 the Australian Government granted a US$250 million loan on the national interest account for a liquefied natural gas project in Papua New Guinea.

The EFIC Board is able to refer a project to the national interest account for consideration by the Minister if it considers there is a high degree of country or project‑related risks, or if the exposure would exceed EFIC’s internal limits for the commercial account. Projects may also be jointly supported on the national interest and commercial accounts. Where support for a proposal is being sought on both accounts, the commercial account component should be supported by EFIC for commercial reasons only.

The Commission sees no reason at this time to change the arrangement between the Department of Foreign Affairs and Trade and EFIC to manage national interest account facilities after they have been approved by the Minister. An assessment of alternative arrangements should be included in the next independent review of EFIC to ensure current arrangements meet government objectives at least cost.

In the Commission’s view, analysis of national interest account facilities should include an assessment of whether the proposal is the most cost-effective way of meeting the outcomes intended by the Australian Government. The Minister should publicly articulate the justification for a national interest account facility after its approval.

Market failure rationales for government intervention on the commercial account
Where markets — including financial markets — are well-functioning they promote efficiency by allocating resources to their highest value uses. Markets may be vulnerable to some forms of market failure (box 3) and few, if any, markets conform to the ideal of perfect competition.

A number of rationales for government intervention in export finance and insurance markets have been raised by inquiry participants and in some of the literature. These rationales include: increasing the level of exports produced in the economy to generate multiplier effects (including during financial crises to ameliorate any slump in international trade); alleviating cost and competition pressures for exporters; offsetting the activities of other countries’ export promotion activities, including through their ECAs; and addressing perceived problems in financial markets that lead to a shortfall in the availability of finance and insurance.
Do not delete this return as it gives space between the box and what precedes it.
	Box 3
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.

	

	


Any intervention through EFIC should generate net benefits to the economy

In order for government intervention to increase exports and generate net benefits to the economy, that intervention must target failures in financial markets that are impeding otherwise commercially viable export transactions in a way that generates a net benefit to the economy. Promoting exports per se will generally only shift domestic resources (labour and capital) away from more profitable activities and potentially drive down prices of the exports (benefiting foreign buyers). This would reduce, rather than increase, Australia’s aggregate income.

However, government intervention in markets is never perfect and the cost of particular interventions will generally need to be weighed against their benefits. Government policies can distort market outcomes where, for example, poorly designed regulation increases the cost of supply of export finance and insurance and prevents some transactions from happening altogether.

The Commission has undertaken an evaluation of EFIC’s operations on the commercial account to determine whether they are consistent with a market failure rationale for government intervention.
Do EFIC’s operations address market failures?
Support for large resource projects located in Australia
EFIC has extended its operations to the provision of financial services to firms undertaking resource projects and related infrastructure (box 4), and to domestic firms supplying goods and services to those projects, including Greyhound Australia (box 5).
Do not delete this return as it gives space between the box and what precedes it.
	Box 4
Brookfield rail upgrade – market failure or company policy?

	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.

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.

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. 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.
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’. That is, Brookfield Rail entered into the rail upgrade project based on commercial returns to the company.
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	Box 4
(continued)

	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’. 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.

	

	


Submissions to this inquiry asserted that EFIC’s assistance for resource‑related projects located in Australia was required to overcome a shortfall of capital for projects across the infrastructure, energy and mining sectors. The Australian Chamber of Commerce and Industry argued that EFIC’s provision of services for larger transactions and companies is justified on the basis that smaller companies can ‘coat tail’ large scale projects as suppliers.

EFIC argued in its submission responding to the draft report:

In the current circumstances in which Australia finds itself, of an historically unprecedented resource investment boom and impaired markets for cross-border project and structured trade finance, 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 near term.
Do not delete this return as it gives space between the box and what precedes it.
	Box 5
Should EFIC have supported Greyhound Australia?

	In 2012, EFIC provided a $5 million performance bond on behalf of Greyhound Australia for it to meet the terms of a $105 million contract to provide transport 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. Eligible suppliers can apply to EFIC for bank guarantees, working capital support and longer‑term finance.
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	Box 5
(continued)

	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.
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.

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.

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. 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’. 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. 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.

	


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. 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 also found:

· Following a dip during the global financial crisis (GFC), lending by banks to non-financial corporations has returned to pre-GFC levels. While the volume of lending by European domiciled banks in Australia has declined, this has been more than offset by increased lending by Australian and Asian domiciled banks (figure 3). Australian firms also continue to access debt and equity in domestic and international 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. 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.
Figure 3
Volume of lending has returned to pre-GFC levels
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In short, it is not evident to the Commission that there are market failures affecting the provision of capital to resource projects in Australia, and related infrastructure, that require intervention by the Australian Government through EFIC.

EFIC’s large corporate clients have options to secure finance elsewhere

EFIC’s commercial account activity is largely focused on large corporate clients —many of these are publicly listed companies and some have global operations. In recent years, many of EFIC’s large clients have successfully raised finance in private debt and equity markets. This has included raising private debt with tenor (the term of the facility) of 10 years or longer. Further, several of EFIC’s large corporate clients reported strong financial positions and were optimistic in their annual reports about their ability to fund future investments.
EFIC’s provision of export finance and insurance to these firms cannot be justified on the basis of failures in financial markets, since these firms are able to access other (albeit possibly more costly) sources of capital. Alternatively, it may be the case that other sources of finance were not available for any of a number of commercial reasons related to the characteristics of the proposed project or export transaction.

The export supply chain — no evidence of market failure

In supporting resource‑related projects located in Australia, including suppliers to those projects, EFIC has moved beyond what is necessary to address any market failures affecting exporters’ access to export finance or insurance. EFIC’s support for Greyhound Australia, for example, 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 not willing to provide a performance bond on terms acceptable to Greyhound Australia. It is possible a more efficient firm would have provided the transport services if EFIC had not intervened.
International financial crises — can EFIC cushion a slump in exports?

Inquiry participants, including EFIC, argued that significant market disruptions, such as the GFC, justify government intervention through ECAs to at least partially offset any slump in exports due to a tightening of credit markets. However, surveys have shown that the decline in the provision of trade finance during the GFC was primarily due to lower levels of international trade and resulting lower demand for trade finance products. The behaviour of financial institutions, including ECAs, was less important relative to changes in demand. In the Commission’s view, providing export finance and insurance with the aim of ameliorating the decline in international trade would have been unsuccessful and does not represent a sound rationale for EFIC’s future involvement in financial markets.
A ‘market gap’ is not necessarily a market failure
EFIC’s market gap mandate is meant to constrain its 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. For the most part, the private sector appears to offer 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). However, the terms and conditions, including price, at which EFIC offers these products may be different to that of the private sector. EFIC stated in its submission to the Commission’s Issues Paper that one of the reasons clients seek their support is that EFIC is able to assist with long‑term financing arrangements beyond the capacity of the private market.
Capital, like other resources, is scarce. As a result, private sector providers will seek to finance or insure those transactions with the highest rate of expected return. In financial markets, scarcity of capital means that exporters must pay more to secure finance or insurance for higher risk transactions — such as those with long tenor — than for low risk transactions. As a result, higher risk transactions will not go ahead where the cost of financing or insuring those transactions makes the transaction commercially unviable. This is not a market failure, but an essential feature of efficient financial markets that is consistent with prudent financial management.
A call for EFIC’s assistance is not evidence of failures in financial markets

Participants to this inquiry have presented evidence to the Commission to support EFIC’s assistance to firms in circumstances that are not market failures (box 6). In some instances, calls for EFIC’s assistance are based on private decisions about preferred business models and a firms’ risk preferences, rather than failures in financial markets. Challenges in securing finance for large projects are not of themselves an indication of market failure or other systemic problems with the capital market generally, or in relation to any given sector. The concerns reported in submissions are typically about the finance terms and conditions. Similarly, overcoming any market distortions caused by other ECAs is not sufficient to justify government intervention through EFIC. Australia is unlikely to be able to drive change in the policies of other ECAs. Attempting to do so through EFIC offering subsidised facilities is likely to be counter‑productive.
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	Box 6
Many calls for EFIC’s assistance are not based on market failures

	Inquiry participants, including EFIC, its clients and private sector providers of export finance and insurance discussed the role that EFIC was performing in financial markets:

· Thiess Pty Ltd argued that it needed EFIC’s support to implement its growth strategy in the current financial environment:

As part of our growth strategy, Thiess has leveraged the technical and operational strengths of its domestic operations into international markets. This strategy requires funding, bonding and insurance lines which, given current global economic circumstances, can be challenging to source through private sector institutions. Continuation of our growth is therefore connected to a reversal of private sector trends in risk and credit, and support from the [export credit agencies].

· According to EFIC, Leighton Holdings ‘turned to EFIC for assistance when it reached its approved offshore leasing limits with its banks’.
· Marine Western Australia Inc. argued that EFIC’s involvement was a form of assistance to overcome cost pressures faced by the ship building industry: 

In today’s climate probably the biggest impediment to shipbuilding is the height of the Australian dollar … the name of [the assistance program] … or the agency is not as important as the actual assistance ...
· In justifying the need for repeat business with Shark Bay Salt, EFIC observed:
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.
· Wiggins Island Coal Export Terminal Pty Ltd observed:
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.
· According to Brookfield Australia Pty Ltd, an insurance policy provided by EFIC (box 4) 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’.
· When questioned whether it would consider finding other equity partners, Bronx International Pty Ltd considered it would only happen ‘if we wanted to diversify into a different sort of business’.

	(Continued next page) 
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	Box 6
(continued)

	· EFIC has provided facilities to Santos to develop liquefied natural gas projects in Papua New Guinea and Australia. In a 2011 press release, Santos stated that ECA facilities are a part of Santos’ funding strategy. In defending its assessment of the market gap, EFIC noted:

Santos is also funding the development of the PNG LNG project in which it has a 13.5 per cent interest, in addition to the large scale, existing operations in Australia and offshore, which require constant development and maintenance expenditure.
· In response to the Commission’s draft findings and recommendations, the ANZ stated:

It is open to the government to … leave the funding gap to foreign ECAs. However, those ECAs will be pursuing their own national interest. In most cases this means insisting on foreign equity in Australian projects and/or that the projects import goods and services from outside of Australia.

These are not examples of market failure. In some cases, calls for assistance have arisen from a firm’s decision to enter into export contracts or projects that private sector providers consider commercially unattractive due, for example, to the size of the transaction or the firm’s other financial exposures. In other cases, EFIC has provided assistance because the firm is reluctant to seek alternative sources of finance, including equity, or the firm is seeking to meet its internal risk management policies.

	


In sum, while few if any markets conform to the competitive ideal, there is no convincing evidence of systemic failures in financial markets that impede access to finance for large firms, or for proponents of resource‑related projects and their suppliers. Any intervention in financial markets through EFIC to ameliorate declines in international trade is likely to be unsuccessful.
That said, there may be some instances of information-related failures in financial markets that may impede or prevent otherwise commercially viable export transactions. The Commission’s proposed changes to EFIC’s mandate and governance arrangements to align its operations with these potential market failures are discussed in later sections.
EFIC’s assistance creates ‘distortions’ where there are no market failures
The market gap concept is not sufficient to ensure that EFIC’s activities are addressing inefficiencies in financial markets caused by market failure. If EFIC is supporting firms where no market failure is present, then public funds are crowding out private funds in the financing of a project or export transaction, and risk is unnecessarily transferred to taxpayers. In addition, EFIC’s support may enable a less efficient firm to prevail over a more efficient competitor.
In the Commission’s view, EFIC’s support for projects such as the Wiggins Island coal export terminal and the Brookfield rail upgrade in Western Australia was not based — and could not be justified — on a market failure rationale for government intervention.
In its submission to this inquiry Wiggins Island Coal Export Terminal Pty Ltd, the owners of the coal terminal assets, stated that this project ‘would not have proceeded at that time without the support of [export credit agencies and government supported financiers]’. The submission further stated ‘WICET’s mandate could have been withdrawn by the Queensland Government had Financial Close not been achieved within the State’s timeframe’.

The fact that some projects may be postponed because they are unable to secure finance is not necessarily indicative of a market failure. It may be that market participants require more information about a project before committing, or that the project is not commercially viable at this time. As capital is scarce, EFIC’s support for a project where there is no market failure will have the dual effect of encouraging a greater level of investment than is efficient in areas that receive EFIC’s assistance, and the drawing of resources away from more productive uses, including parts of the economy that are export‑oriented. 

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.
Is EFIC crowding out?

In the Commission’s assessment, some of EFIC’s activities have a crowding out effect that is distorting the allocation of resources within the economy, and this has detracted from its performance. EFIC may crowd out other providers of export finance and insurance, other sources of capital, alternative projects that may have been undertaken by clients, and 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, preventing the development of private sector capacity to provide export finance and insurance.
That some of EFIC’s activities are crowding out follows from the reality that the market gap mandate is not sufficient to ensure that EFIC will only intervene to support welfare‑enhancing projects or export transactions that are impeded by failures in financial markets.
Equity effects and resource allocation
When EFIC intervenes and enables a project or export 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. 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.
EFIC and exporters — incentives for repeat facilities
EFIC has a relatively small client base, but a high proportion are repeat users of its services — more than 20 times in the case of one salt producer (box 7). The nature of such financial assistance to firms suggests there may be little incentive for some exporters (or private sector financiers) to change their business models. If the provision of export finance can be undertaken on a commercial basis, then the private sector should be willing to take on those transactions. If EFIC’s financial services are not provided on a commercial basis, then the firms may be subsidised and the incentive to improve firm level efficiency is dulled. It also means that private providers cannot compete on the same terms.
EFIC and private sector providers 

EFIC often conducts business with an exporter in conjunction with another intermediary (usually the exporter’s or buyer’s bank). EFIC noted in its most recent annual report that its support of finance and insurance providers is a core part of its functions: 
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.
Some private sector providers, including the ANZ, the Commonwealth Bank and Westpac, have formal partnership arrangements with EFIC. Private sector providers benefit directly from EFIC’s involvement in transactions through risk transfer from the provider to EFIC and from earning higher returns.
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	Box 7
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. 

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.

	


In some cases, this relationship is built into a bank’s business model. The ANZ, for example, lists structured export finance in partnership with ECAs as part of its products package and states that this partnership gives their clients ‘access to an additional source of competitively priced, long-term debt for major capital and infrastructure projects’.
However, 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.
Clients and partners support EFIC
The Commission has received submissions from EFIC’s clients and financial sector partners indicating their support for EFIC’s services. It is not unusual that supported firms, or their representatives, 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.
EFIC’s financial management and performance
EFIC earns more income from investing its capital than from providing financial services to exporters
The primary reason for the establishment of EFIC is to provide export finance and insurance services. However, the origination business (box 1) has accounted for less than half of EFIC’s income in each of the past five years (figure 4). The majority of EFIC’s income is generated through the investment of its capital and reserves and the interest margin between its borrowings and investment of surplus funds (the treasury margin).
Figure 4
EFIC earns less than half of its income through origination
	[image: image4.emf]0

10

20

30

40

50

60

70

80

90

100

2006-07 2007-08 2008-09 2009-10 2010-11

Other Income from capital and reserves Treasury margin Origination

Per cent

$66.7m $38.9m $56.4m $65.9m $47.1m




EFIC is able to borrow cheaply on domestic and international capital markets using its statutory government guarantee (currently AAA) and invest those funds in higher returning securities and deposits. At 30 June 2011, EFIC had $1.3 billion of liquid assets, where its capital and reserves, surplus liquidity portfolio and market recognition portfolios are invested. This is more liquidity than it needs to meet the requirements of its prudential management policies.

The Australian Government made an allowance for a special dividend of $200 million to be paid from EFIC’s capital and reserves in the 2012-13 Budget.

Management of capital

EFIC maintains capital well above the prudential minimums established by the Australian Prudential Regulation Authority for other financial institutions and EFIC’s internal minimums. This explains why EFIC’s total income is dominated by income from investing its capital and reserves. As a wholly government owned entity, EFIC does not face the same incentive to productively manage capital as a private sector firm.

The size of EFIC’s treasury operations and its capital requirements should be commensurate with the size and product offering of the origination business it supports. The Commission’s view is that EFIC’s treasury operations, liquidity and capital needs, and dividend policy should be subject to regular review by The Treasury and the Department of Finance and Deregulation.

Risk management

In 2010, Standard & Poor’s found that EFIC’s commercial account exposure (excluding political risk insurance and reinsurance) was consistent with counterparty risk of about BBB, the same as Bank of Queensland’s long term credit rating.

Despite this, EFIC has at times had high exposure to particular sectors, parties and countries. For example, at its peak in 2007, EFIC’s gross commercial account exposure to ship building and operation was 56 per cent of the total exposure on that account. EFIC’s exposure to ship building and operation, excluding sovereign and semi-sovereign exposures and reinsurance, was about 36 per cent of total exposures between 2005 and 2007.
In 2010, EFIC’s internal auditors observed that EFIC had large exposures to some countries, such as Zambia and Sri Lanka, and to ship building and operation. The auditors recommended that EFIC consider enhanced ‘stress testing’ and scenario analysis tailored to country and industry specific risks. On the basis of the material presented by EFIC, the Commission understands that this recommendation was not adopted.
EFIC’s high exposure to certain countries and industries, which drew the attention of the EFIC Board and the internal auditors, indicates that some aspects of its credit risk management have not always been sufficiently robust. In the Commission’s view, it is important that EFIC revise its risk management policies to include a limit on exposures to particular industries.
Is EFIC operating on a commercial basis?
EFIC has reported modest accounting profits in 19 of the past 20 years. However, this is not sufficient to conclude that EFIC is operating on a commercial basis (or that it is generating a net benefit to the economy). Further, EFIC’s exemption from competitive neutrality arrangements means that its accounting profits do not take into account the expected full economic cost of providing financial services, including income tax expense, lower borrowing costs and the opportunity cost of capital.
EFIC’s return on equity was higher than the Australian Government’s ten year bond rate over the past 10 years (figure 5). However, the return on Australian Government bonds (considered low risk given the Australian Government’s AAA credit rating) does not represent an adequate benchmark for EFIC’s financial performance, given the risk EFIC incurs on the commercial account. 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.
Figure 5
EFIC’s financial performance — low returns to government equity
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In its submission to the draft report, EFIC stated that its return on equity reflects its concentration risks — a function of the niche in which it is required to operate — and this lowers gearing and return on equity. The Commission does not consider that a market failure (or even a market gap) mandate requires EFIC to deliver low returns to the Australian Government’s equity investment.

Is EFIC subsidising the provision of export finance and insurance?

EFIC has stated that it does not provide subsidised finance, but applies commercial principles with prices that reflect risk. However, EFIC’s pricing strategies do not ensure that all facilities are priced to earn a commercial rate of return on equity. This means EFIC’s expected income from some facilities does not cover the expected full economic costs of providing export finance and insurance, including the opportunity cost of capital. These facilities are effectively being subsidised in advance by taxpayers.
Where a facility is subsidised, the subsidy will likely be shared between exporters, buyers, and other providers that are party to the transaction (including the private sector or other ECAs). It will almost certainly be the case that the exporter will receive a share of any subsidy — the size of the share will depend on the characteristics of the market and how the production and consumption of the exported good or service changes as price changes.

A future role for EFIC — addressing information-related market failures

EFIC’s operations on the commercial account should be reoriented to addressing market failures that affect newly exporting SMEs seeking to access export finance. The Commission’s proposed role for EFIC will require significant changes to its mandate, scope of operations and governance arrangements.

There are two information-related market failures that may warrant government intervention through EFIC on the commercial account, albeit on a more limited basis than at present: 
· Problems may arise where private sector providers adopt simplified decision rules to lower transaction costs that may lead to the rejection of commercially viable export transactions.

· Markets may be ‘missing’ due to a temporary information failure relating to country or sovereign risks in the buyer’s country. This may occur through severe disruption to financial markets. For example, civil unrest in countries, such as Sri Lanka or Iraq, may temporarily reduce the ability of private sector providers to properly calculate the risk of an export transaction.

These two potential information-related market failures may prevent commercially viable export transactions from proceeding.
Does EFIC have advantages in addressing information-related market failures?

EFIC may be able to help overcome information-related market failures, where they occur, through a demonstration effect for private sector providers. To achieve this, the Commission proposes that, following approval, EFIC release information about a facility to the market to enable private sector participants to judge over time the viability of servicing SME and similar clients. This approach may have advantages over mere information dissemination — the credibility of the generated information may be higher because of greater financial consequences to EFIC of making a mistake. 

EFIC has experience in providing assistance to SMEs, including those seeking to access emerging export markets (box 8) and a capacity to adapt its services to the needs of SME clientele — several SME participants commented that EFIC provided them with guarantees and bonds that could not be sourced from the private sector. EFIC also has skilled staff (a point noted by several inquiry participants) and well‑established relationships with private sector providers that would reduce its transaction costs in performing a demonstration role.
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	Box 8
EFIC’s assistance to a small and medium-sized enterprise

	EFIC’s assistance enabled Environment Systems & Services (ES&S) to access additional working capital to fulfil export contracts for the provision of meteorological and geotechnical equipment in Asia and the Pacific region. EFIC provided an export working capital guarantee to the company’s bank, the ANZ, enabling the bank to lend the same amount to ES&S. The additional working capital helped ES&S bridge the time difference between incurring costs and receiving payment from their clients. In a submission to this inquiry, ES&S indicated that the exports concerned would not have gone ahead without EFIC’s assistance.

	

	


Pricing EFIC’s facilities on commercial terms

For EFIC to efficiently address any potential information-related market failures, it must acquire information on the export transaction at a cost no greater than private sector providers, or charge accordingly. EFIC’s business model would also need to be consistent with a demonstration role. If it is to show that providing export finance to exporting SMEs can be commercially viable, it should do so on the same basis as the private sector, with price covering the expected cost of provision.
This means EFIC should be subject to competitive neutrality arrangements, including earning an appropriately benchmarked rate of return on equity, setting prices that are commensurate with the level of risk undertaken, and paying a tax‑equivalent charge and a debt neutrality fee. Put another way, if demand for EFIC’s services occurs only because those services are subsidised, this would indicate that the export transactions are not commercially viable.

Aligning EFIC’s operations to a demonstration role
A reorientation of EFIC’s mandate toward a demonstration role focusing on newly exporting SMEs will require changes to the scope of EFIC’s operations to service those firms where it is most likely that the intervention in financial markets will generate benefits to the Australian community.

EFIC’s definition of an SME as a firm with annual turnover of up to $150 million encompasses substantial firms whose challenges in securing financial services are not the result of market failures that should be corrected by government intervention through EFIC. The Minister should amend the Statement of Expectations to require EFIC to define a small and medium-sized enterprise as an entity, including any related entities, with fewer than 100 full‑time equivalent employees or annual turnover of less than $50 million.
EFIC’s recent expansion of its operations to include support for suppliers to resource‑related projects is problematic. It is based on provisions of the EFIC Act that are very broad, conceivably covering any transaction in the export supply chain (box 5). This creates the risk of EFIC supporting projects and firms that are increasingly remote from the original export focus of the EFIC Act, and from market failures affecting exporters’ access to finance or insurance. There is a risk that, through its expansion into those areas, EFIC will provide assistance to those that do not require it or to less efficient firms that do, while acquiring the focus and characteristics of an investment bank. To remove this risk, the EFIC Act should be amended to remove all references to EFIC providing support to those indirectly involved in Australian export trade.
Further, EFIC’s operations should be targeted at information‑related market failures that are impeding otherwise commercially viable transactions that directly relate to the export of goods and services from Australia. For this reason, EFIC facilities that are provided on the commercial account should be limited to transactions that are based on an export contract as defined in the EFIC Act.
Improving EFIC’s governance arrangements
Clarity of purpose
Clear objectives are essential for establishing an organisation’s priorities, and are the basis for holding it accountable for its performance. EFIC is currently required to perform its functions only in circumstances where the private sector is not able or willing to provide credit and insurance services to financially viable export transactions. At the same time, there is an expectation that EFIC’s commercial account operations are to be conducted on a commercial basis — although a specific performance measure to assess whether EFIC is meeting this expectation, such as a target rate of return on equity, has not been set by the Australian Government. 
A need for more transparency
EFIC has some of the building blocks for a strong governance framework, such as a merit‑based board with members who have experience in managing financial institutions. However, some of EFIC’s internal governance processes are weak. For example, the Commission has found that facilities to support suppliers to resource‑related projects in Australia have been approved without adequate eligibility criteria to determine whether the good or service provided is integral to the ultimate goods produced for export.

EFIC’s governance practices, including its internal audit program, are not sufficient to ensure that its activities are consistent with the operational restrictions set out in the Statement of Expectations and Part 4 of the EFIC Act. Further, there is a lack of clarity in the information it provides to the Australian Government, and to the public, and this impairs EFIC’s accountability.

EFIC should be required to publicly release its corporate plan and publicly report against a performance management framework. It should also inform the Minister about commercial account transactions after they have been approved.
A number of submissions to this inquiry raised concerns about the environmental and social consequences of EFIC’s operations, and EFIC’s disclosure practices. EFIC should be required to release more information relevant to environmental and social impact assessment, and the Australian Government should remove EFIC’s special exemption from the Freedom of Information Act 1982 (while retaining protection for Cabinet and commercial-in-confidence material).
Assessing the need for ongoing assistance to newly exporting SMEs
EFIC’s operations on the commercial account at present are poorly directed and inequitable. A focus on the so‑called ‘market gap’ has meant that EFIC has not targeted its operations to address market failures, but rather to areas that should be the domain of the private sector. EFIC’s pricing and project selection criteria distort the allocation of resources within the trade finance sector and within the economy, and these distortions would be magnified with any expansion of EFIC’s commercial account operations.

The reforms to EFIC’s mandate and operations recommended in this report seek to reorient EFIC’s operations to address information‑related market failures confronting SMEs and to improve EFIC’s governance arrangements. The Commission’s proposed reforms are summarised in table 2.
EFIC’s performance against this more clearly defined and rigorous objective should be independently reviewed three years after a revised Statement of Expectations is issued by the Minister or the amendments to the EFIC Act have been passed by Parliament, whichever occurs first. The review should consider whether the rationale for government intervention based on information failures remains valid. It should also determine whether the provision of financial services through EFIC has been effective, and if it is the most efficient way of addressing any failures in finance markets that are impeding otherwise commercially viable export transactions.
If the private sector increasingly recognises opportunities to service newly exporting SMEs and the demand for EFIC’s services gradually declines over time, this should be considered a policy success. If on the other hand, EFIC struggles to develop a sustainable business, this would be evidence that either the market failures of concern are not extensive or they are not amenable to being addressed through the direct provision of financial services by EFIC. These matters would need to be considered in the independent review.

Table 2
Selected features of current and proposed arrangements

EFIC’s activities on the commercial account
	
	Current arrangements
	Proposed arrangements

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

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

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

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

Improved transparency through publication of corporate plan

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

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

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

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

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

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

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

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

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

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

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