	
	


	
	



6
Pricing of export credit
	Key points

	· A positive accounting profit does not mean that EFIC imposes no cost on taxpayers. A net benefit to taxpayers is achieved if EFIC earns an economic profit on its portfolio.

· EFIC derives financial advantages from its exemption from competitive neutrality arrangements including some tax exemptions and a government guarantee over its financial obligations, which lowers its borrowing costs. These advantages are likely to discourage market entry by potential competitors.

· An export credit subsidy arises when an export credit agency provides financial services below their expected full economic costs, including the opportunity cost of capital. This can occur if the advantages of government ownership are passed on to clients and commercial partners as lower prices.
· The removal of EFIC’s exemption from competitive neutrality arrangements will ensure that the price of EFIC’s financial services reflects the expected full economic costs of provision, and provide an enhanced governance framework and discipline to operate on a commercial basis.
· EFIC’s pricing techniques do not ensure the prices for its financial products are efficient –– even if pricing is compliant with the OECD Arrangement on Officially Supported Export Credits.
· Not all of EFIC’s facilities are priced to earn a commercial rate of return on equity as the expected income from some facilities does not offset the expected full economic costs of provision. These facilities are effectively being subsidised in advance by taxpayers.
· The beneficiaries of any subsidy are likely to extend beyond EFIC’s clients and may include private sector providers, other export credit agencies, and the buyer of the exports.
· An independent review of EFIC’s process in allocating a risk score to each facility should be undertaken to help ensure EFIC prices risk appropriately.

	

	


The previous chapter examined the rationales for government intervention in export credit. Even if a market failure rationale for government intervention in the form of an export credit agency (ECA) can be established, economic distortions will occur unless the price for financial services is set efficiently.

To the extent that an ECA provides financial services at a price below the expected full economic costs of provision, it can be regarded as providing a government subsidy. This chapter examines whether EFIC’s pricing techniques lead to efficient prices or if EFIC provides a subsidy.
Two possible pricing outcomes are illustrated in the middle tier of figure 6.1. When there is a market failure, welfare is enhanced if the ECA prices financial services at a level that reflects their expected full economic cost. 
In the absence of market failure, for an ECA to provide finance for a project (or export transaction) the price it charges must be below the market clearing price that private sector providers would have offered. This creates distortions in markets. As discussed in chapter 7, the distortion could constitute the ECA being a catalyst for projects that are unable to attract private sector support and cause resources to be misallocated within the economy. It could also result in the ECA supporting projects that would have proceeded without its involvement. If the latter occurs, the ECA may crowd out other providers of export finance and insurance, other sources of finance available to EFIC’s client, or other firms competing with the assisted firm.
Figure 6.
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Economic outcomes from ECA pricing
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The distortionary effects arising from EFIC’s participation in financial markets are discussed in more detail in chapter 7. A discussion of EFIC’s financial performance, including an analysis of its overall returns and cost structure is undertaken in chapter 8.
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What is a subsidy and how could it arise?
An ECA reports an accounting profit when net income (revenue less expenses) is positive. A positive accounting profit does not always mean that an ECA imposes no cost on taxpayers. This is achieved when the ECA earns an economic profit on its portfolio. At a transaction level, this means the income generated from a facility must exceed all of its economic costs, including any taxes, plus the opportunity cost of risk-weighted capital. The opportunity cost of capital reflects the benefits forgone by taxpayers from having their funds utilised by an ECA compared to other public sector programs (Boyd 1982).

The capital resources EFIC uses to provide export finance and insurance products have opportunity costs. As EFIC is wholly owned by the Australian Government, these opportunity costs are borne by taxpayer. There may be a higher return (and lower risks) to taxpayers from having those funds invested elsewhere. The difference between the return earned by EFIC and returns that could be earned in alternative activities represents the hidden cost of EFIC’s operations on the commercial account (CA). If such a cost exists, EFIC can be regarded as providing a subsidy.
Empirical research has shown that many ECAs have provided subsidies in the past. Appendix B contains a review of the literature.

There are two sources of potential subsidisation from EFIC’s operations:
1. EFIC’s government ownership leads to lower borrowing costs and tax exemptions compared to private sector providers. This could allow EFIC to pass on the benefits of these lower costs to its clients and private sector partners as lower prices and still earn an accounting profit.
2. Alternatively, EFIC could be offering services at a price that does not reflect the expected full costs of provision, given their risk. In this case, although EFIC could still earn a positive return (an accounting profit), it would be less than what it would earn if the price of its facilities fully accounted for their risk and an appropriate rate of return on capital.

EFIC’s exemption from competitive neutrality arrangements
EFIC’s exemption from competitive neutrality (CN) arrangements may enable EFIC to provide services on more favourable terms than the private sector (box 6.1). An exemption from CN arrangements means EFIC is exempt from paying income tax and does not pay for its government guarantee. Furthermore, it is not required to earn a particular rate of return. 
The exemption from CN arrangements lowers EFIC’s cost of providing its financial products, including borrowing costs, that are largely determined by the riskiness of the borrower. Standard & Poor’s credit rating for EFIC is based on the statutory government guarantee (S&P 2010). EFIC is rated AAA –– the same as the Australian Government. In comparison, Standard & Poor’s has assigned an AA- rating to the largest four banks in Australia (CBA, NAB, ANZ and Westpac). This means the government guarantee enables EFIC to borrow funds at a lower cost than its potential competitors –– commercial banks and other financial institutions.
 
Do not delete this return as it gives space between the box and what precedes it.
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Competitive neutrality

	Competitive neutrality is an arrangement that aims to promote efficient competition between public and private businesses. The Australian Government’s approach is set out in its Competitive Neutrality Policy Statement:

Competitive neutrality requires that government business activities should not enjoy net competitive advantages over their private sector competitors simply by virtue of public sector ownership. (Australian Government 1996, p. 4)

The policy recognises that there are a number of advantages and disadvantages of government ownership but does not seek to ameliorate all of these. Instead, it focuses on those competitive advantages enjoyed by government businesses that are widespread and relatively easy to observe and correct, including:

· exemptions from various taxes (taxation neutrality)

· access to borrowings at concessional interest rates (debt neutrality)

· exemptions from complying with regulatory arrangements imposed on private sector competitors (regulatory neutrality)

· other benefits associated with not having to achieve a commercial rate of return.

Competitive neutrality policy applies to significant government businesses, but not to
non-profit, non-business activities.

	Source: Australian Government (1996).

	

	


EFIC’s exemption from CN arrangements is based on the premise that it operates in the market gap and does not compete with the private sector (chapter 2). EFIC is notionally subject to some discipline on its ability to compete on favourable terms through the Minister’s Statement of Expectations (SoE). The SoE stipulates that EFIC is ‘not to undercut the private sector’ (Emerson 2011, p. 2).

EFIC stated that:

EFIC provides funding to clients at or above market pricing to reflect risk and subject to terms and conditions that are comparable to commercial banks. (sub. 18, appendix A, p. 27)

EFIC’s exemption from CN arrangements does not necessarily mean that EFIC prices at an inefficient level. However, it does lower EFIC’s costs compared to private sector providers and could enable it to provide subsidised finance and insurance while still generating an accounting profit. This may discourage market entry by potential competitors.

Finding 6.1
EFIC does not pay income tax, is not required to earn a particular rate of return on equity and the Export Finance and Insurance Corporation Act 1991 provides for its liabilities to be explicitly guaranteed by the Commonwealth. This lowers its borrowing costs relative to private sector providers, giving it a commercial advantage that may discourage market entry by potential competitors.
Removing EFIC’s exemption from competitive neutrality arrangements

The Commission’s assessment is that there may be some instances of market failure that may warrant government provision of export finance through EFIC (chapter 5). Accordingly, the Commission has recommended that EFIC’s operations be confined to those areas where there may be market failures –– in which case there are no competitors or competitors are under-providing. The removal of EFIC’s exemption from CN arrangements would provide an improved governance framework and allow EFIC to transparently demonstrate that providing export finance to newly exporting small and medium‑sized enterprises (SMEs) can be commercially viable. 

Where governments direct their businesses to undertake non-commercial activities (for example, some transactions on the national interest account (NIA)), the business can still adopt a commercial focus to its operations by being fully and transparently funded for the non‑commercial activity through a community service obligation (CSO) payment.

Australian governments have generally based their definitions of CSOs on the formulation proposed by the Steering Committee on National Performance Monitoring of Government Trading Enterprises:

A Community Service Obligation arises when a government specifically requires a public enterprise to carry out activities relating to outputs or inputs which it would not elect to do on a commercial basis, and which the government does not require other businesses in the public or private sectors to generally undertake, or which it would only do commercially at higher prices. (SCNPMGTE 1994, p. xi)

As discussed in chapter 2, EFIC is reimbursed by the Australian Government for losses on NIA transactions and returns revenue from NIA transactions to the Government. EFIC also charges a fee for managing the NIA. The payment for losses represents a CSO payment to EFIC and its charging of a management fee provides further transparency of the cost to government of transactions on the NIA.

The Australian Government uses a business test to determine whether government businesses enterprises may be subject to CN arrangements (DOFA 2004) (box 6.2).
The benefits of applying competitive neutrality arrangements to EFIC

The Commission anticipates that the benefits from the application of CN arrangements to EFIC include:

· improved transparency of EFIC’s performance as the costs to government from the provision of the statutory guarantee and forgone tax revenue will be returned to government rather than reported by EFIC as an accounting profit

· assurance that EFIC is not operating at an advantage to its private sector counterparts or crowding them out

· a more credible demonstration effect as private sector providers will have more confidence that the provision of export finance to newly exporting SMEs can be commercially viable without the advantages of government ownership (discussed further in chapter 10)

· improved commercial discipline for EFIC to maximise value for the shareholder through the requirement for it to earn an appropriately benchmarked rate of return on equity. However, unless all aspects of CN arrangements are applied, the requirement to earn an appropriately benchmarked rate of return could instead provide an incentive for EFIC to use more resources in delivering its financial services than that of a private sector provider

· providing commercial discipline to EFIC’s treasury function as it will have an incentive to hold capital having regard to its cost

· ensuring that EFIC takes into account all costs when pursuing its objective of minimising borrowing costs.
Do not delete this return as it gives space between the box and what precedes it.
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Using the business test to confirm application of competitive neutrality arrangements

	There are two questions that determine the applicability of competitive neutrality (CN) arrangements to a government agency:

· Is a business being conducted?

· Is that business significant?

For the purpose of CN arrangements, a business activity is defined as one where:

· There is user charging.
· There is an actual or potential competitor (that is, users are not restricted by law or policy from choosing alternative sources of supply).
· Managers of the activity have a degree of independence in relation to the production or supply of the good or service and the price at which it is provided. 

EFIC’s activities on the commercial account appear to pass the business test:

· The Statement of Expectations requires that ‘EFIC’s Commercial Account operations are to be conducted on a commercial basis, obtaining a return reflecting risks, and National Interest Account (NIA) operations should normally be conducted on this basis’ (Emerson 2011, p. 2). EFIC also charges a fee to the Government for managing the NIA.

· There is no law or government policy that restricts users from choosing alternative sources of supply and there are no legal or policy barriers to the Australian Government choosing alternative sources of supply.

· EFIC’s management has independence to set prices and the level of production.
Although NIA transactions are subject to user charging, the Minister must approve, or direct, transactions in the national interest. Therefore NIA activity appears to fail the business test on the grounds of a lack of independence in relation to the production or supply of the good or service. 

Business activities are considered significant if they are undertaken by a body subject to the Commonwealth Authorities and Companies Act 1997 with a commercial turnover of at least $10 million per year (DOFA 2004). EFIC’s profit in 2010-11 was $30.2 million and EFIC’s turnover will be higher than profit. The benefits from applying CN arrangements must exceed the costs, which is likely to be the case:

Costs may include changes to accounting systems, asset valuations, reviews of activities and general administration. The AGCNCO [Australian Government Competitive Neutrality Complaints Office] has recognised that the costs of applying CN principles are generally not significant and build naturally on agencies’ existing costing systems. Consequently, very few businesses that pass the business test will be able to demonstrate that the costs outweigh the benefits (DOFA 2004, p. 14).

	Sources: DOFA (2004); Emerson (2011).

	

	


EFIC raised issues in relation to applying CN arrangements to its business (sub. 18; sub. DR90) including:

· the tax treatment of financial instruments and borrowings

· implications for cash flow arising from tax-equivalent payments

· potential distortions where transactions are shared between the CA and NIA. 

The Commission considers that any administrative issues relating to the implementation of CN arrangements would not be significant. As noted in box 6.2 the Australian Government Competitive Neutrality Complaints Office has stated that the costs of applying CN arrangements to government agencies are generally not significant (DOFA 2004) and the Commission is not aware of any complaints regarding implementation of CN arrangements by other government agencies.

Pricing does not reflect expected full economic costs
EFIC would be providing subsidised finance and insurance if it offers finance and insurance on terms that do not cover the expected full economic cost of provision. These costs include costs associated with tailored terms and conditions such as flexible timing of repayments. The OECD illustrates the consequence of not covering these costs with the example of a loan:
The consequence may be that an importer receives a loan at an interest rate below the normal market rate, for a length of time which exceeds what the market would offer or a repayment schedule which is abnormal in timing, yet not face a fee which is adequate to offset these special conditions. In this case, the total costs for financing the purchase of that exporter’s goods would be lower than would otherwise occur, so the programme would effectively subsidise the importer. (2000, p. 8)
The loan in the example above can still generate an accounting profit for the ECA, but to the extent that the price charged did not cover the expected full costs of provision then this reflects a subsidy that benefits the importer.

Dahl et al. (1995) estimated that there was an implicit subsidy for export credit guarantees because they were under-priced and that this can be expected when the goal of a government or ECA is to enhance exports:

 … governments are not charging an actuarially fair rate for credit guarantees and in fact an implicit subsidy would be embedded in exports in this case. This is not surprising. In fact, Funatsu, who examined extending insurance guarantees for Eximbank loans, indicated that underpricing or charging very low premiums for insurance coverage may be optimal behaviour if the objective is to maximize exports. (Dahl et al. 1995, p. 25)
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How does EFIC price its products?
The Minister’s SoE provides guidance on EFIC’s pricing:

EFIC’s pricing is not to undercut the private sector when private support is present, nor undercut pricing for comparable risks when private support is absent. By charging a premium for the additional risk or quality of service it is providing, EFIC would also be encouraging the private sector to fill the gap. (Emerson 2011, p. 2)
Consistent with this expectation, EFIC has stated that it has four aims when pricing its financial products. These are to:

· achieve an appropriate return for risk

· offer pricing that will encourage a borrower to seek private market support

· achieve a return sufficient to attract private market risk-sharing partners

· encourage the borrower to refinance the transaction. (EFIC, sub. 18, p. 11)

The price for EFIC’s products can include a number of components depending on the facility and the specific transaction (box 6.3).
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	Box 6.3
EFIC fees and charges

	Depending on the type of product and individual characteristics of a transaction, the price for EFIC’s products may include the following components:

· establishment fee — a fee for the cost of establishing the facility. This is typically a percentage of the facility amount
· commitment fee — a charge for the undrawn portion of a facility or for holding a credit line for the borrower
· interest rate — the price of credit. This may include a reference rate such as LIBOR (London Interbank Offered Rate) plus a margin to compensate for credit and liquidity risk
· guarantee fee — a fee for the credit risk of a guarantee. It may comprise either an up‑front fee or an interest rate for the amount of the guarantee
· insurance premium — a payment for insurance cover provided over a specified period
· stand-by fee — a payment for the difference between the nominated cover of a political risk insurance policy and the maximum limit of the insurance policy
· bond premium — a payment for the provision of a bond.

	Source: EFIC (pers. comm., 16 January 2012).

	

	


EFIC has stated that it uses a number of different techniques to price its products, including reference to the OECD Arrangement on Officially Supported Export Credits (the OECD Arrangement), an in‑house pricing model, market data, EFIC’s own assessment of the possible impact of future events, and accepting the pricing of other financial service providers and ECAs in risk sharing arrangements (EFIC, sub. 18; sub. DR90) (table 6.1).

The Commission has examined these pricing techniques and considers they are not sufficient to ensure that EFIC sets the price for its financial services at an efficient level.

Table 6.1
EFIC’s pricing techniques 

	Product
	Pricing approach

	Buyer finance/export finance guarantee
	OECD benchmark

	Bonds
	Based on market information

	Export working capital guarantee
	Internal policy — an annual percentage of the value of the guarantee

	Producer offset loan
	Internal policy — an annual percentage of amount of the loan

	Foreign exchange guarantee
	Revenue sharing — a percentage of revenue collected by the foreign exchange specialist

	Asian Development Bank risk participation agreement
	Revenue sharing

	Headwaya (working capital guarantee)
	Internal policy — an annual percentage of the value of the guarantee

	Documentary credit guarantee
	Based on market information

	Risk participation agreement
	Based on market information

	Structured trade and project finance
(loans and guarantees)
	Based on market information


a  EFIC’s headway working capital guarantee was discontinued in December 2011.
Sources: EFIC (pers. comm., 25 October 2011; 9 November 2011).
The OECD Arrangement on Officially Supported Export Credits
The OECD Arrangement outlines minimum prices and maximum terms and conditions for official export credits. It aims to encourage competitive trade on the basis of price and quality of the financial product rather than on the basis of government subsidised finance and insurance. Although the OECD Arrangement is a ‘gentlemen’s agreement’ and not binding on OECD members, compliance with the OECD Arrangement is a specific requirement of the SoE.

The conditions for compliant transactions under the OECD Arrangement include:

· official support is to be limited to 85 per cent of the export contract value

· maximum repayment terms are five years for high income OECD contract destination countries and 10 years for all other countries

· the principal is to be repaid evenly over the life of a loan

· minimum premium rates for credit risk for transactions with counterparties in non‑OECD countries (designed to recover long-term operating costs and losses)

· premium rates for transactions with counterparties in OECD countries are to be consistent with market rates (OECD 2011a).

Competitive behaviour among ECAs is still reported although the OECD Arrangement is intended to underline minimum prices and maximum terms and conditions and prevent a ‘race to the bottom’ (box 6.4).
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	Box 6.4
Does the OECD Arrangement prevent a race to the bottom?

	In its 2010 Competitiveness Report, the Export-Import Bank of the United States 
(Ex-Im Bank) forecast that two‑thirds of export finance and insurance by export credit agencies (ECAs) would occur outside the OECD Arrangement by 2011 (up from approximately one-fifth in 2001). The Ex-Im Bank considered that this would be the result of expansion by non‑OECD ECAs and developments in OECD ECAs’ products. The following examples highlight the limitations of the OECD Arrangement in preventing competition between governments on the terms of export credits.
Market windows

Market windows are government-owned agencies or programs where it is claimed finance is provided on market terms but agencies or programs benefit from government ownership through lower borrowing costs, tax exemptions and low or no dividends. The OECD Arrangement only applies to ‘official support’ and some participants to the OECD Arrangement have argued that lending at rates equal to or higher than their borrowing costs reflects a market outcome and not official support, regardless of whether the rates are below those allowed by the OECD Arrangement. Ex-Im Bank has identified the ECAs of Canada, Germany, Italy and Belgium as market window providers. According to the Ex-Im Bank, there is anecdotal evidence that market window financing has been instrumental in purchase decisions and it ‘can pose a competitive threat in the export credit world’ (Ex-Im Bank 2011b, p. 99).

	(Continued next page) 
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	Box 6.4
(continued)

	Untied lending support

Untied loans are provided by some ECAs for strategic reasons and are not linked to, or conditional on, exports from the ECA’s country and as such are not covered by the OECD Arrangement. Untied loans are commonly provided by ECAs to secure resources such as energy and raw materials. The Ex-Im Bank considers untied lending to be indirectly linked to exports and estimates that the volume of untied lending by G7 countries has risen from $3–4 billion a year in 2005‑06 to more than $30 billion in 2009‑10.

Foreign direct investment support

Foreign direct investment support can include loans, guarantees and insurance provided in support of investment in overseas countries and is not subject to the OECD Arrangement. Ex-Im Bank has identified the policies of Japan and Italy as potentially linking investment support to exports but notes that there are no quantifiable data to indicate the volume of this activity.

Matching non‑compliant pricing
Non-OECD ECAs are not obliged to comply with the OECD Arrangement. The Ex‑Im Bank monitors the performance of non-OECD countries with significant ECA activities including China, Brazil and India. The Ex‑Im Bank has only identified China as consistently operating outside the OECD Arrangement. Examples include:

· In 2010 the Ex‑Im Bank made the decision to match the sub-OECD terms offered by the Export‑Import Bank of China on finance for the Pakistan Government to purchase 150 US-made locomotives.

· In 2011 the China Development Bank offered buyer finance to Brazilian telephone company Tele Norte Leste Participacoes SA (TNLP3) to purchase equipment from a Chinese exporter. Terms included an interest rate 2 percentage points below the average market rate for Brazilian companies. TPLNP3 was quoted in a media report indicating the attractive finance provided by the China Development Bank was critical in the company’s decision to purchase Chinese equipment over competitors’ equipment.

	Sources: Ex-Im Bank (2011b); Sudeep (2011); Bloomberg (2011).

	

	


Limitations to the effectiveness of the OECD Arrangement
Some limitations of the OECD Arrangement include:

· only OECD ECAs are covered
· it does not cover financial products of less than two years maturity, agricultural and military goods, untied support to secure energy and raw materials, and domestic projects 

· more generous arrangements for specific industries such as shipping and aircraft

· the ability to negotiate more generous terms and conditions following notification to other OECD Arrangement members. For example, the OECD Arrangement allows the provision of finance on more relaxed terms where it can be shown there is ‘an imbalance in the timing of the funds available to the obligor and the debt service profile available under an equal, semi-annual repayment schedule’ (OECD 2011a, p. 43)
· it is not a binding agreement.

Further, minimum terms and conditions are not sufficient to ensure the price of financial services offered by the ECA reflect their expected full cost of provision.

EFIC has identified aggressive pricing by other ECAs as a key risk in its 2011‑12 corporate plan and has stated that the activity of ECAs may undermine its ability to price its products to reflect risk:

A substantial part of EFIC’s role is delivering services which the private sector would not generally undertake on the basis of risk, inadequate commercial returns or insufficient capacity. This may arise because of the high costs involved, or because of pricing constraints; such as the need to match the prices offered by overseas export credit agencies, precluding pricing to fully reflect risk. (EFIC 2011c, p. 51) 

EFIC also stated:

EFIC is a relatively small ECA operating at the commercial end of the spectrum of ECAs internationally. ECAs are significant players in export credit markets and other ECAs including those outside the OECD Consensus, are growing and becoming more active in Australia and in the region. (sub. 18, p. 3)

EFIC’s credit manual states that, at times, terms outside the OECD Arrangement may be considered if required to match terms offered by an ECA from a non-OECD country. However, matching the terms and conditions offered by other ECAs that are more generous than those of private providers could generate a subsidy to EFIC’s clients and commercial partners. 
The Commission is not aware of any instance in which EFIC has entered into a facility outside the terms and conditions agreed in the OECD Arrangement. EFIC has, however, advised the Commission that it has four loans with repayment schedules aligned to match the projected cash flows of the project (pers. comm., 26 October 2011). That is, the loans do not meet the requirement that principal be repaid evenly over the life of the loan –– this is permissible if members of the OECD Arrangement are notified.
EFIC’s compliance with the OECD Arrangement has not been the subject of internal audit or independent review. Establishing that export finance or insurance has been provided outside the OECD Arrangement would be difficult given the incentives for exporters and buyers to agree to favourable terms and the relationship between some private sector providers and ECAs. The auditing of EFIC’s compliance with its mandate is discussed in chapter 9.

Market comparison

The SoE requires EFIC to ensure its prices do not undercut the private sector.

For large structured trade and project finance (STPF) transactions EFIC has identified a number of sources of pricing information it uses for comparable transactions, including:

· pricing by private providers in a syndicated financing transaction or where a bank is co-financing with EFIC 

· recent transactions with commercial banks by prospective borrowers or in debt markets of similar tenor and amortisation profile

· the price of debt instruments previously issued by the prospective borrower, trading in secondary markets

· recent transactions by other comparable borrowers, for example, with the same credit risk or operating in the same industry (pers. comm., 9 November 2011; sub. 18, appendix A).

However, because STPF product offerings are tailored to the needs of a relatively small number of clients, benchmarks may not always be available. Each STPF facility may have a different disbursement schedule, tenor and quality of security, all of which can significantly affect the risk, and therefore the appropriate price for the product.
When considering their pricing of credit, private sector providers also factor in income from other services related to a transaction (such as management and accounting fees), in addition to the yield of the facility (S&P 2011a). The interest rate received by a private provider may not be a true reflection of the total cost of the credit.

For its Small and Medium-Sized Enterprise and Mid-Market Division, EFIC has advised the Commission that it follows the pricing of its partner banks in risk participation agreements as this reflects the market price. EFIC has also said that it uses market comparisons to price its documentary credit guarantees and bonds (pers. comm., 25 October 2011; sub. 18, appendix A).

Risk sharing arrangements 
EFIC engages in risk sharing arrangements with private sector providers and other ECAs. EFIC says that under these arrangements, the share of the revenue EFIC receives is commensurate with its level of exposure. Risk sharing arrangements include:

· the documentary letter of credit guarantee arrangement EFIC has developed with the Asian Development Bank. EFIC and the Asian Development Bank share the risk and revenues from guarantees provided by the bank on documentary letters of credit issued by banks in Bangladesh, Pakistan, Sri Lanka and Vietnam (EFIC, pers. comm., 25 October 2011; 2012a)

· risk participation agreements. These have been established with a number of Australian banks in which EFIC partially guarantees the bank in the event of non-payment.

EFIC has also established reciprocal risk participation agreements with a number of other ECAs. These agreements provide a formal process for co-financing international projects that involve exporters in more than one country.
Under reciprocal risk participation agreements the principal exporter negotiates credit coverage and pricing with its country’s ECA (the lead ECA). The lead ECA then arranges for support from other contributing ECAs (follower ECAs).

The lead ECA negotiates with the principal exporter according to its usual terms and cedes a proportion of the revenue to the follower ECAs based on the proportion of the risk they accept. For transactions involving other AAA-rated ECAs, the ceded amount is normally 90 per cent of the risk premium revenue for the follower ECA’s share of exposure, with the other 10 per cent retained by the lead ECA to cover administrative costs (EFIC, pers. comm., 7 December 2011; 23 January 2012).

EFIC’s independence in setting the price under these arrangements is limited where it is not the lead ECA. When the lead ECA sets the price, EFIC’s support may be provided on a subsidised basis if the price received does not cover EFIC’s expected full costs of provision.
EFIC’s in‑house pricing model

EFIC uses an in‑house pricing model to forecast the economic profit and return on equity (also referred to as the gross rate of return on capital) for each facility. This section describes how that model is used to price its facilities and the challenges of setting prices at a level that reflects the expected full economic costs of provision.
For each facility,
 EFIC’s pricing model forecasts an economic profit or loss. This is defined as:

Economic profit = total fee income – (provision for expected loss + cost of 



 capital + overhead costs)

Economic profit is different to accounting profit. Consider a loan that is drawn and repaid over time. An accounting profit merely indicates that the income –– principal and interest payments discounted to reflect their net present value –– exceed the expenses, including the initial loan amount, administrative expenses and provision for expected loss. Economic profit also accounts for the opportunity cost of holding capital. 
The income and cost components are described below to show how these factors influence economic profit. The discussion uses the example of a loan facility, although the pricing model is also used for other financial products.

Fee income

EFIC, as do private sector providers, typically calculates the interest rate for loan facilities using a floating reference rate based on the Australian 90 day Bank Bill Swap rate for facilities denominated in Australian currency, or the London Interbank Offered Rate (LIBOR)
 for facilities denominated in foreign currencies. Nominal reference rates vary depending on the currency in which the facility is issued reflecting the lower cost of borrowing in US or European currency compared to borrowing in Australian dollars. Some reference rates also have an additional interest rate premium to reflect higher funding costs.
The reference interest rate
 has a ‘margin’ added to it. The margin is required to compensate for the risk of the facility and is applied to the drawn balance of the facility. The way it is determined is explained below.
A loan facility can also have a commitment fee applied to the undrawn component of the facility and an establishment fee (box 6.3).
Costs
There are three types of costs incurred when providing a loan:

· general provision for expected loss
· cost of capital

· overhead expenses.

Costs and fee income are discounted into present value terms using the same discount factor. Overhead expenses represent administration and other costs associated with administering the loan. The general provision for expected loss and cost of capital are described below. These costs are influenced by the credit risk of a facility. 
EFIC risk score

EFIC considers the riskiness of a facility and allocates it an EFIC risk score (ERS). There are nine risk scores ranked from those with minimal risk (1) to higher risk (9). Relevant available information regarding the facility is considered when assigning an ERS (for example, the credit rating of the company seeking finance). Ultimately EFIC uses its own judgement to determine the ERS. Although different financial institutions will have different protocols and risk preferences, the assignment of risk scores to facilities is standard practice.
Each ERS corresponds to a credit rating published by credit rating agencies. For example, Standard & Poor’s AAA rating (for high grade investments) corresponds with ERS 1, and CCC (extremely speculative investments) equates to ERS 7. Box 6.5 shows a mapping of credit ratings to their equivalent ERS.

Rating agencies publish corporate rates of default for each credit rating and these are used by EFIC to estimate the probability of default for a given ERS. Default data are based on corporate rates of default for the past 20 years from Standard & Poor’s and Moody’s (EFIC, sub. DR90). An average of both indices is used. Figure 6.2 shows Standard & Poor’s default rates according to credit rating and corresponding ERS.
	Box 6.5
Credit ratings and the EFIC risk rating system

	A credit rating evaluates the credit worthiness of an issuer of specific types of debt (such as bonds) issued by a government or corporation. It is a measure of the relative likelihood that a counterparty will fulfil its financial commitments. A higher credit rating indicates that a counterparty is more likely to meet its obligations (a higher investment grade) than a counterparty with a low credit rating (a lower investment grade).

EFIC maintains a credit risk rating system that is broadly comparable to that provided by two commercial credit rating agencies, Moody’s and Standard & Poor’s.
A comparison of EFIC’s rating system with credit ratings
Moody’s

Standard & Poor’s

Rating agency investment grade

EFIC risk score

Aaa

AAA
High grade
1
Aa1

AA+

Aa2

AA

Aa3

AA-

A1

A+

Upper medium grade
2

A2

A

A3

A-

Baa1

BBB+

Lower medium grade

3

Baa2

BBB

Baa3

BBB-

Ba1

BB+

Non-investment grade
Speculative

4

Ba2

BB

Ba3

BB-

B1

B+

Highly speculative

5

B2

B

B3

B-

Caa1

CCC+

Substantial risks

6

Caa2

CCC

Extremely speculative

7

Caa3

CCC-

Likely to be in default
with little prospect for recovery

Ca

CC

C

C

D

In default

8,9



	Sources: EFIC (2011j); Moody’s (2012); S&P (2011f).

	

	


Figure 6.2
Global corporate average cumulative default rates

1981–2010
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Provision for expected loss

The default probability for a given ERS is multiplied by the expected loss given default and the facility limit to calculate the provision for expected loss:

Provision for expected loss = default probability × expected loss given default × facility limit

The expected loss given default is set by EFIC at a constant rate — usually 45 per cent of the value of the facility (EFIC, pers. comm., 18 November 2011). The rate varies depending on whether the facility has sovereign or commercial risk and whether there is asset security (collateral). EFIC’s approach here differs to that used to estimate the probability of default. EFIC claims to have an information advantage when determining an ERS (for example, information on country risk), but it does not use this knowledge to apply different loss given default rates as the ERS changes.
Cost of capital

Credit risk comprises both expected and unexpected losses. Capital is set aside for unexpected losses and general provisioning (described above) covers expected losses. The calculation to derive the amount of capital (or capital adequacy requirement) for unexpected losses is based on Australian Prudential Regulation Authority guidelines (box 8.2) and the Basel II framework (box 8.4). The capital adequacy requirement increases as the risk of an unexpected loss on the facility increases.

Once the required amount of capital for a facility is determined, the cost of capital is determined using the following formula:

Cost of capital = capital adequacy requirement × cost of capital rate

The cost of capital rate is 10 per cent for each facility in EFIC’s pricing model.
Determinants of economic profit and return on equity
For a loan to have a positive economic profit, the income received from the margin (and other fee income) must more than offset its economic costs, including the cost of capital. 

Terms and conditions of the facility will influence the required margin. Under the OECD Arrangement, principal and interest repayments can be paid in uneven amounts in some instances. It was noted above that some loans provided by EFIC have repayment schedules aligned to match projected cash flows of the project. Other features of EFIC’s loans include:

· drawdown — instalments of a total facility amount can be drawn down at the start of the term of the facility. This delays the time at which the total principal amount of the facility is drawn.

· grace period — a period of time between when the facility is fully drawn down and when principal repayments commence.

A ‘standard’ loan has semi-annual principal and interest repayments commencing immediately. Where a loan has a grace period that delays principal and interest repayments, the required margin (or fees) must be higher to compensate for the delayed timing of these repayments compared to if the loan had principal and interest repayments commencing immediately.
The costs of the facility are sensitive to various assumptions in the pricing model which also influence the required margin. These are discussed below.
Cost of capital rate

The cost of capital rate reflects the opportunity cost of the capital used to finance a transaction. It should reflect the rate of return that the government would earn if it chose to invest the capital in an alternative investment with equivalent risk.

NERA (2003) found that the Export Credits Guarantee Department (ECGD), which is the ECA in the United Kingdom, would have a cost of capital rate (or weighted average cost of capital) of 11 per cent if it was operating as an insurance company in the private sector. The required cost of capital rate may have increased since this time especially as a result of the global financial crisis.

If the cost of capital rate that EFIC applies to its facilities (10 per cent) is too low, then the cost of capital will be underestimated. The cost of capital changes in proportion to the cost of capital rate. That is, if the cost of capital rate is estimated to be 15 per cent rather than 10 per cent, then the cost of capital will increase by 50 per cent.

Sensitivity of economic profit to the EFIC risk score and the default probability
The ERS EFIC attaches to a facility and the probability of default it subsequently applies have a significant bearing on the required margin. The ERS affects both the cost of capital and the general provision for expected loss.
The cost of capital could be too low if the capital amount (provision for unexpected losses) is too low. As the ERS increases, the amount of capital to meet capital adequacy requirements will also rise.
The ERS has an even stronger impact on the general provision for expected loss. As noted above, EFIC uses the ERS to assign the probability of default to the facility. The probability of default increases at an increasing rate as the ERS increases (figure 6.2). The difference in probability of default between two assets with high risk (for example, ERS 5 and ERS 6) is much greater than for two lower risk assets (ERS 2 and ERS 3).

Consequently, the expected loss of a facility increases at a much higher rate as the ERS increases. The margin required to generate an equivalent profit also increases at an increasing rate.
Table 6.2 shows how the required margin to generate an economic profit of zero (so that income exactly offsets all costs) changes as the ERS increases. For a loan with a tenor of four years in this example, the required margin would increase by 1.2 percentage points for a facility assigned an ERS 4 instead of ERS 3. In contrast, the required margin would increase by 2.3 percentage points for a facility assigned with an ERS 5 instead of ERS 4.
Table 6.2
Sensitivity of economic profit to ERS and tenor

Example of $100 million loana

	ERS
	Tenor (years)
	Gross margin for zero economic profit (%)
	Expected
 loss
($ mil)
	Cost of
capital
($ mil)
	Overhead ($ mil)
	Total costs or  income
($ mil)

	3
	4
	0.5
	0.4
	1.1
	0.7
	2.2

	4
	4
	1.7
	2.1
	2.2
	0.7
	4.9

	5
	4
	4.0
	6.2
	3.6
	0.7
	10.5

	6
	4
	8.6
	14.5
	6.5
	0.7
	21.7

	3
	8
	0.9
	0.9
	2.5
	1.2
	4.6

	4
	8
	2.2
	4.0
	4.5
	1.2
	9.7

	5
	8
	4.2
	9.7
	7.0
	1.2
	17.9

	6
	8
	7.6
	19.1
	11.9
	1.2
	32.3


a(Income is equal to total costs in all examples (economic profit is zero). All amounts are discounted into net present value. Assumptions regarding drawdown periods, grace periods, repayment frequency, sovereign obligor, country risk grade and other fee income and overhead fees were held constant in each scenario and are not reported to maintain the confidentiality of the parameters in EFIC’s in-house pricing model.

Source: Productivity Commission estimates based on EFIC’s pricing model (accessed 12 December, 2011).
Others have examined the sensitivity of the relationship between the efficient price at which credit is provided and the default probability. Dahl et al. (1995), for example, modelled the value of credit guarantees. They stated ‘Importers with greater default risk would have larger volatilities in the value of the letter of credit and/or lower price levels’ (Dahl et al. 1995, p. 12). The authors modelled the effect of lower prices (greater default risk) and found ‘as the price level for the underlying asset decreases, the value of the credit guarantee increases at an increasing rate’ (Dahl et al. 1995, p. 12).

EFIC uses corporate data for rates of default but these rates could be different to actual rates of default for EFIC’s facilities. If the rate of default of EFIC’s loans and other facilities is higher than the historical data it draws on then EFIC’s margin (or other fee income) will be too low to generate an economic profit. This will result in an expected economic loss for facilities that are profitable at the margin because economic profit is very sensitive to the ERS.

The determination of credit risk and allocation of an ERS is based on judgement. Given the sensitivity of economic profit to the ERS (and therefore the potential for a subsidy to arise), EFIC should benchmark how actual rates of default for its facilities compare to their expected losses. EFIC stated its portfolio is small and volatility makes benchmarking difficult (EFIC, sub. 18), meaning a comparison could not be made robustly at an individual transaction level. However, the expectation EFIC should price its risk appropriately suggests some analysis be undertaken. If provisions for expected losses are systematically less than actual losses it indicates that EFIC is underestimating (and under-pricing) the risk of its facilities. Alternatively, EFIC may be too cautious when evaluating risk if its provisions for expected losses are more than actual losses and this will also contribute to inefficient pricing.

An independent review to determine whether the ERS assigned to a facility is appropriate at the time a facility is signed will provide assurance that EFIC is evaluating risk appropriately. This has been done for at least one other ECA. Ernst & Young carried out a ‘Technical Quality Assurance Review of ECGD’s credit risk model, [that] suggested that the default probabilities used … were overly prudent.’ (NERA 2003, p. 21).
EFIC stated in its submission to the draft report that a similar review would be unnecessary as its financial statements for allowance for credit loss in its annual reports are verified by an external auditor and are not misstated:

In the December 2011 review of EFIC’s interim financial statements the external auditors stated, ‘We have performed analytical review procedures and updated our understanding of EFIC’s valuation process and methodology … Nothing has come to our attention to suggest that EFIC’s fair value adjustments of loans and guarantees are materially misstated at 31 December 2011’. (sub. DR90, p. 32)

The Commission does not claim that EFIC has misstated the allowance for credit risk (which is estimated by accumulating the expected loss of each facility) in its financial statements. However, the allowance for credit risk may be revised upwards or downwards for a range of reasons, including a change in the ERS. If expected losses of facilities are systematically revised (due to changes in the ERS) then this will lead to inaccurate estimates of expected economic profit in the pricing model. Evaluating whether EFIC’s allocation of an ERS to a facility is accurate over time will help ensure that EFIC is pricing risk appropriately.
Recommendation 6.1
The Minister should amend the Statement of Expectations to require EFIC to commission an independent review of the process it follows to allocate an EFIC risk score (ERS) to a facility. This review should include a comparison of the ERS of each facility at signing and at maturity to examine any changes over time. Evaluating the forecasting accuracy of expected losses compared to actual losses will help ensure that EFIC prices risk appropriately. EFIC should report the results of this review to the Minister.

In sum

This section has examined the factors affecting EFIC and the techniques it employs to price its financial services. The Commission has concluded that the current arrangements do not ensure that the prices of EFIC’s products are efficient, particularly given its exemption from CN arrangements.
In particular:
· Competition from other ECAs could affect EFIC’s pricing. The OECD Arrangement provides only limited protection against this.

· The risk sharing arrangements in which EFIC is not the lead ECA compromise its autonomy in setting prices and make it vulnerable to following another ECA into accepting a price that does not reflect EFIC’s expected full costs of provision.
· Market comparisons may be of limited use due to the bespoke nature of EFIC’s facilities and the non-comprehensive nature of the information available from the private sector.
· The in‑house pricing model used by EFIC is very sensitive to assumptions, particularly the ERS assigned to the facilities.
In section 6.1 it was also shown that EFIC has cost advantages over its private sector competitors due to its exemption from CN arrangements. This exemption reduces EFIC’s incentive to price its financial services efficiently. The next section evaluates whether EFIC has provided subsidised facilities.
6.

 SEQ Heading2 3
Analysis of whether EFIC’s products are priced efficiently
The Commission has used three approaches to examine whether EFIC’s products are priced efficiently. It has considered client views on EFIC’s pricing, conducted an analysis of EFIC’s portfolio of loans and export finance guarantees, and examined EFIC’s financial performance. More detail on EFIC’s financial performance is presented in chapter 8.
Client views on EFIC’s pricing

The Commission received several submissions from EFIC’s clients commenting that its prices were similar, or higher, than those charged by private sector providers. TTG Transport Technology Pty Limited (sub. 1, p. 2) stated: ‘the EFIC [working capital guarantee] is expensive and leaves all the risk with the exporter’.
Ferra Engineering Pty Ltd submitted:

The establishment and guarantee fees place a very high burden on SME’s. I think that Australian SME’s will be able to benefit significantly and be more competitive if Establishment and guarantee fees are reviewed and set at a level that is more in line with global benchmarks of the developed world. (sub. 8, p. 1)
Participants made similar comments on EFIC’s prices following the release of the draft report:
For Bank Guarantees / Performance Guarantees, the private banking sector is charging commonly 1.5% to 2% whilst EFIC equivalent cost is 3% to 4%, around double. (Gasco, sub. DR82, p. 2)
Another postulation [in the Draft Report] is that EFIC has priced its products below true market price. Our experience has not borne this out –– recently secured performance bonds were at twice the rate we would normally secure for comparable Australian project work. (Wagner Group Holdings, sub. DR31, p. 1)
EFIC prices their risks adequately, in line with market norms. (Zurich, sub. DR58, p. 1)

EFIC’s charges were market rate commensurate with the high quality of evaluation. (Lean Field Developments, sub. DR78, p. 3).
In Austal’s experience, when compared on a like-for-like basis the rates offered by EFIC are no lower than those offered by commercial banks. (Austal, sub. DR110, p. 13)
However, given EFIC is to operate in the market gap, some of its facilities are for facilities have relatively higher risk than those accepted by private sector providers. In these cases, EFIC’s prices should be higher than private sector providers to compensate for higher expected losses.

In addition, because EFIC is small and enters few transactions relative to private sector providers, it may not benefit from economies of scale in operating expenses and has fewer transactions over which to spread these costs. Even if EFIC’s prices are the same, or higher, than the private sector for a similar level of risk, EFIC may still be subsidising the provision of financial services. For example, EFIC’s operating costs may be higher and it may not be as efficient at providing financial services as the private sector (discussed further in chapter 8).
Being a price taker does not ensure efficient outcomes
Some participants, including EFIC, asserted that EFIC is a price taker and is therefore pricing at the market rate. This was supported by a claim that EFIC’s prices were at least the same, if not higher, than other private sector participants in the same project. NAB, for example, stated: 
In our experience in co-financing projects with ECAs, including EFIC, we have not found that the ECAs “crowd out” the private market through below market pricing. Rather, we have found that EFIC in particular has been quite careful to become involved in financings only where a “market gap” is apparent and to be a “price taker” in that they accept pricing already determined by the private lending syndicate. (sub. DR92, p. 3)
Similarly, WICET noted:
The price at which the EFIC guaranteed portion of senior debt is provided to WICET is on exactly the same terms and conditions as all other senior debt lenders. This was determined as part of the extensive capital raising process for the transaction. As EFIC is providing a guarantee of a portion of senior debt, rather than directly lending, EFIC only retains a portion of that return and Sumitomo Mitsui Banking Corporation, the lender of record, earns a margin within that return. 

The other export credit agencies or government supported financiers earn the full market return being paid by WICET as they are providing direct funding and not guarantees to other financiers. (sub. 37, p. 5)
EFIC stated:
As a price taker EFIC has consistently demonstrated the capacity to crowd in private capital (trans., p. 110).
EFIC’s price can be the same, or even higher, than other providers when jointly financing a project but EFIC could still be providing finance below the market price –– the price at which the market would have offered finance had EFIC not been involved.
The observed price when EFIC provides joint finance to a project can be different to the ‘market’ price of finance. When markets function well, the true market price is the price which would have been generated by market participants in the absence of EFIC’s involvement. Figure 6.3 illustrates how the pricing of a project that is co-financed would occur with and without the support of EFIC. In panel A, the price at which finance is offered is shown for lenders A, B, C and D. The market price will be set at the price offered by the marginal lender (in this example, lender D). Without EFIC’s involvement, the market price at which the marginal lender will supply finance is higher than the project’s return (shown by the dark shaded area). The project cannot earn a positive return for lender D (the price of finance offered is greater than the project’s return) and the project would not go ahead.

In panel B, EFIC offers finance at a price that matches other co-financiers’ price, but is below what would have been offered by the marginal lender D in EFIC’s absence — the true market price for the transaction. In this case EFIC sets the price at a level sufficient to generate a positive return for all financiers involved in the project and the project will proceed. However, the project would not have proceeded if the price of the required finance was determined in the market.

Figure 6.3
Market price for finance with and without EFIC’s participation
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Therefore, although participants to this inquiry, including EFIC, noted that EFIC prices at rates similar to other providers in a structured finance project, this is not a valid comparison for the purpose of ascertaining the price if EFIC was not involved in the transaction. This could mask inefficient transactions. EFIC is providing finance ‘at the margin’, that is, at a quantum where the private sector cannot earn a commercial return. Therefore, it is to be expected that EFIC charge a higher price than the only other (private sector) participants willing to finance the transaction.

Analysis of EFIC’s portfolio of loans and export finance guarantees 
The Commission has conducted an analysis of some of EFIC’s loans and export finance guarantees to assess whether facilities are under-priced, given the risk incurred.
EFIC provided the Commission with access to information on loans and export finance guarantees written since 2005-06, and for those written prior to 2005-06, but are still outstanding (that is, those that have not reached maturity).

The information included:

· agreement and maturity dates of the loan or export finance guarantee
· exporting firm

· borrower type –– private or sovereign

· contract value details

· the facility amount

· currency of loan

· performance of the loan (for example, whether it is being repaid, still being drawn or is high risk (impaired))
· interest rate –– the reference rate and margin

· repayment frequency (for example, semi-annual, monthly instalments)

· the ERS (current, and at the time the loan was established)

· commitment and establishment fees.

In total, 13 loans were written on the CA between 2005-06 and 2010-11 (table 3.3). One of those loans was jointly financed on the CA and NIA. A small number of loans contributed to the majority of the value of all loans over the period. The resource sector and ship building industries represented the largest share of loans by value.

Estimation methods used in past studies of export credit agencies

The Commission considered past research on estimating export credit subsidies and examined the estimation methods used in studies of other ECAs (discussed further in appendix B). There are insufficient data to enable the Commission to estimate the level of subsidy for all of EFIC’s facilities using the methods cited in the literature.
Reasons for this include:

· There are few data points to draw on –– three loans contributed to two-thirds of the total value of loans over the five years to 2010-11. Although there is a larger sample if a longer time period is used (up to 20 years), these data are not directly comparable because:

· The pricing method used by EFIC has changed since the 1990s, particularly in the past few years.
· Corporate rates of default are updated each year. It is difficult to estimate and compare what the general provision for expected loss and the cost of capital should be for transactions entered into at different points in time. The parameters are influenced by default probability rates that vary significantly, especially during periods of financial crisis. For example, the global corporate default rate for B-rated assets was 4 per cent in 2008, 10 per cent in 2009 and 1 per cent in 2010 (S&P 2011b).
· Results are sensitive to a ‘market’ rate of interest and there is no readily obtainable comparable rate. Research undertaken by others typically infers or estimates a market rate, which requires several assumptions to be made. Appendix B describes the limitations in accurately estimating market interest rates required for calculating the subsidy for loans.
· Results are sensitive to some data, such as grace and drawdown periods, that were not available to the Commission for all facilities.
· A loan may have a relatively low margin because it has a shorter grace period compared to a loan with similar risk that has a higher margin.
· Low margin income can be offset by higher income from establishment fees or commitment fees. Commitment fees are applied to the undrawn amount of a facility and the Commission did not have access to the drawdown profile.
· Although assumptions regarding these data can be made, the accuracy of any subsidy will be influenced by these assumptions, meaning a precise estimate of the subsidy cannot be inferred.

Assessing economic profit using EFIC’s in‑house pricing model
EFIC’s pricing model can be used to forecast the economic profit and return on equity for a facility. The return on equity and economic profit are indicators of whether a facility is commercially viable.

EFIC has not clearly indicated whether there is a minimum expected return on equity for a facility to be approved. During the public hearings, EFIC’s Managing Director and CEO indicated that, on an individual transaction basis, if a ‘high-risk’ transaction was expected to earn less than 8 per cent return then it would be queried as to whether it should be approved but not necessarily rejected (trans., pp. 282–3). EFIC has previously advised the Commission that the risk free rate of return (which EFIC considers to be the 10 year government bond rate) is the minimum return on equity required to approve a transaction (pers. comm., January 16, 2012).
The Commission has analysed the economic profit of some loan and export finance guarantee facilities in EFIC’s portfolio using EFIC’s in-house pricing model. The Commission found that some loans and export finance guarantees were not forecast to earn an economic profit. A facility that is not expected to earn an economic profit is effectively being subsidised in advance by taxpayers.
EFIC’s response to the draft report

EFIC stated that the expected default probabilities in its pricing model are only useful ‘to the extent that past performance is helpful in predicting the future’ (sub. DR90, p. 32). Put another way, because the pricing model is a hypothetical model, the actual economic profit of a facility can be different to its expected economic profit. Thus even though a loan may have an expected (ex ante) economic loss, the actual profit would be positive, ex post, if that loan did not become impaired. Nevertheless, across a portfolio, the forecast provision for expected loss should be similar to its actual loss over time, even though the realised economic profit of an individual facility may be different to its forecast economic profit. If the pricing model is not accurate in forecasting expected loss then there is a risk of over or under-estimating the expected loss of a facility which will in turn lead to inefficient pricing (this is what recommendation 6.1 aims to determine).

EFIC also stated during the public hearings that the Commission used its own assumptions in the pricing model and disagreed that individual transactions were being subsidised (trans., p. 287). The Commission acknowledges that some assumptions were required because data on drawdown and grace periods were not provided by EFIC for all facilities, but this does not detract from the fact that some facilities were expected to be subsidised in advance. EFIC did not dispute that these data were not available to the Commission.
However, the Commission undertook sensitivity analysis on individual facilities by using a feasible range of assumptions (given the minimum guidelines under the OECD Arrangement) when data on drawdown and grace periods were not available. The Commission found that some facilities were still not expected to earn an economic profit and are therefore being subsidised in advance.
Importantly, EFIC did provide the Commission with all the required data to model the return on equity and economic profit for two recent CA facilities. Using EFIC’s in-house pricing model, the Commission estimated that one of those facilities was expected to earn an economic loss of about $20 million. EFIC has confirmed that it obtained the same result
 for this facility as the Commission (pers. comm., 16 January 2012) and has not stated that the Commission used the pricing model incorrectly to estimate the expected economic profit for this facility.
In response to the draft report, EFIC stated that the Commission should clarify the portion of EFIC’s portfolio that it claims is subsidised (sub. DR90). For the reasons outlined above (and noted in the draft report) there is insufficient data to accurately quantify the subsidy rate on a portfolio basis. EFIC did not dispute this, although it did raise concerns as to how the Commission could then conclude there was a subsidy. In response, the Commission is of the view that EFIC has approved some facilities that were not expected to earn an economic profit based on analysis of facilities for which there was sufficient data.
A discussion of EFIC’s financial performance at the portfolio level is presented in chapter 8. The Commission notes that EFIC has generated only modest accounting profits and has earned a low rate of return on equity compared to the government bond rate and other benchmarks. This is despite its exemption from competitive neutrality arrangements and consequent lower borrowing costs and tax expenses, compared to private sector providers.
When a facility is subsidised this subsidy is effectively borne by taxpayers as EFIC is owned by the Australian Government. The beneficiaries of any subsidy can extend beyond EFIC’s immediate clients because, as mentioned above, EFIC enters into risk sharing arrangements with other financiers. This is discussed in more detail in chapter 7.
Finding 6.2
Not all of EFIC’s facilities are priced to earn a commercial rate of return on equity and hence, do not cover their expected full costs, including the opportunity cost of capital. These facilities are effectively being subsidised by taxpayers. The beneficiaries of these subsidies likely extend beyond EFIC’s clients and may include private sector providers, other export credit agencies and the buyer of the exports.

The Commission is of the view that EFIC should not have any cost advantages over private sector providers resulting from its exemption from CN arrangements. EFIC should price all of its facilities such that the expected full costs of provision are recovered. Both of these measures will ensure EFIC does not provide subsidised finance on that CA.

The Commission considers that the Export Finance and Insurance Act 1991 (Cwlth) (EFIC Act) should be amended to ensure EFIC’s activities on the CA are compliant with CN arrangements, including paying a tax-equivalent charge and a debt neutrality fee. Interim arrangements should be put in place until such time as changes to the EFIC Act are passed by Parliament. The SoE should be amended to require EFIC to publicly report that part of its revenues that relate to these pricing principles until the EFIC Act is amended.
EFIC should also be required to earn an appropriately benchmarked rate of return on equity to allow EFIC to transparently demonstrate that providing financial services to newly exporting SMEs can be commercially viable.

Recommendation 6.2

The Australian Government should amend the Export Finance and Insurance Corporation Act 1991 (EFIC Act) to ensure EFIC’s activity on the commercial account complies with competitive neutrality arrangements. This will require EFIC to pay a tax-equivalent charge and a debt neutrality fee.
The Minister should amend the Statement of Expectations to:

· require the pricing of EFIC’s commercial account facilities to reflect the expected full economic cost of provision, including the opportunity cost of capital, taxes paid by private sector participants and the benefit that EFIC obtains from the government guarantee
· set an appropriately benchmarked rate of return on equity following consultation with the Treasurer and the Minister for Finance

· require EFIC to identify in its annual report and corporate plan that part of its revenue that relates to not having to pay a tax-equivalent charge and debt neutrality fee, until the EFIC Act is amended to apply competitive neutrality arrangements.
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�	The spread on AA and A rated corporate bonds over bonds issued by the Australian Government was 198 and 263 basis points, respectively in April 2012 (RBA 2012a). That is, the extra yield investors demand to own bonds issued by AA or A rated corporate entities instead of the Government is about 2.0 or 2.6 percentage points per annum, respectively.


�	A facility is made available for each transaction that EFIC enters into. A facility includes the type of product (for example, loan or guarantee) and the terms of repayment (interest rate, frequency).


�	LIBOR is the average interest rate at which a selection of banks on the London money market are prepared to lend to one another. LIBOR is provided in 15 maturities (ranging from overnight to 12 months) and in 10 currencies. EFIC uses LIBOR rates with 6 month maturities as floating reference rates.


�	The reference interest rate is determined outside of EFIC’s pricing model. The pricing model only sets (or estimates) the margin. Therefore, it is implicit that the cost of borrowing is equal to the reference rate.


� The pricing model produces slightly different results depending on the date that it is run as discount rates are regularly updated and default probabilities may have changed. EFIC acknowledged that there was a slight discrepancy between the current results and those that EFIC obtained when the facility was approved. Importantly, EFIC verified that the model forecast an economic loss of about $20 million at the time the facility was approved.
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