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Private sector provision of export finance and insurance
	Key points

	· A large proportion of global trade (about 90 per cent) takes place without assistance from export credit agencies.

· Importers and exporters face many similar risks. Importers, and the vast majority of exporters, successfully use private sources of finance and insurance.
· The Australian and international finance and insurance markets offer a range of products to help importers and exporters manage their cash flow and commercial risks, such as credit risk. 

· Most of the products offered by EFIC are offered by the private sector with the differences relating primarily to the terms and conditions, including price, at which the products are offered. 

· Transactions that the private sector may be reluctant to accept on the same conditions (or under any conditions) as EFIC include: transactions with small or medium‑sized enterprises that have little or poor credit history; transactions involving high‑risk or post‑conflict countries; and long-tenor transactions. 
· Compared to private sector options, EFIC’s provision of export finance and insurance services benefits exporters in several ways, including:

· supporting transactions the private sector may consider to be too risky due, for example, to a firm’s size or the country to which the firm is exporting
· more favourable terms and conditions, such as reduced collateral requirements or longer repayment terms
· allowing firms to forgo the additional costs associated with other sources of finance, such as equity.

	

	


This chapter reviews the extent to which the products and services offered by the Export Finance and Insurance Corporation (EFIC) are available in the private sector. An analysis of the extent to which any gaps constitute market failure is presented in subsequent chapters.
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The role of finance and insurance in trade
International trade involves transactions across more than one national legal, political or financial system, exposing importers and exporters to a number of risks (box 3.1). Exporters (or importers) may seek to reduce these risks by transferring them to a third party, which accepts the risk for a fee. Trade finance and insurance products are offered by private sector intermediaries such as banks, insurance companies and government export credit agencies (ECAs), such as EFIC.

However, a large proportion of global trade takes place without the assistance of ECAs. 
Most trade finance does not come from official export credit agencies (ECAs) but rather from the private sector. Approximately 65 to 90 [per cent] of finance is extended between firms in a supply chain relationship or between individual units of the same firm’. (Hufbauer 2011, p. 1) 
International trade typically takes place on the basis of cash or short-term credit, without intermediation through financial markets. Up to two thirds of the value of global merchandise trade is organised using either ‘open account’ or ‘cash‑in‑advance’ terms (Asmundson et al. 2011). In these transactions, the buyer and the seller are able to agree on terms to share the credit or country risk without intermediaries, although they may mitigate and manage their risks in other ways (for example, diversifying by selling to a number of buyers across a range of markets).
Where transactions are undertaken on open account terms, the exporter delivers the goods to the buyer without payment, and the buyer is expected to pay on delivery according to the sales contract. Under this arrangement the exporter draws on working (or other sources of) capital and bears much of the credit risk involved in the transaction. For cash in advance arrangements, the buyer is extending working capital to the exporter and bears much of the credit risk.

The Berne Union (2011) estimates that about 10 per cent of world trade is supported by its members, who include public and private sector providers of trade finance and investment insurance. Estimates of the share of world trade supported by ECAs and an estimate of EFIC’s share of the Australian market are not available.
	Box 3.
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Risks faced by exporters and importers in cross‑border transactions

	Exporters and importers face a number of risks in conducting transactions: 

· credit risk — the possibility of a client (either the buyer or seller) defaulting on their obligations by the agreed date. An importer could find that a product they paid for is not delivered as promised in the event that an exporter becomes bankrupt. Guarantees and insurance also give rise to credit risk if the issuer defaults 

· country risk — arising from the political situation in the destination or source country. For example, an importer could find that products that have been paid for cannot be delivered on time because of war in the exporter’s country 

· sovereign risk — arising from policy changes in foreign countries such as expropriation or nationalisation of assets

· market risk — arising from macroeconomic fluctuations such as changes in the exchange rate between the date of the agreement and the receipt of payment 

· price risk — the value of the commodity may change between the date of the agreement and date of payment

· tenor risk — several of the above types of risk, for example, country risk or price risk, increase with the duration of the contract. Consequently, long-term contracts are generally more risky than short-term contracts

· product risk — for the exporter, it is the risk that the product sent is not acceptable to the buyer and a warranty is called. For the importer, it is the risk that the goods do not meet their requirements

· operational risk — arising from general business operations, such as fraud. 

· transportation risk — to the client, it is the possibility that goods are lost or destroyed en‑route

· reputational risk — the client could be subject to negative publicity as a result of involvement in socially, politically or environmentally sensitive projects. For example, a firm importing timber harvested from an environmentally sensitive area may receive bad publicity.

	Sources: Grath (2008); Freixas and Rochet (2008).
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Finance and insurance markets
Australia’s finance and insurance markets

Finance and insurance is the largest sector in the Australian economy, contributing $137 billion at current prices or about 10 per cent of GDP in 2010‑11 (ABS 2011a; 2011b). 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 (AFMA 2011). The Commonwealth Bank noted that:
 … the Australian syndicated and club loan market in 2011 recorded a total loan volume of US$115,667m … The 2011 loan volumes were the highest over the last decade, with the quantum driven by a high level of refinance activity (55% by volume) and significant activity in project financing (>12% by volume). (sub. DR100, p. 2)

The 2011 World Economic Forum’s Financial Development Report ranked Australia fifth among the world’s financial centres (table 3.1), and second in terms of financial access by individuals and businesses to different forms of capital and financial services. Australia ranked highly in banking (seventh) and ranked second in financial access (access by individuals and businesses to different forms of capital and financial services) (WEF 2011). The most recent Global Financial Centres Index ranks Sydney fifteenth and Melbourne eighteenth among the world financial centres (Long Finance 2011). The four major Australian banks have a Standard & Poor’s rating of AA-, indicating that they face a relatively low probability of default (S&P 2011c). 

Table 3.
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Top 10 countries ranked by efficiency of their financial markets

Based on overall index ratinga
	Economy
	2010 rank
	2010 score (1 to 7)

	Hong Kong SAR 
	1
	5.16

	United States 
	2
	5.15

	United Kingdom 
	3
	5.00

	Singapore
	4
	4.97

	Australia
	5
	4.93

	Canada
	6
	4.86

	Netherlands
	7
	4.71

	Japan
	8
	4.71

	Switzerland
	9
	4.63

	Norway
	10
	4.52


a Each country is ranked on a range of factors, policies and institutions that define deep and effective financial markets.
Source: WEF (2011).

International finance and insurance markets

Many Australian importers and exporters also access international markets for finance and insurance services. However, international financial markets have faced considerable challenges since the last review of EFIC in 2006.
In particular, events during the global financial crisis (GFC) led to a severe recession in some nations, a sharp decline in world trade volumes and a tightening of credit conditions in the United States and Europe, with flow‑on effects for international financial markets (De Michelis 2009). During this period, banks increased the price of finance and collateral requirements, and reduced counterparty exposure limits, to protect against heightened credit risk and to meet regulatory requirements.
Since 2008, banks have been subject to new capital rules under the Australian Prudential Regulation Authority’s (APRA) guidelines based on the Basel II framework. While APRA has not yet finalised its response to Basel III, banks may need to increase their collateral to meet requirements designed to improve the stability of the financial system. Some participants to this inquiry noted that stricter capital requirements are likely to increase the price of finance (Clifford Chance, sub. DR52; Australian Institute of Export, sub. DR107).
During the GFC, the repricing of risk was evidenced by larger spreads between BBB‑rated corporate bond rates and Australian Government bonds between late 2007 and early 2009. Although the spreads between BBB‑rated corporate bond rates and Australian Government bonds increased significantly between 2007 and 2009, the movement in spreads was offset by a fall in bond rates. Figure 3.1 indicates that BBB‑rated corporate bond yields fluctuated over the past decade, but have settled at about 7 per cent since 2010. 
A number of submissions suggested that private appetite for longer tenor transactions has remained tight since the GFC (Allens Arthur Robinson, sub. DR42; King & Wood Malleson, sub. DR84, National Australia Bank, sub. DR92). 

Credit Agricole suggested that in the absence of ECA support:
Private insurers are very often unable to offer these large durations and with shorter maturities, some investors would be faced with a refinancing risk, considered as unacceptable by lenders; then some projects could not materialize. (sub. DR75, pp. 1‑2)

Santos also claimed that:

 … access to financing has been difficult and a number of market participants have been withdrawing ... (sub. DR64, p. 2).
However, there is evidence that shows some firms have been able to obtain long‑term finance. This is discussed in section 3.5. A discussion of the impact of the 2008‑09 financial crisis on the demand and supply of trade finance is undertaken in chapter 5.

Figure 3.
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BBB corporate bond yield and spread above Commonwealth Government securities
1 to 5 year BBB‑rated corporate bonds, per cent
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Data source: Reserve Bank of Australia (pers. comm., 11 April 2012).

Risk management options for private sector providers 

Financial institutions specialise in managing and mitigating risk, using a number of methods to do so (box 3.2). In the private sector, prudential regulation, competitive pressures and profit maximisation give firms strong incentives to adopt sound financial risk management practices, and engage in continuous improvement of their assessment, pricing and controlling of risk. 
Do not delete this return as it gives space between the box and what precedes it.
	Box 3.
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Risk management methods used by financial institutions

	Financial institutions can manage and mitigate risk by:

· diversifying and hedging on an aggregate level — banks and insurance firms can reduce their overall level of credit and market risks by holding a broad range of weakly correlated (and offsetting) assets and liabilities, and by operating in a range of markets
· tightening the provision of finance or insurance — reducing the amount of finance or insurance extended, either in total or to certain borrowers
· reducing aggregate exposure to a project or counterparty by forming syndicates
· reinsuring with insurance firms
· using risk‑based pricing — charging higher interest rates or premiums to high credit risk clients
· developing infrastructure — technology and skilled staff to improve the accuracy and efficiency of managing various risks
· following risk management policies — internal rules and procedures governing the provision of credit and insurance
· setting terms and conditions — for example, on the minimum level of collateral held by the borrower, or the terms on which an insurance product may be offered
· enforcing covenants — stipulations on agreements that require, for example, the borrower to:
· periodically report their financial position
· refrain from paying dividends, repurchasing shares, borrowing further, or other specific, voluntary actions that negatively affect the firm’s financial position
· repay a loan in full, at the lender’s request, in certain circumstances such as a change in the borrower’s debt-to-equity ratio
· requiring loan insurance — requiring the applicant to insure against the risk of default.

	Sources: Asmundson et al. (2011); Freixas and Rochet (2008).
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Comparison of products offered by EFIC and private providers

EFIC offers a range of products to manage and mitigate the various risks faced by exporters. EFIC’s products can be broadly grouped into loans, insurance, guarantees, bonds and research (table 3.2).
Table 3.
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Products offered by EFIC

	Product
	Description

	Loans
	

	Direct loan
	A direct loan to an exporter or foreign buyer of capital goods

	Producer Offset loan
	A loan against tax rebates receivable from the Australian Government’s Producer Offset scheme (for eligible film, documentary or television production companies)

	Funded export finance guarantee
	A direct loan to a bank to on‑lend to a buyer or exporter

	Insurance
	

	Political risk insurance 
	Insures lenders, investors or contractors against losses arising from events such as civil unrest and the inability to repatriate funds

	Bond insurance
	Insures the exporter in the event that a bond is wrongfully called

	Credit insurance 
	Insures the exporter in the event of non‑payment by a buyer

	Guarantees
	

	Export working capital guarantee 
	A guarantee to an exporter’s bank for the exporter’s payment obligations, when the bank provides the exporter with working capital

	EFIC headway working capital guaranteea
	A guarantee to an exporter’s bank for the exporter’s payment obligations when the bank extends the exporter’s trading limit

	Export finance guarantee
	A guarantee to the buyer’s or exporter’s bank for the bank’s provision of finance 

	Documentary credit guarantee
	A guarantee to an exporter’s bank that a buyer’s bank will meet the obligations of a documentary credit payable to the exporter

	Foreign exchange facility guarantee
	A guarantee to a foreign exchange provider for the exporter’s payment obligations, when the foreign exchange provider extends the limit of the exporter’s foreign exchange facility

	Risk participation agreement
	Partially guarantees the financier in the event of non‑payment

	Reciprocal risk participation agreement
	Partially guarantees (or insures) another export credit agencies’ risk

	Bondsb, c
	

	Advance payment bonds
	Compensates the buyer for funds advanced to the exporter in the event of non‑completion of the contract

	Performance bonds
	Compensates the buyer in the event the exporter fails to honour its obligations under the contract

	Warranty bonds
	Compensates the buyer in the event the exporter’s goods do not meet contractual warranty obligations after a project is complete

	US bonding line
	Compensates the buyer in the event of non‑performance by the exporter. Provided under an arrangement with a registered US surety bond provider

	Research
	

	Country profiles
	Information on the risks of doing business in various countries

	World risk developments newsletter
	Monthly newsletter summarising global economic developments

	Economics chartpack
	Monthly summary of world economic conditions


a The EFIC headway working capital guarantee was discontinued in December 2011.  b The bond products offered by EFIC fall within the definition of ‘guarantee’ under s. 3(1) of the Export Finance and Insurance Corporation Act 1991 (Cwlth).  c EFIC can provide a bond directly to the buyer on the exporter’s behalf or provide a guarantee as security to a bank, which in turn provides the bond to the buyer. 
Sources: EFIC (2011a; pers. comm., 13 April 2012).

Over the past five years, loans have made up the largest proportion (by value) of EFIC’s products, followed by bonds and guarantees (figure 3.2).
Figure 3.
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EFIC’s commercial account facilities
Share of total value, by product, 2006‑07 to 2010‑11
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a( Based on the face value of signings in each year and is not equivalent to EFIC’s exposure at 30 June 2011.

Sources: EFIC (2006; 2007; 2008a; 2009a; 2010a; 2011a).

Loans 
EFIC provides direct loans to buyers and exporters for the purpose of financing eligible export transactions. A funded export finance guarantee is a loan from EFIC to a financier, who then on‑lends to foreign buyers or exporters. EFIC has increased its provision of funded export finance guarantees since they were first offered in 2009. At 30 June 2011, it had exposure of about $117 million to this product (EFIC 2011a).
The Producer Offset loan allows eligible producers of Australian films, documentaries and television programs to obtain cash flow against their anticipated producer offset tax rebate.
Direct loans
EFIC has claimed that the private sector is less willing to provide longer tenor loan products:
In normal market conditions, the private sector has ample appetite and capacity to support borrowers’ needs with tenors of up to five years. During the GFC, in Australia, this tenor appetite was reduced in the syndicated loan market. Beyond that five year horizon, financial transactions tend to be more highly structured, and often related to asset- specific or project finance. This is the market segment in which export credit agency … financing is more prevalent, as fewer private market participants have the risk appetite for such assets. (sub. DR90, pp. 14-15)
A large proportion of EFIC’s loan book is long-term debt. For example, EFIC provided a $50 million direct loan over a ten year period to Orica Limited, the world’s largest supplier of commercial explosives, to construct an ammonium nitrate manufacturing plant in Indonesia (table 3.3). Orica was able to obtain a loan from EFIC that matched their requirements at a time ‘when the commercial market [had] limited appetite for longer tenor financing’ (EFIC ndo). 

However, long-term debt can be obtained from a variety of private sector sources including international and domestic banks, retail investors, traded and untraded bonds, national and international banking syndicates and superannuation funds (Icon Group International Inc. 2007). Shorter-term loans obtained from the private sector may also be refinanced on maturity. 
Producer Offset loan

The Australian Screen Production Incentive (ASPI) is an Australian Government incentive program to promote film, television and other screen production. The Producer Offset is one of three streams under ASPI that provides a 40 per cent tax offset
 on qualifying Australian production expenditure on a feature film and a 20 per cent tax offset if the film is not a feature film (Screen Australia nd). 

EFIC has established a loan program to finance recipients of the Producer Offset tax rebate to support Australian films, documentary and television productions with international distribution agreements (Screen Australia, sub. DR46; EFIC, sub. DR90). The loan program provides cash flow to assist production funding by providing upfront access to funds, and bridging the funding gap between the incidence of production costs and receiving the Producer Offset (EFIC ndp).

Table 3.
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EFIC’s commercial account loans

2006-07 to 2010-11

	Primary counterparty
	Project description
	Project country
	Maximum    tenora (years)  
	Value  
(A$ mil)b
	Share of all loans (%)

	2006-07
	
	
	
	
	

	Lumwana Mining
	Copper mine
	Zambia
	9.0
	54.5
	7.8

	B&N Bank
	Supply, install banking
software
	Russia
	6.6
	3.8
	0.5

	2007-08
	
	
	
	
	

	Emirates Aluminium
	Aluminium smelter & power supply plant
	UAE
	16.1
	142.8
	20.4

	2008-09
	
	
	
	
	

	Lumwana Mining
	Copper mine loan increase
	Zambia
	7.0
	12.8
	1.8

	Leighton Holdings
	Mining equipment leases
	Indonesia
	6.0
	202.2
	28.9

	2009-10
	
	
	
	
	

	ExxonMobil PNG
LNG Servicesc
	Liquefied natural gas project
	Papua New Guinea
	17.0
	109.5
	15.7

	African Underground Mining Services
	Finance new equipment
	Mali/Ghana
	3.7
	16.2
	2.3

	Orica Limited
	KNI Project –– ammonium nitrate plants
	Indonesia
	9.9
	51.3
	7.3

	2010-11
	
	
	
	
	

	Rock Island Production
	Film production producer offset
	Australia
	0.5
	0.5
	0.1

	Who-Four
	Film production producer offset
	Various
	1.9
	0.5
	0.1

	Mindful Films
	Film production producer offset
	Various
	0.6
	0.1
	0.0

	Danske Faerger A/S
	High speed catamaran
	Denmark
	12.4
	66.8
	9.6

	Incat Tasmania
	Construction of catamaran
	Australia
	1.5
	37.5
	5.4

	
	
	
	10.7
	698.4
	100.0


a Tenor was calculated as the difference between agreement and maturity dates. However, some loans did not begin drawing down on the agreement date, so the actual tenor will be less than this approximation.  b A$ value is at the time the facility was signed, and is obtained from EFIC annual reports, except for loans made in 2008-09. The A$ value in 2008-09 was calculated using the average exchange rate for that year (A$1= US$0.74).  c Facility was shared over the commercial account ($US100 million) and national interest account ($US250 million).

Sources: EFIC (2007–2011; pers. comm., 8 November, 2011).

EFIC has signed contracts with the producers of the movie Satellite Boy (2012), the telemovie Panic at Rock Island (2011), the documentary series Who Do You Think You Are (2012) and Outback Fight Club (2011) (EFIC 2011a). 

EFIC noted in a submission to a review of the Australian Independent Screen Production Sector that in ‘some cases banks and other financial institutions may support a production, however, they may require additional property security and pre-payment of interest’ (EFIC 2010c, p. 1). Private finance providers and some state government organisations offer finance to recipients of the Producer Offset tax rebate. In addition to those in table 3.4, private providers such as Aver Media, Fulcrum Media Finance, National Bank of California and Abacus Film Fund are listed on the Screen Australia website as also offering cash flow facilities or brokered finance for Producer Offset applicants (Screen Australia nd).
 Table 3.
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Provision of finance against the producer offset tax rebate
Private and government providers

	Provider
	Product offeringa

	Private providers
	

	IFS Capital Limited
	Up to 80-90 per cent of anticipated producer offset tax rebate with a minimum size of $1 million 

	Media Funds Management
	90 per cent of the anticipated producer offset tax rebate at the lower end of the market

	Chesterfield Offset Finance
	Provides up to 90 per cent of the anticipated producer offset tax rebate

	Government providers
	

	Film Victoria
	Up to 85-90 per cent of anticipated producer offset tax rebate. Limit of $3 million per project 

	Screen Queensland
	Support is capped at the lesser of $6 million per project or 50 per cent of the project’s budget

	Screen NSW
	Provides loans up to $100 000.

	South Australian Film Corporation
	A $3 million financing facility to assist projects by obtaining cash flow from the producer offset tax rebate


a Terms and conditions of product offering may be different to those offered by EFIC.

Sources: Chesterfield Offset Finance (nd); IFS Capital (pers. comm., 3 April 2012); Film Victoria (nd); Media Funds Management (nd; pers. comm., 3 April 2012); Screen Australia (nd); South Australian Film Corporation (nd); Screen NSW (sub. DR91); Screen Queensland (nd);.
Screen Australia also noted that several banks and financial institutions provide offset loan facilities to production companies, although smaller transactions were ‘not of particular interest to the banks and larger finance companies’ (sub. 17, p. 2).

Other participants to this inquiry noted the importance of the Producer Offset scheme to the Australian film and television industry and that ‘EFIC’s loan facility helps to maximise the intended benefit of the Producer Offset legislation ... ’ (Screen Producers Association of Australia, sub. DR55, p. 2). The Commission has been advised that at the time the Producer Offset scheme was introduced by the Government, it was not envisaged that EFIC would be a participant in the scheme. 
EFIC noted that the initiative they took with Screen Australia:
 … literally came about from a conversation where the chairman of Screen Australia was speaking with a film producer and identified the issues that, for smaller-budget features, there was simply a gap that the commercial market wasn’t filling, that it was very restricted in the Australian domestic context.  So EFIC as a statutory authority does have the ability to be more flexible in taking up these policy concerns and trying to respond to them. (trans., p. 139)

Chapter 10 provides a discussion of EFIC’s future role in the Producer Offset scheme, based on market failure rationale.
Insurance

Insurance is a risk management tool that offers compensation for a specified event. EFIC products include political risk insurance, bond insurance and credit insurance.
Insurance brokers, such as Alliance Insurance Services Pty Ltd, Aon Corporation Australia Limited and PSC Insurance Group (a member of the Wells Fargo Global Broker Network), facilitate exporters’ and importers’ access to products underwritten by multi-national insurance companies (Aon Australia 2012; NIBA 2012; PSC Insurance Group 2012).
Many of the insurance products offered by EFIC appear to be offered by private sector insurance brokers (box 3.3). As with direct finance, there may be differences related to the terms and conditions, including price, on which insurance products are offered. 
Political risk insurance

Political risk insurance (PRI) provides compensation for policy holders for specific country or sovereign risk events that result in financial loss. These events may include forced abandonment of a product due to a war in the foreign country or the nationalisation of assets such as foreign investments in infrastructure. The exact events covered, and the definition of those events, varies from contract to contract. In addition to providing compensatory value in the event of claims, PRI can help investors access finance or obtain better terms and conditions.
Do not delete this return as it gives space between the box and what precedes it.
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Insurance brokers

	A number of insurance brokers offer services specifically aimed at exporters, such as Atia Insurance Services, Jardine Lloyd Thompson, Marsh Australia, National Credit Insurance Brokers and Strathearn Insurance Brokers. The National Insurance Brokers Association has an online tool for finding a broker based on locality and services offered including export-related insurance products.

Brokers fulfil important functions in the market. They reduce transaction costs for their clients by matching buyers and sellers across disparate locations and sources, and reduce the costs associated with searching for information about insurance products. 

The widespread existence of brokers suggests that their expertise is valued by market participants and that the market for export insurance products is sufficiently developed to create a demand for these services. There are about 800 insurance broking firms in Australia, ranging from multinational brokers to small businesses employing less than 10 people.

	Source: NIBA (2012). 

	

	


Political risk insurance encourages investment in emerging markets by transferring risk from investors to the insurers’ shareholders, in EFIC’s case, the Australian Government. For example, EFIC recently provided Orica with PRI to protect its investment in an ammonium nitrate plant in Indonesia (EFIC 2011a).
Political risk insurance is provided by large firms on a case-by-case basis and at times, certain countries (such as Iraq) may be deemed too risky for coverage (Atradius pers. comm., 6 May 2012). Private sector providers are willing to consider a range of transactions, including some high risk propositions, however, the terms and conditions of cover and premiums will reflect the risk of the transaction.
Many insurance companies offer political risk insurance in the Australian market including Atradius, Chartis, Coface and Euler Hermes (Allianz) (Atradius nd; Allianz 2011; Chartis Insurance nd; Coface ndb). Euler Hermes (Allianz) stated that it provides large export firms with a full range of products to cover exporters against country or sovereign risk events (Allianz 2011; Euler Hermes 2010). EFIC noted that:

Today, comprehensive ‘non-honouring of sovereign obligation’ policy is commonly available from almost all specialist political risk and trade credit insurers, albeit only a small number have the ability to offer long tenors in excess of ten years … Now political risk insurance represents a small and infrequent portion of EFIC’s business. (sub. 18, appendix A, p. 29)
Bond insurance

Bond insurance protects the exporter in the event that an advance payment or performance bond is wrongly called. Buyers may require the exporter to provide a performance bond if they make an upfront payment. For example, if the exporter is unable to fulfil their contractual obligations due to political unrest in the buyer’s country, the buyer may demand payment on the performance bond. Bond insurance can reduce the exporter’s financial losses, provided that the buyer has met the obligations under the insurance policy. It is uncommon for EFIC to enter into this type of transaction (EFIC 2011a).
Bond insurance is also available through private sector providers such as HSBC and Winley Insurance Group (HSBC 2012; WIG 2012).

Credit insurance

The vast majority of credit insurance, also known as export payments insurance, is provided on short-term contracts (Morel 2011). EFIC no longer provides short-term insurance. A past review of EFIC (DFAT 2001) received feedback from private sector insurers that EFIC’s provision of short-term credit insurance was crowding out the private sector. In early 2002, EFIC formed an alliance with a private insurance company, Gerling NCM, to provide the opportunity to demonstrate its capacity to meet exporters’ needs for short-term insurance (DFAT,  pers. comm., 8 May 2012). Following a DFAT review, the Government decided to divest the short-term insurance business to Gerling NCM (later renamed Atradius) in August 2003.

Consequently, EFIC only offers credit insurance if the export contract has a payment period of more than two years. Where the availability of long-term cover from the private sector is limited, cover for an extended tenor may still be provided (possibly at a higher cost to the exporter) through continuous renewal of a short‑term policy (Coface nda). 
In 2005, EFIC offered medium-term payments insurance as part of its contract to Thales, which provided air traffic management systems to Aeronautical Radio of Thailand Ltd (EFIC 2005). If Aeronautical Radio of Thailand Ltd defaulted on its payments due to a commercial or political event defined in the export payments insurance policy, EFIC would provide compensation to Thales. 

Guarantees

A guarantee is an enforceable promise by a third party that an exporter, buyer or financial institution involved in the export contract will meet its obligations. EFIC offers guarantee products to financial institutions, exporters and overseas buyers. 

Recent examples of guarantees issued by EFIC include:

· $2.7 million working capital guarantee to assist Westpac in providing a working capital loan to Ferra Engineering Pty Ltd (EFIC ndj; sub. 18) 

· $3.8 million export finance guarantee provided to National Australia Bank to facilitate the provision of working capital to Parnell Manufacturing Pty Ltd, a manufacturer of veterinary pharmaceuticals (EFIC 2011a) 
· a documentary credit guarantee to Westpac, the exporter’s (GP Graders) bank, to guarantee payments due from the buyer’s Turkish bank under a $673 000 letter of credit (EFIC nde).
The foreign exchange facility guarantee is provided by EFIC to a foreign exchange provider. The guarantee encourages the foreign exchange provider to increase their hedging limits for exporters (EFIC 2011g).

Many of the guarantees offered by EFIC have close substitutes available from private sector providers. For example, Australian banks provide similar products to a documentary credit guarantee. Westpac provides an ‘export documentary letter of credit’ (Westpac nda) that allows the exporter to obtain finance after the bank is satisfied that the conditions of the documentary credit have been complied with. Similarly, ANZ offers import and export finance and documentary credit products (ANZ nd). Clients can also use credit default swaps to hedge against foreign bank default risk.

Private sector alternatives to the foreign exchange facility guarantee may serve a similar purpose. The foreign exchange facility guarantee allows an exporter to extend its trading limits with a foreign exchange provider (and then hedge foreign exchange risk (box 3.4)).
 This is similar to an extension of working capital by a bank to an exporter, although the terms and conditions of provision, such as collateral requirements, will be different. For example:

 … you don’t need to provide security for a foreign exchange facility guarantee from EFIC. This can help to free up your working capital to take on further export contracts. (EFIC 2011g)
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Hedging foreign exchange risk

	Exporters have a range of options for hedging their foreign exchange risks, including:

· foreign currency accounts 

· forward exchange contracts 

· foreign currency options 

· flexible forwards (or tactical forwards) that combine products to hedge exposure within a band of acceptable levels 

· foreign exchange swaps (or currency swaps).

	Sources: Bank of Queensland (2011); HSBC (nd); St. George (nda; ndb); Westpac (2012a; 2012b; nda; ndb).

	

	


Absence of identical private sector coverage for guarantees arises primarily from the nature of EFIC’s products, rather than failures in financial markets. By design, they are intended to complement the products offered by the private sector by guaranteeing the creditworthiness of an exporter to a third party. For example, in its guidance on working capital guarantees given to prospective clients, EFIC (ndi) stated:

 ... you may not have the assets — often in the form of real estate — that your bank requires you to provide as security for working capital finance. Your bank may also be reluctant to provide finance for an export contract if it considers that the payment terms of the contract are too risky. If your bank can’t assist, EFIC may be able to help you obtain working capital finance from your bank with an export working capital guarantee.
Risk sharing agreements
EFIC participates in risk sharing agreements with financiers. ECAs also assisted each other by entering into reciprocal risk participation arrangements to:
 … jointly finance large projects that are beyond the capacity of commercial lenders or a single export-import bank. (EFIC 2011a, p. 42)
For example, Export Development Canada (EDC) reinsured EFIC’s participation in the Brookfield rail project (EFIC, sub. DR90) (box 7.3).
In May 2011, EFIC signed a US$65 million risk sharing agreement with the Asian Development Bank, encouraging exporters to export to Bangladesh, Pakistan and Sri Lanka. EFIC also provides reciprocal reinsurance to ECAs in Belgium, France, Germany, Israel, Japan, Korea, the Netherlands, Sweden and the United States (EFIC 2009d).

EFIC noted:
Under a typical reinsurance agreement, the lead ECA provides export credit cover, on its usual terms, for an entire transaction. Another ECA, assisting an exporter from its own country who may be a sub-contractor or other party to the transaction, reinsures the lead ECA in relation to that party’s involvement in the transaction. The effect is that the second ECA takes on that share of the risk. (2009d, p. 1)
Bonds
The bond products offered by EFIC act as an enforceable promise that the exporter will meet its obligations and are typically provided to the buyer. This may be in the form of a payment directly to the buyer or a guarantee to the exporter’s bank, which issues the bond to the buyer. In the case of US bonding lines, EFIC provides an indemnity to Liberty Mutual, which subsequently provides a surety bond to the US buyer. EFIC notes that, with the exception of the US bonding line, the other bonds are available from private sector banks and insurance companies (EFIC 2011a). Although private sector providers issue bonds, they usually require collateral, which may extend to the full value of the contract (Allianz nd; Bank of Queensland 2011; HSBC nd; QBE Insurance nd).
 Recent examples of EFIC’s provision of bond facilities include:

· bonds worth US$363 000 issued to the Polar Research Institute of China (including an advance payment bond and a performance and warranty bond) on behalf of Environmental Systems & Services Pty Ltd. The exporter was able to supply, install and commission advance satellite tracking stations at the Great Wall research stations in Antarctica (EFIC ndg). Environmental Systems & Services Pty Ltd noted:

Without the facilities that EFIC has provided to us we would not have been able to undertake most of these projects in recent years and this would have had a significant impact on our turnover and our capacity to employ staff. (sub. 11, p. 2)
· a performance bond on behalf of GoldPeg International Pty Ltd for 50 per cent of the contract value to a buyer, a dairy cooperative in Europe (EFIC ndl).
Research products
EFIC publishes information on the risks of exporting to particular countries and on developments in the world economy relevant for Australian exporters. It also operates an online tool, Export Finance Navigator. This provides current and potential Australian exporters information on export finance alternatives available in the commercial market and the forms of government assistance, such as grants, tax concessions and EFIC products that may be available to them (EFIC ndh).

The information provided in EFIC’s country profiles, world risk developments newsletter, economics chartpack and the global readiness index is also produced by private sector providers. Private sector providers and exporting firms use information from firms like Bloomberg, Standard & Poor’s, Moody’s Analytics, Fitch Ratings and various brokers, some of which is publicly available. Firms may also conduct research in-house.
Other government agencies, such as Austrade, also conduct research. Austrade provides information to exporters about various countries. There may be differences between the economic information provided by EFIC, which focuses on country risk, and the information provided by Austrade, which the Department of Foreign Affairs and Trade (DFAT) described as ‘more in the form of practical, on‑the‑ground advice about the peculiarities of particular overseas markets and commercial practices’ (sub. 19, p. 5). However, Austrade and EFIC both provide general trade facts, statistics and information on a country’s business and political environment (EFIC 2012b; DFAT nd). EFIC and Austrade appear to overlap in some of their analysis.
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Difference in coverage between EFIC and the private sector
In its submission on the draft report, EFIC noted that the private sector offers many of the same products:

EFIC has deliberately set out to make products homogenous with the private sector for many reasons including risk transfer, aiding comprehension and transparency. The homogeneity allows clients to understand and compare complex financial products, and EFIC to work in tandem with private providers. (sub. DR90, p. 14)

It further observed that the differences in coverage relate primarily to the private sector participants being unwilling to accept the risks associated with particular transactions:

Demand for this support arises for reasons of counterparty, country, asset, market and industry risk; and insufficient private market capacity ... The critical difference in EFIC’s coverage relates to the risks that EFIC is prepared to assume on behalf of exporters due to an absence of private sector risk appetite and/or capacity ... (sub. DR90, p. 14)
Key aspects of a transaction that affect private sector willingness to enter a particular transaction are discussed next.
Tenor

EFIC is willing to support some long tenor transactions that the private sector is unwilling to support (EFIC, sub. 18; sub. DR90). ANZ, for example, noted that financial institutions are generally unwilling to extend business credit beyond five to seven years due to refinancing risks (sub. 20). Similarly, Commonwealth Bank of Australia (sub. DR100) and Investec Bank PLC (sub. DR72) suggested that there was limited supply of finance from private sector providers for long-term natural resources and infrastructure projects. 
A recent example of EFIC’s support through a long-tenor facility is the EUR48 million, 12 year loan to assist Danske Faerger finance the purchase of ferries from Australian ship builder Austal (EFIC 2011a).

Country

EFIC provides products to countries such as Pakistan, where ‘large macroeconomic imbalances and political instability mean that the risks for exporters and investors range from high to extreme’ (EFIC 2012b). A number of participants suggested that banks were unwilling to support business in the developing world (Wagner Group Holdings Pty Ltd, sub. DR31; Allens Arthur Robinson, sub. DR42; Mono Pumps (Australia) Pty Ltd, sub. DR54; Codan Ltd, sub. DR65). McConnell Dowell noted that it: 
 … has benefitted from the use of EFIC services directly in relation to construction projects in Mozambique, Laos, Singapore and Papua New Guinea. EFIC has helped provide insurance and bonding facilities for projects in these countries and other countries and thereby helped us win and execute the projects. Our view is that finding these services in the market would have been difficult and could have jeopardized our chances of winning the projects. (sub. DR29, p. 1)

Client type and size

The private sector may refuse some transactions on the terms required by the exporter because of the nature of the exporting firm. EFIC provides some support to smaller, newer and generally riskier firms for which the private sector has ‘limited appetite’ (ANZ, sub. 20, p. 4). Financial institutions may be unwilling to support transactions with small firms on the same terms that EFIC provides. For example, they may require more collateral (EFIC 2011g). Emtivac Engineering Pty Ltd noted that it expected to: 
 … require assistance from EFIC for cash flow and project bonds on larger contracts over $1 million in value. Without the support of EFIC we would be unable to bid for these contracts as bank finance is not available to us without 100% cash or property security. (sub. DR77, p.1)

For transactions with large firms, financial institutions may have internal counterparty limits that constrain their aggregate risk exposure (this was the reason given for EFIC’s assistance to Leighton Holdings in 2008‑09) (EFIC 2011a; Thiess Pty Ltd, sub. DR50). The Commonwealth Bank suggested: 
 … each bank’s capacity to lend is limited by prudential and internal limits on single exposures, aggregation policies (including across subcontractors, equity investors, individual projects which share common probability of default). (sub. DR100, p. 3) 
Private sector providers will base their decisions on whether to accept a particular transaction on the expected return and risk of the transaction. They are unlikely to provide services that are not expected to make a return commensurate with the transaction’s risk.
 As discussed earlier, private sector providers and exporters also have various means of managing the risks at the source of the above constraints. For example, the tenor of a loan can be extended through refinancing, whereas counterparty constraints of financial institutions can be addressed through syndication with other providers. 
There is considerable overlap between financial products offered by the private sector and by EFIC on the commercial account, but the terms and conditions, including price, on which these products are offered may be different. There may be sound commercial reasons for private providers asking a high price for some facilities, or not wanting to service some markets or clients. However, this is not sufficient to indicate that financial markets are failing (discussed in chapter 4). 
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Alternatives to using export finance and insurance products
Limited availability of export finance or insurance for certain firms does not necessarily prevent them from proceeding with commercially viable export transactions. Alternatives may be available, however, they may be more costly than receiving support from EFIC. 
Alternative methods of finance

There is a number of other options exporters can access in place of export finance, in particular, equity finance and private debt (box 3.5). 
Equity raising is a typical means of expanding the capital base of a firm. For example, a growing firm can go through the following stages during its lifecycle:

· sole trader

· partnership

· private company 

· public company listed on the Australian Stock Exchange

· multinational public company listed on more than one stock exchange.
At each stage the firm is able to bring more equity investors into the venture. 

The way that a firm finances its expansion (using debt or equity) is a private decision based on the risk-return trade-off (Cheulho 2010; Kisgen 2006) but the availability of government support can affect that commercial decision. 

Some firms are reluctant to seek additional equity as it dilutes their control with the creation of more shareholders and instead prefer debt or government support.
Approaching a bank for a loan allows a firm to expand, but at some point a bank may limit its exposure to that firm. EFIC has pointed to this as a reason for its intervention. It may be the case that EFIC has supported firms because of a bank’s unwillingness to lend when the alternative of equity raising has not been tested. In effect, EFIC is favouring the existing business model of the firm.

EFIC (2008c, p. 5) noted in its submission to the Mortimer Report:

EFIC helps innovative companies take the next step beyond commercialisation in growing their businesses offshore. Moreover, the Corporation’s debt finance facilities ensure that this can occur without dilution of business owners’ equity interests.  

EFIC’s provision of finance and guarantees allows firms to forego costs associated with equity finance, both at the time of a transaction and when planning the firm’s capital structure (box 3.5). Although the ability of business owners to avoid the costs associated with raising debt and equity may be considered an advantage by some, those costs — and a share of the risks of the transaction — are potentially being borne by the Australian taxpayer. 

That said, equity finance is likely to be more difficult (and expensive) to raise for newly exporting small and medium‑sized enterprises (SMEs). For SMEs, markets for equity are informal and fragmented, often depending on family relationships and acquaintances (Seppa 2010).
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Alternative financing options

	Exporters can use the following methods to obtain finance:

· Retained earnings — profits accumulated by a firm that are not paid out to shareholders as dividends are kept as retained earnings. Those earnings not earmarked for a specific purpose can be used to finance future investment. 

· Share issue — a firm may opt to float on the stock exchange, in which case the public is invited to purchase shares. A listed firm can also issue new shares. Common techniques used for raising finance include rights issues, in which existing shareholders receive the right to purchase additional shares, as well as private issues, which occurs when an invitation to purchase shares is restricted to a limited number of investors (often institutional investors, such as superannuation funds). 

· Debentures — a type of debt instrument sold to investors for a specified amount and commonly used by larger firms. A firm will pay interest on a debenture at regular intervals and will repay the face value at maturity. Security can be provided in the form of a fixed charge over specified assets that have not already been secured by other lenders.

· Corporate bonds — a form of long-term private debt issued by large firms. They are similar to debentures in that they are sold to investors, who receive a periodic interest payment and the repayment of face value at maturity. A corporate bond is not secured against property, and instead of being issued publicly, is usually placed privately with institutional investors. 

· Convertible notes — a hybrid of debt and equity finance. It is similar to a debenture, except that the investor has the option to either receive the face value or purchase shares at a specified price.

· Venture capital — typically used by high risk start-up firms with the potential for strong growth. Venture capitalists often take a significant ownership stake in the firm and can influence management.

· Company structure — an organisation may have various options to change its business structure to obtain equity: 

· For example, a company could form a joint venture — an organisational structure between two or more parties. This allows parties to share returns and mitigate project risks. 

	

	


Most large firms, including EFIC’s clients, regularly utilise those sources of finance (tables 3.5, 3.6 and box 3.6 provide examples).
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Examples of EFIC’s clients’ equity raisings
	Client
	Issued or held on or over the year ending
	Value A$ mil
	Description

	Leighton Holdings
	11/04/2011
	740
	Rights issue

	Orica
	30/09/2011
	490
	Step-up preference sharesa

	Santos
	31/12/2011
	6 392
	Fully paid ordinary sharesb

	Santos
	31/12/2010
	5 514
	Fully paid ordinary sharesb

	Transfield Services
	21/01/2011
	294c
	Fully underwritten 2:9 accelerated non-renounceable entitlement offerc

	WorleyParsons 
	30/06/2010
	51
	Ordinary shares issuedb


a Step-up preferences shares were reclassified to debt from 13 October 2011.  b Issued capital.  c Before transaction costs.
Sources: Leighton Holdings (2011); Orica (2011); Santos (2011a); Transfield Services (2011); WorleyParsons (2010).
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Case study — Santos’ ability to raise long-term finance

	Santos raised a total of EUR1 billion in subordinated notes for the Gladstone LNG project. 

The hybrid securities are due to mature in 2070 and can be redeemed by Santos from the optional redemption date — 22 September 2017. 

The securities pay investors a fixed rate of 8.25 per cent semi-annually until the optional redemption date. If securities are not redeemed by Santos, the notes will continue to pay investors 6.85 per cent above the three-month Euro Interbank Offered Rate in quarterly instalments until maturity. 

After issuing EUR650 million initially, Santos ‘received significant demand from investors for a follow-on issue’ (Santos 2010f, p. 1). A media release explained that the ‘strong support [Santos] received from offshore and domestic investors demonstrates the strength of the Santos credit’ (Santos 2010e, p. 1). The success of the notes issue demonstrated Santos’ ‘ability to source capital from a diverse range of sources on attractive terms’ (Santos 2011c, p. 1). 

In addition to the issue of subordinated notes described above, Santos’ funding plan for the Gladstone LNG project included an equity raising, an institutional placement, A$2 billion of undrawn bank lines with an average maturity of five years and ‘potentially including bond and Export Credit Agency backed finance’ (Santos 2010c, p. 13; Santos 2010b, p. 5).

	

	


Table 3.
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Examples of EFIC’s clients obtaining debt finance

	Client
	Value ($mil)
	Maturity (years)
	Date of issue
	Description

	Leighton Finance Limiteda
	US$111 US$90 US$79
	5
7
10
	15/10/2008
	Guaranteed senior notes

	Leighton Finance Limiteda
	US$600
	2
	8/12/2010
	Syndicated bank facility

	Leighton Finance (USA) Pty Limiteda
	US$90 US$145 US$115
	5
7
10
	21/07/2010
	Guaranteed senior notes 

	Orica Limited
	US$335 US$80 US$85 US$100
	10
12
15
20
	11/08/2010
	Guaranteed senior notes 

	Santos
	A$1 450
US$500 
	2‑5b
2‑5b
	31/12/2011c
	Undrawn bilateral bank loan facilities

	Transfield Services
	US$20 US$50 US$100
	5
7
10
	30/06/2011
	Long-term senior unsecured notes

	Transfield Services
	A$150 US$100
A$84
US$100 NZ$63 CLP5 634 A$250
	1.5
1.5
2.5
2.5
2.5
2.5
3.5
	30/06/2011c
	Unsecured multi-currency debt facility composed of a number of tranches with a syndication of 13 banks, equivalent to A$731 million.

	UGL Limited
	A$110
	5
	30/06/2011c
	Term debt facility

	UGL Limited
	US$50 US$200d
	5
7d
	30/06/2011c
	Bank loans
US Notes

	WorleyParsons
	US$10 US$22 US$175
	5
7
10
	03/2011
	Unsecured notes

	WorleyParsons
	US$144
	10
	04/2011
	Unsecured notes

	WorleyParsons
	US$140 US$169
	7
10
	05/2007
	Unsecured notes


a Wholly owned subsidiaries of Leighton Holdings.  b Facilities mature between 2014 and 2017.  c Facilities at reporting date.  d Tranche 2 is for US$150 million maturing June 2018 and Tranche 3 is for US$50 million maturing September 2018.  
Sources: Leighton Holdings (2011); Orica Limited (2010b); Santos (2011a); Transfield Services Limited (2011); UGL Limited (2011); WorleyParsons (2011).
Alternatives to insurance

Although the risks of doing business can impose costs on exporters, insurance is not essential for an export transaction to proceed. Only 11 per cent of world trade was insured in 2009 (Mora and Powers 2011). Even if privately provided insurance products are not cost-effective for some exporters, they may have access to alternative risk management and mitigation tools (box 3.7).
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Examples of alternative risk mitigation strategies

	Exporters may be able to manage and mitigate some of their commercial and political risks without using insurance by: 

· negotiating cash in advance payment terms or an irrevocable letter of credit

· researching the creditworthiness of counterparties and foreign laws to make better decisions

· hedging export orders against foreign exchange rate movements

· reducing the proportion of exports sent to a country prone to war

· spreading their dealings across a range of counterparties.

	Sources: Austrade (nd); Bank of Queensland (2011).

	

	


Firms may also have the option of partially insuring their activities. For example, an exporter can use a flexible forward contract (box 3.4) to partially hedge their currency exposures. The option of operating with no insurance, self-insurance or partial insurance may be efficient for some transactions.

Risk management and mitigation tools have costs and some may be more readily available to large firms. Larger firms have a greater capacity to raise equity, which can be used in instances of default by customers. They also have greater scale to diversify their operations across customers, sectors and countries. Larger firms have greater bargaining power in negotiating terms and conditions, including price.
The option of not proceeding with the transaction
In addition to risk management and mitigation tools, firms have a range of options when developing their business model and planning their capital structure. If a firm is unable to attract finance (debt or equity) or insurance, it may be that the most efficient outcome is for the transaction not to proceed at that time, or with the current business model, because more efficient firms will supply the goods and services, or the resources will go to higher value activities. It may also be possible to attract finance by altering the transaction (discussed further in chapter 7).
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In sum
This chapter has discussed the coverage of trade finance and insurance products and services by private sector providers and EFIC. A direct comparison of coverage is challenging, because it is difficult to ascertain a particular private provider’s willingness to supply a product and the terms and conditions, including price, under which it would be offered. Nevertheless, several conclusions can be made:
· Most international trade is undertaken without the support of any financial intermediaries, and most trade finance and insurance is provided by the private sector. Many Australian exporters access international providers of trade finance and insurance services.
· By international standards, Australia has well developed, deep and liquid financial and insurance markets.
· Most of the products offered by EFIC are also available from the private sector.
· The exception is some types of guarantees, such as the foreign exchange guarantee facility. By design, these products are intended to complement the products offered by the private sector.

· The differences in the coverage of EFIC and private sector providers primarily relate to the terms and conditions, including price, on which EFIC is able to offer its products. There may be commercial reasons why the private sector is not able to match these terms, and at times, it may be more efficient for the transaction not to proceed.
· In addition to private sector finance, exporters have other financing and business options, including raising equity or changing their business plan.
Subsequent chapters discuss whether the differences between EFIC and the private sector’s coverage justify government intervention. 
Finding 3.1
Most products offered by EFIC are also offered by the private sector, although the price and other conditions of provision may differ.
�	Tax offsets directly reduce the amount of tax the individual or company must pay. Each dollar of tax offset reduces the tax payable amount by a dollar, regardless of the taxable income (ATO nd). 


�	EFIC has recently made this available to SMEs (EFIC 2011g).


� 	A possible exception is an expected long-term payoff from building relationships with a client or if a client’s other activities result in highly profitable transactions.
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