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Governance arrangements
	Key points

	· The Export Finance and Insurance Corporation (EFIC) has some of the building blocks for a strong governance framework. However, a number of its internal processes are weak and this increases the likelihood that financial and reputational risk will be unnecessarily transferred to the Australian Government.
· EFIC’s overall performance would be improved if it had a clearly defined and rigorous objective that is based on market failure, around which a performance management framework was developed. 
· Transparency would be enhanced if there was greater public reporting of EFIC’s activities and performance, including through the publication of its corporate plan.
· The Commission is not satisfied that the written material provided to the EFIC Board is sufficient to evaluate whether facilities submitted for Board approval on the commercial account are meeting the Minister’s expectations regarding pricing, or to determine that EFIC is not competing with the private sector.
· EFIC’s compliance with the Export Finance and Insurance Corporation Act 1991 (Cwlth)  and the Minister’s Statement of Expectations has not had sufficient focus in independent reviews or EFIC’s internal audit program over the past five years.
· External governance could be improved by the Australian Government providing greater clarity on EFIC’s international obligations. 
· The potential for conflicts associated with having a representative from the Australian Government on the EFIC Board could be reduced by excluding Australian Public Service personnel from the EFIC Board.
· Transparency of national interest account facilities could be enhanced by providing more information on the justification for, and performance of, these facilities.

	

	


The earlier chapters of this report have raised concerns about the Export Finance and Insurance Corporation’s (EFIC’s) operations, and in particular whether they are based on a suitable rationale for government intervention, namely addressing market failure affecting newly exporting small and medium-sized enterprises (SMEs). In view of these concerns, this chapter discusses the importance of appropriate governance arrangements, particularly given the inherent tensions when a commercially focused organisation is government owned. In line with the terms of reference for this inquiry, this chapter includes an assessment of EFIC’s external and internal governance arrangements, including EFIC’s operations against the functions of the Export Finance and Insurance Corporation Act 1991 (Cwlth) (EFIC Act), its powers and priorities, and the nature and appropriateness of the information and advice provided by EFIC to the Australian Government and the public. 
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The importance of good governance
The framework of rules, relationships, processes and systems in which agencies operate is known as their governance arrangements. The need for governance arrangements arises from the principal-agent problem — when the incentives of the decision-makers of an organisation do not necessarily align with those of the owners. Where incentives are not aligned, executives may make decisions that are not in the best interests of the owners and undermine the benefits of delegation. The problem is exacerbated in the case of publicly listed companies (owned by shareholders) and public sector organisations (owned by taxpayers) where ownership is diffuse. 
One way of aligning the interests of owners and executives is for the owners to appoint or elect representatives (directors on a board) to oversee and advise, but not manage, operations. The appointment of a board of directors is the primary, and most important, means of aligning the Australian Government’s priorities with those of EFIC’s executive. Uhrig (2003) considered that ‘typically, the priorities of the board should be the priorities of government as the representative of the community’ (p. 42), and that the most effective way for this to occur is for the board to be given clearly defined objectives, and the full power to act, including to ‘“say no” to management’ (p. 65). 
Although the use of a board as a link between government and an agency is common in public sector organisations in Australia, this governance framework faces challenges. For example, the government is usually represented by a minister who acts on behalf of taxpayers. This makes the chain of accountabilities — from executives to boards to ministers (advised by Ministerial and departmental staff) to taxpayers — complex, and potentially dilutes accountabilities. Ministers (either directly or via their Ministerial or departmental staff) may seek to interfere with the operations of the organisation for politically motivated reasons. Moreover, the threats of takeover and bankruptcy, which impose market discipline on private sector boards and executives and an incentive to use capital efficiently, are usually absent (OECD 2005).
Decision makers in government-owned commercial entities (where public funds are at stake) may have different approaches to commercial risk than those in private sector firms, particularly with regard to activities with potentially high returns but also relatively high risk. For example, responsibilities for expenditure of public funds can lead to conservative behaviour, while government guarantees, or the ability to borrow at a lower cost than the private sector can increase risk taking (PC 2005).
These challenges highlight the need for sound governance procedures to effectively manage public sector organisations. Governance tools — such as ministerial directions, corporate plans, a statement of expectations (SoE), performance management frameworks and reports on operating activities — can be used to codify the way governance arrangements work in practice. These tools can also ensure that the agency’s public policy goals are achieved efficiently and effectively, and that it is acting within its mandate and authorised powers. The quality of directors does not reduce the need for such tools.
Making these documents transparent and publicly available can also facilitate input and monitoring from non-government organisations. This can provide a perspective on policy issues that might not otherwise be available to the government and enhance the legitimacy of outcomes (Gunningham and Grabosky 2004). The role of public reporting and performance monitoring ensures the agency is accountable to Parliament, government and the public in its operations (appendix D).
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EFIC’s governance arrangements
EFIC is an authority constituted under the Commonwealth Authorities and Companies Act 1997 (Cwlth) (CAC Act). Its features include it:
· being a body corporate
· being able to hold money on its own account rather than on behalf of the Australian Government
· having a governing board subject to directors’ duties (or at least one director, subject to these duties) (DOFA 2005).
EFIC’s governance arrangements, like those of other government-owned enterprises, can be considered as having two main aspects:
· External governance — the roles, relationships and distribution of powers and responsibilities between Parliament, the responsible Minister and the relevant department. These arrangements include: EFIC’s legal authorisation and form; the degree of organisational separation from the responsible Minister; its decision-making powers; and its accountability to the Australian Government and Parliament. This includes scrutiny by the Australian National Audit Office (ANAO) through the annual financial statement audit and the potential for additional ANAO and Parliamentary Committee scrutiny. Ministerial directions and the Minister’s SoE also form part of the agency’s external governance arrangements. The SoE outlines the Minister’s expectations of the Board regarding EFIC’s provision of financial products and services, its pricing strategy, provision of information and compliance with international agreements (Emerson 2011).
· Internal governance — EFIC’s organisational structure and lines of reporting, internal processes and procedures, financial and performance management practices, social and environmental responsibilities, and code of conduct. These are usually set out in internal policy documents. EFIC’s key internal governance policies include a risk management framework (chapter 2) from which risk management and credit policies and procedures have been developed, and a policy for environmental and social review of transactions (section 9.6).
For governance arrangements to be effective and to ensure accountability, there needs to be a clear understanding of the interaction of, and a clear delineation between, the roles and responsibilities of the Australian Government (external governance) and the Board and management of EFIC (internal governance). In practice, this means the Australian Government should provide EFIC with a clear mandate under which to operate, a clear objective, and appropriate powers and resources. It should also ensure that there is performance reporting against EFIC’s objective and, where performance is poor, take action.
The basis for EFIC’s external governance arrangements is EFIC’s enabling legislation, the EFIC Act. The Act, supported by regulations, determines EFIC’s functions and duties, its powers, the role of the Minister, the eligibility criteria for the transactions it can enter into, who it can transact with, and the financial constraints within which it must operate, among other things. With regard to internal governance arrangements, the EFIC Board is charged with managing the organisation’s affairs (EFIC Act, s. 33) and, through the preparation of a corporate plan, it must specify EFIC’s strategies for achieving the objectives set down by the Australian Government, including financial targets (EFIC Act, s. 49). The Board also has responsibility for selecting, appointing and, where appropriate, removing the Managing Director, approving decisions that are beyond the delegation of the Managing Director, and holding management responsible for its performance.
The EFIC Board charter states that the Board is to review key internal governance arrangements, including managing portfolio risk, and maintaining corporate governance practices for EFIC’s compliance with its external governance arrangements. The charter also states that the Board should monitor EFIC’s operational and financial position and performance (EFIC 2011b).
The Department of Foreign Affairs and Trade (DFAT) was of the view that other Australian Government agencies also have a role in overseeing EFIC:
DFAT considers that, while the Minister for Trade is responsible for administering EFIC’s enabling legislation, all Commonwealth supporting agencies have a role in the sound administration and governance of EFIC and in ensuring that its obligations under the CAC Act are met. The Departments of the Treasury, Finance and Prime Minister and Cabinet should therefore have timely access to EFIC information and documents to fulfil their responsibilities and ensure whole-of-government consistency in the management of Commonwealth authorities. (sub. 19, p. 13)
If it is the case that other government agencies have a role in the sound administration and governance of EFIC, it is not clear what arrangement DFAT has put in place to facilitate this role.
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Are EFIC’s external governance arrangements adequate?
The principles for determining the most appropriate governance arrangements for Australian Government agencies are outlined in the document Governance Arrangements for Australian Government Bodies (DOFA 2005). The discussion below follows these principles.
Clarity of purpose
Clear objectives provide the purpose for the activities that an agency undertakes on the Government’s behalf. They are essential for establishing priorities for the organisation and are also the basis for holding the organisation accountable for its performance.
As discussed by Uhrig (2003):
Having a clear purpose is essential to effective governance. Organisations which do not operate with clear purpose have a limited capacity to define long-term goals and are unlikely to meet the expectations of stakeholders. For statutory authorities, a clear purpose is essential to meeting the objectives of government and the expectations and needs of the public.
When a statutory authority is unsure of the expectations of government there is a risk it will operate in a manner that represents a wider mandate than its legislation may envisage, leading to inappropriate use of resources and unintended outcomes. There is also the risk that a statutory authority will not be undertaking operations that a Minister has anticipated, also resulting in a failure to meet expectations. (p. 59)
EFIC’s primary duties are to:
· comply with directions from the Minister
· have regard to the desirability of improving and extending the range of insurance and other financial services and products available (whether from EFIC or otherwise) to persons involved, or likely to be involved, directly or indirectly, in Australian export trade
· have regard to Australia’s obligations under international agreements
· provide services and products as efficiently and economically as possible (EFIC Act, s. 8).
The Minister, through the SoE, has directed EFIC to ‘perform these functions only in circumstances where the credit and insurance sectors are not able or are unwilling to provide credit and insurance services to financially viable Australian export transactions or overseas projects’ (Emerson 2011, p. 1). At the same time there is the expectation that ‘EFIC’s Commercial Account operations are to be conducted on a commercial basis’ (Emerson 2011, p. 2).
The Commission considers that not all of EFIC’s facilities on the commercial account (CA) have been priced to reflect the expected full economic cost, given the risk incurred (chapter 6). Furthermore, the Commission does not consider that EFIC has, at all times, limited its activities to a part of the market where the private sector is absent, and that it is likely that some of the projects for which EFIC has provided facilities would have gone ahead without EFIC’s involvement (chapter 7).
The Commission considers that EFIC’s overall performance would be improved if it had a clearly defined and rigorous objective directed at market failures affecting newly exporting SMEs. This would remove ambiguity about the extent to which EFIC’s commercial performance should be traded off against objectives such as encouraging export trade, providing information and advice, and encouraging other financial institutions to undertake trade-related transactions. It would also resolve the issue of EFIC being required to participate only where private sector providers are not willing or able to provide financial services — while meeting the objective of providing financial services on a commercial basis. 
Improved clarification of EFIC’s objective would make for better internal and external governance, and would better enable the Minister to evaluate EFIC’s performance. The Commission’s proposed changes to EFIC’s objective under the EFIC Act and its future role are discussed in chapter 10.
EFIC’s legal form and financial management legislation
The Department of Finance and Deregulation’s (DOFD) framework for establishing a suitable legal form is broadly consistent with the recommendations of the 2002 Uhrig Review (box 9.1). It provides for Australian Government agencies to be regulated by either the Financial Management and Accountability Act 1997 (Cwlth)  or the CAC Act, depending on each agency’s purpose and the nature of its activities.  Most Australian Government bodies operate as FMA agencies that are financially part of the Australian Government and receive public money that can only be spent with the authority of appropriation approved through Parliament.
Do not delete this return as it gives space between the box and what precedes it.
	Box 9.1
The Uhrig Review and the Australian Government’s response

	In 2002, the Australian Government commissioned a review of the governance arrangements of its agencies. The resulting report, known as the Uhrig Review, concluded that:
· statutory authorities would benefit from greater clarity in the definition of their purpose, direction and objectives, and that each Minister should issue a statement of expectations to statutory authorities within their portfolios. The statement would outline relevant government policies, including the Government’s current objectives relevant to the authority and any expectations the Government may have on how the authority should conduct its operations
· board committees can be used to enhance the effectiveness of governing boards through detailed oversight and supervision of areas of risk critical to the entity’s success. However, the board remains responsible for the overall governance of the entity
· most bodies (authorities and companies) covered by the Commonwealth Authorities and Companies Act 1997 (Cwlth) should have a governing board (the ‘board template’) if they undertake predominately commercial operations. This is because a board is more likely to be given the necessary powers to govern such an authority. The role of public servants on governing boards needs to be carefully considered.
In 2004, the Government endorsed the review’s recommendation that boards should only be used when they can be given full power to act, and if they are used, should not include Australian Public Service personnel. The Government also announced that it would implement the recommended governance templates and that ministers would provide agencies with a Statement of Expectations.

	Sources: DOFA (2005); Uhrig (2003). 

	

	


The DOFD framework outlines a number of factors to be considered when assessing whether EFIC’s current legal form as a CAC Act authority is appropriate.
· The body operates commercially with the intention of making a profit, in a competitive environment, and it would be likely classified as outside the general government sector.

· A governing board would provide effective governance.
· There is a clear rationale for the assets of the body not to be owned or controlled by the Commonwealth directly.
· The body requires a degree of independence from general policies of the Australian Government … (DOFA 2005, p. 24).
The framework also notes that CAC Act bodies may be best suited to activities that create financial risk for the Australian Government. The board of directors is to exercise its powers in the best interests of the body and for a proper purpose, and can help to ensure that prudent decisions are made on the resources that, as a matter of law, the body holds in its own right (DOFA 2005). The Government relies on EFIC’s Board to properly govern the agency in line with its duties. The Board is the most important mechanism for ensuring that the agency is properly governed.
The Commission considers it is important that EFIC has sufficient independence to fulfil its commercial role, and sees benefit in EFIC having a merit-based, commercially-focused board to align EFIC’s activities with the priorities of the Australian Government.
Independence from government 
The EFIC Act articulates EFIC’s powers, roles and responsibilities and is the formal source of EFIC’s independence from government. The CAC Act provides a framework for the operations and governance of many Australian Government agencies and provides further guidance to EFIC. Ministers can request information and can expect to be informed by their department about issues concerning portfolio bodies. This is reiterated in the SoE through the expectation that EFIC will work closely with DFAT and provide support to prepare policy advice (Emerson 2011).
EFIC manages its financial reserves and borrowings in a framework determined by legislation and the Minister for Finance. It is able to enter into individual transactions on the CA without ministerial interference, provided it is within the constraints stipulated in the EFIC and CAC Acts, and the transactions are consistent with ministerial directions. This independence was noted in the DFAT submission:
All decisions about potential commercial account transactions are made by EFIC on the basis of commercial viability and market gap and without reference to prevailing government sentiment towards, or activities in, a particular sector or market. There is no expectation on the part of government that EFIC will do otherwise. (sub. 19, p. 4)
The DFAT submission went on to say:
EFIC’s exposures in [the] South Pacific, Asian and African economies potentially facilitate a range of development outcomes that align with Australia’s broader foreign and security policy objectives. (sub. 19, p. 4)
It is not clear from the submission whether this comment relates to CA transactions or those on the national interest account (NIA), where these outcomes could be argued to constitute the ‘national interest’. As the Commission considers it would be inappropriate for EFIC to make decisions regarding Australia’s broader policy (or national interest) objectives — decisions that are properly the role of ministers — it is desirable that EFIC’s decisions on the CA are made purely on a commercial basis.
Board composition
The Uhrig Review (Uhrig 2003) recommended that all statutory authorities adopt one of two governance templates — the ‘board template’ or an ‘executive management template’. The review recommended the board template for statutory authorities that undertake predominately commercial operations, because a board is more likely to be given the necessary powers to govern such an authority. The review also considered that ‘Membership of the board by the related departmental secretary is unwise unless there are specific circumstances which require it’ (p. 99). 
The Australian Government partly implemented the Uhrig Review recommendations with respect to EFIC’s Board membership by discontinuing the practice of appointing the Secretary of the Department of Industry, Tourism and Resources to the Board, and by removing the legislated ex-officio status of the chief executive officer of Austrade from the Board. However, the Government decided to retain a Government member on the EFIC Board, and appoints DFAT’s Secretary (or an alternate). 
The Commission understands there are only five boards of Australian Government agencies that retain a government member and that, of these, only EFIC has a predominantly commercial purpose.
 The then Minister decided to retain EFIC’s government board member because:
· EFIC has a role in managing the NIA
· the government board member makes a contribution to country risk assessments, which form an important part of the Board’s deliberations
· it is the most efficient means of ensuring EFIC’s compliance with the ‘market gap’ mandate and ensuring that the Board’s decisions are taken within the framework of a deeper understanding of the Government’s foreign and trade policy objectives (SFADTLC 2006).
In its submission to the issues paper DFAT noted that:
The inclusion of a government member on the [EFIC] Board is considered critical because of the specialised foreign and trade policy expertise that the member can bring to EFIC’s management of transactions on its commercial account, as well as complex NIA transactions. (sub. 19, p. 10)
Regarding the first point, DFAT further noted that ‘EFIC manages all NIA transactions as if they were on the commercial account’ (sub. 19, p. 11). EFIC has a service level agreement (SLA) with DFAT detailing how the NIA is to be managed (box 9.2), so it is not clear what additional value the Government board member brings to this role.
Although country risk assessment assists EFIC in analysis of the risk of projects, it can be provided by DFAT to EFIC in other ways (at an operational rather than board level). The Commission considers this information role is not sufficient to justify retention of the Government board member. The information could be effectively conveyed through other means.

The role of the Government board member in ensuring EFIC’s compliance with its mandate also appears flawed. DFAT officers would typically not possess significant commercial experience and their expertise would not normally be expected to extend to market and financial analysis. The challenge is complicated by the vagueness of the market gap mandate. Even with the new market failure mandate that the Commission proposes, it is unlikely that DFAT officials would possess the relevant economic and commercial skills.

Do not delete this return as it gives space between the box and what precedes it.
	Box 9.2
Management of the national interest account

	Management of the national interest account (NIA) is based on a service level agreement (SLA) between EFIC and the Department of Foreign Affairs and Trade (DFAT). The current SLA runs from July 2011 to July 2014, and includes:
· requirements for DFAT to provide timely advice about any new information or decisions that may be relevant to EFIC’s operations
· requirements for EFIC to conduct due diligence and manage its NIA operations efficiently, and in compliance with the EFIC Act and ministerial decisions
· a range of reporting, consultation and information sharing obligations between EFIC and DFAT.

	Source: DFAT (sub. 19).

	

	


The notion that the Government board member ensures that EFIC’s Board decisions are taken within the framework of a deeper understanding of the Government’s foreign and trade policy objectives is also problematic. With regard to public servants sitting on boards, Uhrig (2003) said:
 … care should be exercised when appointing public servants to boards. In circumstances where a departmental staff member is appointed on the basis of representing the government’s interests or having a ‘quasi’ supervision approach, conflicts of interest may arise and poor governance is likely. Through participation in decision-making, either directly or implied, the departmental representative may become an advocate for the organisation rather than contributing critical comment … Membership of the board by the related departmental secretary is unwise unless there are specific circumstances which require it. (p. 99)
The Commission shares these concerns. Given that the EFIC Board is expected to take a commercial approach, there is a risk of conflicts of interest emerging of the type envisaged by the Uhrig Review. For example, conflict may emerge between the foreign, trade and security policy objectives of the Government and DFAT, and the commercial interests of EFIC. The Commission considers EFIC’s compliance with such policy objectives is more appropriately achieved by clear direction from the Minister.
This is not to say that there is no role for DFAT officials in engaging with EFIC or its Board. As stated by Uhrig (2003):
[The concerns expressed] do not mean that departmental representatives should not attend board meetings as agreed by the chairman. No objections are raised to either staff of the entity or other public servants attending specific parts of a meeting to discuss or clarify issues with the board. (p. 99)
Where the EFIC Board considers that DFAT can usefully contribute to EFIC’s understanding of foreign affairs, trade or security developments surrounding a transaction, it may be appropriate that a DFAT official be invited to present to Board meetings for the relevant agenda items and to answer questions relating to those items.
Importantly, if EFIC were engaging in transactions for reasons relating to foreign affairs or security considerations, it is not clear why these transactions would take place on the CA. As noted earlier, the CA should be used to support eligible transactions on a commercial basis and transactions made for national interest reasons should go on the NIA.
Recommendation 9.1
Consistent with the findings of the Uhrig Review, the Australian Government should amend the Export Finance and Insurance Corporation Act 1991 to exclude Australian Public Service personnel from the EFIC Board. Where the EFIC Board considers departmental advice beneficial, officials from the Department of Foreign Affairs and Trade should be invited to present to board meetings for the relevant agenda items and to answer questions relating to those items.
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Are EFIC’s internal governance arrangements adequate?
EFIC’s Board is responsible for ensuring that EFIC complies with its legal obligations under the CAC and EFIC Acts, as well as the Minister’s expectations outlined in the SoE. The Board is assisted in this regard by a number of governance committees (box 9.3).
Do not delete this return as it gives space between the box and what precedes it.
	Box 9.3
EFIC’s governance committees and compliance activities

	The Board is ultimately responsible for setting EFIC’s risk appetite and tolerances, and is assisted by a number of internal committees, including:
· EFIC executive and the senior management teams — responsible at the management level for implementing the Board-approved risk management strategy and developing policies, processes, procedures and controls for identifying and managing risks in all areas of activity
· Audit Committee — responsible for overseeing all aspects of risk management and internal control, including compliance activity, the audit program, the appropriateness of accounting policies and the adequacy of financial reporting
· Credit Committee — chaired by EFIC’s chief credit officer, examines credit policy and practices in relation to all exposures and potential transactions 
· Risk and Compliance Committee — chaired by EFIC’s compliance counsel, examines, monitors and regulates compliance risks 
· Treasury Risk Review Committee — chaired by EFIC’s head of treasury, examines treasury activities, limits, noteworthy transactions and current issues.
EFIC contends that the quality of its internal governance framework and procedures is reflected in:

· its unqualified financial statements

· compliance regimes including its Compliance Program that is benchmarked against Australian standards
· the results of a control culture survey performed by Deloitte in 2010, which found that EFIC’s ‘culture’ performed well relative to other organisations.

	Sources: EFIC (2011a); sub. DR90.

	

	


Information provided to the EFIC Board
The Commission is of the view that the written material currently provided to the Board would not support a robust audit program in relation to EFIC’s mandate. The board papers provided to the Commission in the course of this inquiry have contained little analysis or discussion on how EFIC’s potential intervention in financial markets meets EFIC’s primary duties under s. 8 of the EFIC Act. For example, although EFIC is to have regard to the desirability of improving and extending the range of insurance and other financial services and products available, the board papers seen by the Commission do not discuss the likely impact of EFIC’s involvement in promoting (or potentially dissuading through a crowding out effect) private sector provision.
Assessment of the market gap
The Minister requires that:
EFIC is to manage its activities so that it does not compete directly with existing commercial sector providers of insurance, reinsurance and financial services and products which support Australian exports and foreign investment. Each transaction considered by EFIC must be assessed on this basis and information which shows that EFIC is not competing directly with existing commercial sector providers must be included in any Board paper seeking approval for a transaction. EFIC is not to compete with private sector operators as this is the basis of EFIC’s current exemption from financial services and banking Competitive Neutrality legislation. (Emerson 2011, p. 2)
The Commission has been provided with market gap analysis for some facilities that have been approved by the Board. This analysis tends to involve statements that the project related to the facility would not have proceeded without EFIC’s support and that other financiers have not provided sufficient support to meet the client’s required level of funds. It also typically notes the need for facilities of longer tenor than the market is willing to provide and observes where there is support from other export credit agencies ECAs. In some cases, involvement of other countries’ ECAs in a project, or in similar projects, is cited as providing assurance that a proposed facility is within the market gap. The discussion sometimes notes the inability or unwillingness of the private sector to provide additional debt or equity financing (EFIC, pers. comm., 25 October 2011).
The discussion of the market gap in board papers sighted by the Commission could be regarded as perfunctory. For example, in one instance, the analysis of the market gap for a project with substantial value extended to little more than four lines of text:
 … has confirmed that the [a bank letter of credit] is not adequate security to enhance [the company’s] obligations for the 10-year bank finance required to fund the [project]. Consequently, EFIC and [another export credit agency] have been approached to provide credit support. Management is satisfied that the transaction falls within EFIC’s market gap mandate. (EFIC, pers. comm., 12 December 2011)
When questioned about this at public hearings, the Managing Director and Chief Executive Officer (CEO) noted that the discussion in the boardroom about whether a facility falls within the market gap might be more comprehensive (trans., p. 161). However, as noted above, the Commission does not consider that the documentation of the analysis of the market gap is sufficient to support well informed decisions on whether the proposed facility is within EFIC’s mandate. Nor is it sufficient to provide the information required by an internal audit to confirm EFIC’s compliance against its mandate. The Board should also have information before board meetings to give due consideration to the material presented in the board papers (OECD 2004).
Another board paper appeared to be based on the fact that the bank of EFIC’s client was not willing to provide finance. The paper noted that the client’s bank:
… provides general banking facilities to [the company], secured by a fixed and floating charge over the company’s assets, although there is no material debt outstanding. [The company] has no other banking relationship. [The bank] is unable to satisfy the entire debt requirement and the FX hedging facilities. … [the company] has financed … on a contract by contract basis. ... We are satisfied that the proposed facility falls comfortably within the Market Gap. (EFIC, pers. comm., 12 January 2012).
Analysis of the market gap in relation to a facility provided to Greyhound Australia was described to the Commission as follows:
The reality is that we have issued the bond currently at 100 per cent cash cover. The bank was only prepared to do that at 100 per cent cash cover [by Greyhound Australia]. … The market gap, the way we see it here, is a 100 per cent cash cover for a bond, which puts a considerable amount of working capital constraint on a company if they want to fulfil a large contract. … We are looking to release some of that cash throughout the phase of that project. That’s what we’re currently negotiating with the company. (trans., pp. 122‑3)
The Commission considers that the analyses of the market gap in board papers is simply asserting that no other financial institution is willing to provide the financial services provided by the proponent. This is inadequate because board papers do not discuss pricing strategy or prices for comparable risk, or the premium that is being charged to encourage the private sector to fill the gap, as required by the Minister (Emerson 2011). Although the analysis sometimes notes the inability or unwillingness of the private sector to provide additional debt or equity financing, it does not assess the reasons, including whether risk is being adequately priced, or provide data that might support such a conclusion.
Given the vagueness of the market gap concept, it is not surprising that the quality of analysis by EFIC to ensure facilities are within a market gap is poor. The Commission also notes that difficulties in ensuring ECAs operate within a market gap framework are not confined to Australia. For example, a 2008 review of Export Development Canada (EDC) found ‘there can be no doubt that EDC operates outside any “market gap”, however defined’ (International Financial Consulting 2008, p. viii).
Neither the committees that have been established as part of EFIC’s internal governance arrangements, nor previous reviews of EFIC, have been given the explicit role of examining EFIC’s compliance with its mandate. The Board has also not sought independent assurance that its operations are consistent with the SoE and Part 4 of the EFIC Act (EFIC, pers. comm., 25 November 2011, 6 December 2011). 
The Commission considers that the Board should rectify this by including in its internal audit program independent assurance that EFIC’s operations are consistent with its mandate.
Finding 9.1
The Commission is not satisfied that the EFIC Board is provided with sufficient information in board papers to evaluate whether facilities submitted for approval on the commercial account are meeting the requirements set out in the Minister’s Statement of Expectations with regard to pricing, or to determine that EFIC is not competing with the private sector. 
EFIC’s compliance with the operational restrictions in the Minister’s Statement of Expectations and Part 4 of the Export Finance and Insurance Corporation Act 1991 has not had sufficient focus in independent reviews or EFIC’s internal audit program over the past five years.
Recommendation 9.2

The Minister should amend the Statement of Expectations to require EFIC to include in its regular internal audit program an assessment of its compliance with the operational restrictions, as set out in the Statement of Expectations, any relevant directions from the Minister, and Part 4 of the Export Finance and Insurance Corporation Act 1991. Board papers should be sufficiently robust to ensure that they can be used in EFIC’s internal audit program to confirm that EFIC is complying with its mandate.
EFIC’s operations extend beyond addressing market failures
It has been noted elsewhere in this report that EFIC’s operations have extended beyond what the Commission considers is appropriate based on market failure rationales for government intervention (chapters 5 and 7). Two examples are the support for large resource-related projects, and for suppliers to those projects, in Australia. The Commission’s approach to this inquiry does not extend to an evaluation of EFIC’s legal affairs and whether its current or proposed activities are lawful.

Supporting large resource‑related projects in Australia
In the past few years, EFIC has increasingly focused on large resource projects, and has contributed to the financing of onshore infrastructure and resource processing projects that will be used for supporting exports, primarily commodity exports. Support for these types of projects is based on sections of the EFIC Act that allow EFIC to provide insurance contracts (s. 14), and guarantees and subsidies (s. 16) in relation to loans to Australian suppliers where the purpose of the loan is the financing of Australian export trade. 
The focus of EFIC’s activities to support projects of this type was noted in EFIC’s 2011 annual report:
EFIC’s recent focus has been drawn to large-scale resource projects and related infrastructure in Australia and the region. The demand for debt to finance these projects is unprecedented and EFIC, together with export credit agencies from other countries, is increasingly being asked to deliver cornerstone components of the financing required because traditional sources cannot now satisfy the longer-tenor commitment requirements for such projects. (EFIC 2011a, p. 13)
EFIC has claimed that there may be an argument that s. 23 of the EFIC Act allows EFIC to provide loans to foreign‑owned resources projects in Australia, such as the Ichthys project in Northern Australia. EFIC indicated that it has been selected as one of six ECAs to form what is described as a ‘pathfinder group’ for the Ichthys project — a US$34 billion liquefied natural gas project in northern Australia being undertaken by two large international companies: Inpex (Japan) and Total (France) (Inpex 2012). EFIC stated:
That selection was based on our ability, effectively, to catalyse the support of those other five export credit agencies. So they wanted to provide a framework, establish it amongst the six export credit agencies that would start this process, which would then roll into the balance of the financing at which we would include a syndicated bank piece. So our function was to, effectively, negotiate the terms and the conditions of the project financing for the project. (trans., p. 146)
In relation to the Ichthys project EFIC also stated:
 … that is our intention, to pursue an approval from our board to participate in this [the provision of debt] financing … [but] it is undecided whether it will be in the form of debt or in the form of a guarantee. (trans., p. 146)
It further noted that s. 23 of the EFIC Act could be interpreted as supporting the use of a loan: 

 … you would have to go to look at the EFIC Act to look at in what circumstances Section 23 operates and you would have to look at the facts surrounding the transaction itself and the transactions within the broader project as well. We have had a look at that and we have considered whether there may be an argument that the facts would support the application of Section 23 in the use of a loan. (trans., pp. 294-5)

EFIC has not disclosed publicly or privately to the Commission the extent of its potential involvement in the Ichthys project. However, the potential to provide loans for a resource project located in Australia appears contrary to advice previously provided by EFIC to the Commission. EFIC noted in its submission to the issues paper that the provision of loan facilities is limited to the export of capital goods:

EFIC cannot enter into loans for the export of non-capital goods including, for example, commodities and domestic infrastructure projects that support the export of commodities. This is a significant and unreasonable restraint on EFIC’s ability to provide direct finance to Australian exporters of commodities and related domestic infrastructure projects. (sub. 18, appendix A, p. 33)
Supporting suppliers to resource‑related projects located in Australia

EFIC has extended its involvement in onshore projects by marketing its financial services under a new initiative to serve suppliers to projects located in Australia, where the ultimate goods produced are exported but the companies receiving the facility are not exporting. EFIC considers the initiative complements other Australian Government policies that have been developed to help Australian companies participate in the resources sector, including the Resources Sector Supplier Advisory Forum (trans., p. 121) (box 2.5).

Under EFIC’s initiative, suppliers ‘must form an integral part of the overall resource export project’ to be eligible for EFIC’s support (EFIC ndd, p. 1). Eligible suppliers can apply to EFIC for bank guarantees, working capital support and longer-term finance.

EFIC’s intention to provide financial services under this initiative is mentioned in the current corporate plan, which is endorsed by the Board. The corporate plan states that:

At the same time, [the development of export focused, resource and energy related projects and associated infrastructure in Australia] will present opportunities to support participants in the ‘exporting chain’, including SME clients, who will be involved and primary or sub-contractors in the development of these projects. (EFIC 2011c, pp. 10‑11)

EFIC described the initiative at the public hearings :

The idea is really to support subcontracting companies with the large natural resources projects. They are generally SMEs, as you know. We’ve done a few others. Lean Field is another one which we supported in Queensland. More broadly we are definitely planning to help more SMEs if … they deliver a service that is integral to the project. (trans., p. 120).

EFIC has disclosed its approval of six facilities located in Australia since 1 July 2011, with a total face value $128 million (in addition to the three resource‑related projects discussed in chapter 7 — Wiggins Island coal export terminal, the Santos LNG project in Gladstone and the Brookfield rail upgrade). EFIC confirmed at the public hearings that two facilities have been provided under the initiative this financial year, including the provision of a performance bond to Greyhound Australia (box 7.2) (trans., p. 142). There is insufficient public information available about the remaining four facilities.
According to EFIC, the ‘integral’ test was developed to be consistent with the EFIC Act. EFIC stated:

We looked to section 19 of the EFIC Act and the wording in there allows us to provide bonding support for a contract or in relation to the performance of a contract that would be an export contract, in this case the export of a commodity. So it’s those words ‘in relation to the performance of’ in the preamble that led us to develop this test of ‘is this particular element or component of the transaction integral to the ultimate export contract?’ (trans., p. 126)

Although facilities have been approved, EFIC stated that it is still developing the criteria that determine whether the proposed facility supports a good or service that is integral to the ultimate export. EFIC acknowledged that it is ‘learning by doing’ and is effectively developing the criteria as it goes along, on a case-by-case basis (trans., p. 134). EFIC did not provide written documentation to the Commission on the definition of ‘integral to the ultimate export’ or confirm whether the initiative will be restricted to SMEs.
When considering a proposed facility for eligibility, EFIC stated at the public hearing that it considers the ‘conditions that sit around this transaction’ and indicated that those conditions include whether a project — or a contract — is particularly large or involves particular investment by a firm (trans., p. 127). This would mean, for example, that a cleaning contract or catering services would not be considered by EFIC to be integral:

I don’t think a reasonable person would see that a relatively low value commodity-type transaction like cleaning or cooking or supplying bread and milk is integral to the project. (trans., p. 127)

The Commission acknowledges that the initiative is new but it does not consider that approving facilities before eligibility criteria are adequately developed is consistent with the principles of good internal governance. The provision of financial services exposes the Australian Government, and therefore the taxpayer, to risk and it is important that EFIC’s facilities are approved on the basis that they meet the objective of the EFIC Act, and are consistent with the expectations of the Minister. It is not possible to know if this is the case in the absence of eligibility criteria that align with EFIC’s mandate.

As discussed in chapter 7, there are also equity and efficiency considerations when EFIC provides facilities to some firms but not others. Clear, transparent and predictable eligibility criteria are important — not only for firms successful in gaining EFIC support, but also for those that are not.

Transparency and information provision
Transparency is critical to ensuring effective accountability. It is important to ensure regular reporting to ministers, the Government and the public, regarding EFIC’s activities and performance. Information needs to be timely, relevant and of a high standard (PC 2005).
EFIC’s management appears to rely significantly on the Government board member to communicate EFIC’s activities to the Minister. EFIC’s supplementary submission to this inquiry noted that: 
Government is kept regularly updated by virtue of the Government member of the Board attending EFIC Board meetings and key performance indicators are provided regularly to the Board to inform them of EFIC performance. (sub. DR90, p. 55)
During public hearings on the inquiry, EFIC’s Managing Director and CEO noted that ‘the government member presumably advises the Minister on these [human rights] issues’ (trans., p. 115) and noted that EFIC would rely on the Government member to communicate the outcome of the policy review, through the annual report or the corporate plan, to the Minister. The Managing Director and CEO also noted that EFIC relies on its ‘departmental colleagues’ to pass on relevant information to the Minister when the executive briefs the Board (trans., p. 247). 
The major mechanism for providing information to the public about EFIC’s performance is the annual report. The report summarises EFIC’s activities each year and details its financial results. Some information on its activities during the year is also published on EFIC’s website. The service level agreement between DFAT and EFIC sets out reporting, consultation and information sharing obligations for NIA transactions.
EFIC’s corporate plan

A further potential accountability tool is the corporate plan. The process of drawing up the plan, having it approved by the Minister, and publishing it increases the transparency and accountability of an organisation to the Minister, Parliament and the public. As the corporate plan primarily sets out an organisation’s expected activities and outcomes with respect to its broad mandate in aggregate, information about specific transactions and EFIC’s clients would not be expected to be contained in the corporate plan. 
In its response to the draft report, EFIC noted that few agencies publish their corporate plans, and that it considered there was already information on its operations published on its website (sub. DR90). There is precedent in Australian Government agencies releasing their corporate plan — with measures taken to protect commercially sensitive information. For example, Airservices Australia provides revenue forecasts in its corporate plan, which is tabled in Parliament. These forecasts are based on assessments of airline activity that are not published.
The information published by EFIC in the annual report and website is predominantly retrospective. The Commission does not consider that this is sufficient to allow input from stakeholders, including non-government organisations and other Australian Government agencies, on EFIC’s forthcoming activities.
Performance reporting
The reporting requirements prescribed under the EFIC Act relate to the information to be included in the annual report. The principal measures against which EFIC reports are:
· the value of facilities signed
· the value of exports and overseas investments supported
· the number of facilities provided
· profit on the CA
· capital adequacy ratio
· overall portfolio risk measured by weighted average portfolio risk grade (EFIC 2011a, pp. 4–5).
The value of signings and exports supported by EFIC, and the number of facilities provided, are easy to understand and collate, and demonstrate the level of activity that EFIC has been engaged in. However, they are measures of output and do not provide information about the efficiency or appropriateness of EFIC’s facilities.
Capital adequacy and weighted average portfolio risk grade are indicators of an entity’s ability to withstand unexpected events and credit risk, respectively. They are commonly used and widely accepted in the finance sector.
The indicators published by EFIC do not provide information on how effectively or efficiently the Board and management are meeting the objectives of the EFIC Act or the SoE. These indicators also do not provide a check against whether EFIC is fulfilling its mandate. There is no qualitative or quantitative measure of whether EFIC’s facilities meet its objective of encouraging private sector providers to assist in financing exports such that EFIC is able to subsequently withdraw its support. Other measures that could inform the Government on EFIC’s performance are not reported, or they are difficult to find and interpret. For example, measures of EFIC’s non-performing facilities are not published regularly (although they have been included in EFIC’s submission on the issues paper (sub. 18)).
As discussed earlier, the Commission considers that the governance arrangements to ensure that EFIC is meeting the Government’s expectations (and in particular in relation to pricing and potential crowding out of the private sector) are insufficient. EFIC’s performance against its objectives is not assessed in the internal audits, or by the audit committee on behalf of the Board. With the exception of the (infrequent) general reviews of EFIC, there are no effective mechanisms to ensure that EFIC is meeting its objectives either on an individual facility basis, or as a matter of broader strategy.
In the Commission’s view, the lack of clarity in the information provided by EFIC is likely to have reduced the ability of some parts of the Government to fully understand EFIC’s activities, increasing the likelihood of facilities being provided that were not in line with the Government’s expectations.
Finding 9.2
There is insufficient clarity in the information provided by EFIC to the Australian Government and the public, and this impairs EFIC’s accountability.
The Commission considers a new performance management framework should be developed for EFIC with indicators based on a more clearly defined and rigorous objective for the agency (chapter 10). Reporting against the performance management framework should be included in EFIC’s annual report and corporate plan. The Minister should table the corporate plan in Parliament, and in due course, the EFIC Act should be amended to require this. 
To ensure EFIC’s ongoing accountability, the Minister should be informed quarterly about new facilities on the CA, through reports against the corporate plan. The Minister’s SoE to EFIC should reflect this. 
Recommendation 9.3
The Minister should table EFIC’s corporate plan in Parliament and, in due course, the Export Finance and Insurance Corporation Act 1991 should be amended to require this.
EFIC should provide quarterly progress reports to the Minister against its corporate plan, including information about facilities on the commercial account executed during that quarter.
Recommendation 9.4
The Minister should amend the Statement of Expectations to require the EFIC Board to establish a performance management framework, based on a more clearly defined and rigorous objective under the Export Finance and Insurance Corporation Act 1991, directed at market failures affecting small and medium‑sized enterprises. The framework should be developed in consultation with other Australian Government agencies, and use relevant performance benchmarks and indicators for EFIC’s business units, including treasury operations.
EFIC should report its performance against this framework in its annual report and corporate plan.
Compliance costs for clients
The terms of reference for this inquiry require the Commission to report on the level of compliance costs for businesses accessing EFIC’s financial products. These compliance costs include the time and effort necessary to fill out applications, produce and supply documents to assist EFIC’s assessment and other costs incurred such as seeking legal advice. More broadly, other considerations such as the time it takes EFIC to reach a decision on an application can also be considered a cost, as it may prevent or reduce the likelihood of completing an export transaction.
Minimising the costs involved to prospective clients, while maintaining appropriate credit application and risk assessment processes, should be an important priority for EFIC, particularly as its SME clients could find compliance costs burdensome.
Quantitative assessment of EFIC’s compliance costs is difficult as the costs for each business are not readily observable, and the cost faced by each business varies. As such, it is necessary to rely on qualitative evidence such as customer satisfaction surveys and other objective assessments of EFIC’s processes.
In its submission to this inquiry, NSW Trade and Investment (sub. 25) stated that it had received feedback from exporters that EFIC’s application and approval process is cumbersome and the level of detail required is prohibitive. However, confidential survey results sighted by the Commission suggest that EFIC’s customers do not find compliance costs particularly burdensome.
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The national interest account
Under the EFIC Act, any decision about whether or not to accept a facility on the NIA is required to be taken by the Minister, although by convention Cabinet approval is sought (DFAT, sub. 19). The Minister can give EFIC approval to facilitate, or may direct, an NIA facility if it is deemed to be in the national interest to do so. The national interest is not defined in the EFIC Act and is not set out in government policy. Proposed facilities on the NIA can be initiated either by EFIC or the Government.
EFIC states that the EFIC Board typically refers a proposal for a facility to the Minister for inclusion on the NIA if there is a high degree of country or project‑related risk, or if the exposure would exceed country and risk party limits for the CA, and where the project may be acceptable to the Government. EFIC states that when a proposal is referred by EFIC, it does not make a recommendation to the Minister, and only makes an assessment as it would normally do for a proposed facility on the CA. It is up to the Minister to make a judgement as to whether costs of the proposed facility are offset by national interest benefits before the transaction proceeds to Cabinet for final approval (EFIC 2008b). 
When an NIA transaction is initiated (either by EFIC or the Government), the Commission understands an interdepartmental committee examines it before it is presented to the Minister for approval to be submitted to Cabinet. NIA transactions are accounted for on DFAT’s balance sheet in the Budget statements and under DFAT in the statement of risks.
EFIC states that the NIA is managed in a similar way to the CA. It borrows in domestic and international capital markets to fund NIA loans and contingent liabilities, and does not separate NIA borrowings from CA borrowings. The Australian Government is responsible for the financial consequences of NIA facilities. EFIC remits the revenue from NIA facilities to the Australian Government and the Australian Government reimburses EFIC for the costs of servicing the portfolio and for any losses arising from it.
Some participants have criticised procedures surrounding the use of the NIA. For example, Jubilee Australia said:
Jubilee Australia contends that the rationale for a National Interest Account is flawed: Australian taxpayers are told that, in their interest, Commonwealth funds are to be appropriated from the budget and used to assist a small number of Australian private corporations to win export contracts — in many cases to assist Australian companies to participate in projects considered excessively risky by private financiers. Any substantive information used to justify this decision, however, is protected by ‘cabinet‑in‑confidence’ and the validity of the decision is not open for debate even by elected members of the Federal Parliament. There are no checks and balances in this system and in an environment of minimal transparency, intended or unintended abuses of the policy can occur and go undetected. (sub. 12, p. 8)
As part of its activities, EFIC will, from time to time, be presented with opportunities that it perceives as being in the national interest. However, any decision by EFIC to support a proposal on the CA should be made separately from national interest considerations. This is in keeping with the Minister’s expectation, as specified in the SoE, that ‘EFIC’s Commercial Account operations are to be conducted on a commercial basis, obtaining a return reflecting risks’ (Emerson 2011, p. 2). Where support for a proposal is being sought on both the CA and the NIA, the CA supported component should be supported by EFIC for commercial reasons only.
The Commission considers that some NIA processes should be reformed. Before the Minister determines that facilities are to be placed on the NIA, assessment of the proposed facility should be undertaken to determine whether the proposal is the most cost-effective way of achieving the outcomes intended by the Government. When approved, the justification for NIA facilities should be clearly and publicly articulated.
Recommendation 9.5
Proposed facilities with national interest objectives should only be considered in the context of the national interest account. 
The Australian Government’s assessment of national interest account facilities should include analysis of whether the proposal is the most cost-effective way of achieving intended outcomes.
The Australian Government should clearly and publicly articulate the justification for a national interest account facility after it has been approved by the Minister.
Information on the performance of national interest account facilities should be collated and publicly reported by the Australian Government.
Over the medium term, there may be a case for moving responsibility for post‑approval administration of the NIA from EFIC to another agency (such as the Department of Finance and Deregulation or the Treasury), or the private sector. An assessment of alternative arrangements to manage the national interest account should be included in the next independent review of EFIC to ensure they meet government objectives at least cost.
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EFIC’s environmental and social responsibilities
In the SoE, the Minister states:
In effectively managing social and environmental risks relating to transactions, I expect EFIC to fully comply with the OECD Common Approaches on the Environment and Officially Supported Export Credits, the Equator Principles and any other relevant international standards. (Emerson 2011, p. 3)
The two international agreements that relate to EFIC are the OECD Common Approaches on the Environment and Officially Supported Export Credits (OECD Common Approaches) and the Equator Principles (box 2.3). A number of submissions raised concerns about the environmental and social consequences of EFIC’s operations.
EFIC has developed a Policy for Environmental and Social Review of Transactions (EFIC 2011h) and a Procedure for Environmental and Social Review of Transactions (EFIC 2011i), referred to collectively as the Environmental and Social Policy and Procedure (ESPP) (appendix E has a detailed description of the ESPP). These documents are based on the OECD Common Approaches and Equator Principles, and have recently been revised in consultation with non-government organisations (EFIC 2011a). Although the agreements that EFIC must comply with can be narrow in their scope and may be relevant for only some products that EFIC provides, EFIC states that it extends the principles they embody to all facilities it considers (EFIC 2011h). 
EFIC’s ESPP was adopted on 17 February 2011. EFIC states that it will engage an independent expert to review the application of the ESPP within two years of the policy being adopted, and provide reports to the Board and the public (EFIC 2011h). 
The type of environmental and social review that EFIC undertakes under the ESPP is determined by the type of support requested, the nature of the project associated with the facility and the role of EFIC’s client (EFIC 2011i). EFIC undertakes an environmental and social risk evaluation of all proposed facilities and discloses its potential involvement in new projects that are considered to have potentially significant adverse environmental and social impacts (known as category A projects, consistent with guidelines under the OECD Common Approaches and Equator Principles). EFIC also maintains an archive register that publicly discloses its potential involvement in all category A projects, whether the project was supported or not. EFIC adopts a different procedure for review of proposed facilities that involve existing projects, ‘non-projects’ and bonds (appendix E). 
EFIC has discretion to impose contractual terms on its clients as a condition of approval such as:
· requirements for additional work
· compliance with environmental and social standards
· monitoring and reporting requirements
· requirements for auditing by independent environmental and/or social experts (EFIC 2011h).
Comments from participants on EFIC’s environmental and social performance
Environmental and human rights organisations have criticised EFIC and ECAs more generally for using government subsidised trade finance to support industries in developing countries that may be environmentally unsustainable or have adverse human rights impacts, and for contributing to the ‘unpayable debt’ of developing countries by lending to their governments (box 9.4).
A concern raised during this inquiry is the limited disclosure required by EFIC’s ESPP. Some participants are of the view that there is limited transparency in the classification of projects with adverse environmental or social risks, EFIC’s rationale for approving projects, and the application and adherence to conditions of approval. That is, they are classified as ‘commercial-in-confidence’ by EFIC and, therefore, are not able to be disclosed.
Participants also expressed concern that ECAs gave insufficient attention to human rights considerations in the policy and procedures. The Human Rights Law Centre noted that inadequate assessment of human rights can ‘have moral, reputational and political consequences for the ECA’ (sub. 13, p. 17) and, consequently, for the Australian Government. It also noted that delays to projects, and, therefore, increased financial exposure, could result from adverse human rights outcomes (sub. 13).
Another problem participants identified is the lack of a grievance mechanism. The current process does not allow stakeholders to have submissions considered during the classification process or at any point for category B projects (which may have adverse social or environmental impacts), or for non-projects or existing projects with adverse social or environmental impacts.
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	Box 9.4
Concerns raised by environmental and human rights organisations

	Issues raised by non-government organisations include:
· EFIC’s consideration of the investor’s responsibilities relating to environmental and social risks and the investor’s ability to mitigate risks as part of the classification procedure (Jubilee Australia, sub. 12)
· the impact of publicly funded projects on the environment. Greenpeace Australia suggested that:
Throughout 2001–09, the oil, gas and mining sectors accounted for over a quarter of EFIC financing … Given the urgency of global ecological concerns such as biodiversity loss, ecosystem decline and climate change, the question must be asked; why is the Australian government allowing EFIC to provide publicly backed … financial services to the industries that are most responsible for climate change and global ecological decline? (Greenpeace Australia, sub. 9, p. 2)
· that EFIC may have been involved in projects with adverse human rights impacts (Human Rights Law Centre, sub. 13)
· limited transparency of environmental or social risks and management of these risks (Jubilee Australia, sub. 12)
· absence of a satisfactory contestability mechanism, to allow stakeholders to object to decisions (Oxfam Australia, sub. 15).

	

	


Assessment of potential environmental and social impacts
Risks faced by EFIC — including reputational risk — are ultimately borne by the Australian Government. To ensure any risk to the Australian Government is avoided or mitigated, it is important that EFIC’s obligations under international agreements are expressed clearly to EFIC by the Australian Government, and that EFIC meets these obligations.
The SoE outlines some of the international obligations that the Minister expects EFIC to adhere to, but references to ‘other relevant international standards’ and ‘other international commitments’ may not provide EFIC with sufficient clarity on the international obligations that it is required to comply with. However, the Minister’s expectations are clear in relation to the OECD Common Approaches and the Equator Principles: EFIC is expected to be in full compliance, and the ESPP claims to extend these principles to all transactions EFIC considers (EFIC 2011h).
Disclosure and classification
Transparency is an important aspect of the OECD Common Approaches and the Equator Principles. Transparent reporting and disclosure allows examination of the activities of government agencies, and can assist in managing reputational risk to the Australian Government. The OECD Common Approaches (OECD 2007) state:
 … taking into account the competitive context in which they operate and constraints of business confidentiality, Members should … make available to the public at least annually, subject to legal provisions on public disclosure in Members’ countries, information on projects classified in category A and category B, including environmental information, for which a member has made a final commitment with respect to providing official support. (p. 7)
Disclosure of prospective involvement
There are a number of exceptions to disclosure of prospective involvement in transactions with potential environmental and social effects. For example, EFIC’s policy is to not disclose potential involvement in new projects that have been classified as category B
, or category A projects that:
· are located in Australia 
· have a repayment term of less than two years
· are valued at less than $15 million unless they are in sensitive areas such as national parks.
EFIC’s ESPP includes an assessment of the potential environmental and social impacts of non-projects (that is where a proposed facility is not associated with an identified location) and bonds. However, EFIC is not required to disclose prospective involvement in ‘non‑projects’ and bonds that have significant potential environmental or social impacts. EFIC states this is because these proposed facilities are not associated with a particular location or operation (for example, equipment manufacture where the equipment will have many different purchasers or users). EFIC states that the client, and therefore EFIC, cannot usually ‘access environmental and social information’ and has ‘no influence on the environmental and/or social management of the project for which the export is destined’ (EFIC 2011h, p. 4).
However, any facility that is linked to activity with significant environmental and social impacts may result in reputational risk to the Australian Government. Stakeholder engagement in the decision making process would allow input from Australian Government agencies and non-government organisations that may reduce the likelihood of reputational risk to the Australian Government from EFIC’s support of such a facility.
In its submission to the draft report, EFIC noted that:
Issuance of bonds is typically time sensitive and delays associated with disclosure periods could render Australian exporters uncompetitive. (sub. DR90, p. 60)
The Commission considers that reputational risk to the Australian Government should not be overridden by commercial imperatives, including delays due to disclosure periods.
EFIC notes that its approach to classification and disclosure of non-projects and existing projects, and projects valued at less than $15 million is in accordance with the OECD Common Approaches. However, EFIC’s statement that it extends the ‘principles they [the OECD Common Approaches and the Equator Principles] embody to all transactions it considers’ (EFIC 2011i, p. 3) is weakened by the various exceptions it applies to the general principle contained in the OECD Common Approaches. That principle is to ‘foster transparency, predictability and responsibility in decision making by encouraging disclosure of relevant environmental information’ (OECD 2007, p. 3).
Classification of proposed facilities
A number of stakeholders also considered EFIC’s environmental and social classification of proposed facilities as being controversial. EFIC’s classification of a proposed facility determines whether disclosure of prospective involvement is required. EFIC classified some projects as category B that stakeholders thought should have been classified as category A, including:
· the construction of an ammonium nitrate plant in Indonesia in 2010 (Ludlam 2011)
· the sale of contract mining services to a gold mine in Ghana in 2010 (Jubilee Australia, sub. 12).
Senator Conroy (Senate 2011) said, in response to a question on notice, that the classification of a gold mine in Ghana as category B was taken following an assessment by EFIC, including a review of publicly available information on its client’s customer. That review indicated that the project had been assessed and funded by the commercial arm of the World Bank, the International Finance Corporation (IFC). The IFC financing of the project was subject to the mine operator meeting stringent environmental and social standards, with ongoing monitoring and reporting in place (including assessments by independent consultants) (Ludlam 2011). There had been a number of controversies associated with the mine prior to EFIC’s involvement in 2010, including a cyanide spill in 2009 (Jubilee Australia, sub. 12).
The Commission considers that although risk mitigation practices by project operators, and the role of EFIC’s client in risk mitigation, are relevant to the final decision as to whether to provide a facility, they should not be a factor in determining the type of environmental and social assessment that EFIC undertakes, or the classification of the proposed facility.
Disclosure of assessments
Under the ESPP, EFIC does not release environmental and social information contained in impact assessments it considers are commercial-in-confidence and not required to be disclosed under EFIC’s statutory confidentiality obligations (EFIC 2011h). There is also limited transparency as to how environmental and social risks are factored into decisions to approve facilities. 
EFIC also does not disclose contractual conditions that may apply on an individual transaction basis. This makes it difficult to determine whether EFIC is actively encouraging the mitigation of adverse environmental and social impacts of new or existing projects, and the client’s performance against such terms.
In its response to the draft report, EFIC noted that:
The publication by EFIC of information that is confidential to a client (whether it be ‘financial’ or otherwise) would inevitability undermine the confidence EFIC’s clients and counterparties have that EFIC is able to keep information confidential (sub. DR90, p. 66)
As mentioned earlier in this chapter, transparency and publicly available information can facilitate input and monitoring from non-government organisations, provide a perspective on policy issues that might not otherwise be available to the government and enhance the legitimacy of outcomes. Transparency and public reporting of information that is not commercial in nature can improve accountability to Parliament, government and the public. Section 9.7 has further discussion of disclosure issues.
Finding 9.3 
Increased public disclosure of information relevant to environmental and social impact assessments, including contractual terms to manage and mitigate risk, would enhance the transparency of EFIC’s operations to the public and to the Australian Government. 
Recommendation 9.6
The Minister should amend the Statement of Expectations to require EFIC to publicly disclose its prospective involvement in any facility with potentially significant environmental or social impacts. This includes all category A projects, and ‘non-projects’ and bonds where it has been determined that there is potential for significant environmental and social impacts.
Information relating to the environmental and social classification of projects and the reasons for their approval should be predictable and disclosed in the annual report and on EFIC’s website. This information should include assessment benchmarking and processes, conditions of approval and consequences for non‑compliance. Information that is relevant to EFIC’s assessment of environmental and social impacts should be made public.
EFIC should make public its involvement in supporting projects that are subject to environmental assessment in Australia.
Measures to mitigate against bribery of public officials
Bribery of foreign public officials is a crime under the Criminal Code Act 1995. As a member of the Export Credits Group (ECG) of the OECD, EFIC states that it complies with the OECD Council Recommendation on Bribery and Officially Supported Export Credits (OECD 2006a). It is also a member of the local chapter of Transparency International (EFIC ndb). The international regulatory framework and EFIC’s anti-bribery and corruption measures are discussed in appendix E.
The OECD Council Recommendation outlines measures to be undertaken by ECG members to deter and combat bribery in connection with officially supported export credits. These obligations include:
· informing clients of the legal consequences of engaging in bribery in international business transactions 
· encouraging clients to develop, apply and document appropriate management control systems that combat bribery
· requiring clients to provide an undertaking that they, or anyone acting on their behalf, will not engage in bribery in the transaction
· informing the law enforcement authorities and refusing to provide credit or other support for a transaction if there is credible evidence that bribery was involved in the award or execution of an export contract. (EFIC ndb, OECD 2006a).
During the course of this inquiry, two of EFIC’s clients were the subject of Australian Federal Police investigations for alleged bribery in relation to projects that have also received EFIC support (box 9.5).
Human rights

The Department of Foreign Affairs and Trade noted that Australia co-sponsored the resolution endorsing the UN Guiding Principles on Business and Human Rights (known as the Ruggie Principles) in June 2011. It also notes that Australia is a signatory to the International Convention on Economic, Social and Cultural Rights. However, Australia has not taken a formal position on the policy statement from the forty-sixth session of the Committee on Economic, Social and Cultural Rights. Further, Australia has not taken a formal position on the Maastricht Principles on Extraterritorial Obligations of States in the area of Economic, Social and Cultural Rights, which were adopted on 28 September 2011 (DFAT, pers. comm., 23 January 2012).

It is important to have clarity on which international obligations EFIC is required to adhere to, particularly as these obligations are likely to change over time. As noted above, references in the SoE to ‘other relevant international standards’ and ‘other international commitments’ are unlikely to provide EFIC with sufficient clarity on the international obligations that it is required to comply with. 
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	Box 9.5
EFIC’s support for Leighton Offshore and Tenix

	EFIC provided two performance bonds, together worth US$36.7 million to enable Leighton Offshore (a subsidiary of Leighton Holdings) to provide enhanced oil export facilities to the state-owned South Oil Company in southern Iraq. The bonds were issued in 2010 under a bonding line provided by EFIC to Leighton Holdings, that is available to companies in the Leighton Group for projects undertaken worldwide. 
On 7 November 2011, Leighton Holdings reported to the Australian Federal Police (AFP) possible payments made by Leighton Offshore to a foreign public official in connection with oil contracts in Iraq for two major oil construction projects worth $1.2 billion. The AFP and an anti‑corruption unit inside the Iraqi Oil Ministry have commenced investigations into the allegations. The matter is under investigation and the alleged payments have not been confirmed.
EFIC stated in a response to a question taken on notice during Senate Estimates hearings on 16 February 2012 that a review of all facilities related to the Leighton Group was conducted in December 2010 prior to the issuing of performance bonds, and more recently in January 2012 as part of an annual client review process. EFIC stated that it uses a proprietary external service that searches databases to identify information on the background of its clients that may include information relating to bribery and corruption. EFIC also stated that its annual review focused on information from this report, but did not specifically focus on the Leighton Group’s published Code of Ethics. EFIC did not state when the Code of Ethics was last examined (DFAT 2012).
During the public hearings on this inquiry, EFIC indicated that it did not have any reasonable grounds for concern in regards to the conduct of Leighton Holdings or the South Oil Company prior to the announcement of the AFP investigation.
In 2001-02, EFIC provided a $109.9 million export finance guarantee to Tenix Defence, an Australian military contractor, to provide six search-and-rescue vessels to the Philippines Coast guard. The guarantee enabled the Philippines Government to borrow from banks to finance the contract. Tenix is currently being investigated by the AFP in response to alleged bribery in its business conduct in Asia, including the contract in the Philippines. EFIC’s support for the Tenix contract was provided prior to the signing of the OECD Recommendation on Bribery and Officially Supported Export Credits in 2006 and the establishment of EFIC’s current Environmental and Social Policy and Procedure. Information pertaining to any current debt owed by the Philippines Government, including the amount that remains outstanding, has not been publicly disclosed by EFIC.

	Sources: Armour (2012); EFIC (2002); Leighton Holdings (2012).


During public hearings on the inquiry, Jubilee Australia noted the absence of direction to business and agencies from the Australian Government in relation to the Ruggie Framework: 

That’s the missing piece here, is the messaging and the leadership from the Australian Government in setting the standards for EFIC and for EFIC’s clients to comply with. (trans., p. 101)

In its submission to the draft report, EFIC argued that the Government articulating all of its international human rights obligations in a general direction would not provide any information that is not currently available on the Australian Treaties Database on DFAT’s website. In addition, EFIC stated that it uses a variety of sources as part of its due diligence process for examining human rights issues, including the IFC Performance Standards, the OECD Guidelines for Multinational Enterprises, the UN Guiding Principles for Business and Human Rights and its participation in the OECD Export Credit Group and the Equator Principles working groups (sub. DR90). 

The Commission notes that the Australian Treaties Database includes hundreds of treaties, including 50 relating to human rights. It is not clear to the Commission how, using this approach, EFIC is able to identify which obligations apply to its operations and how it ensures it is complying with these obligations. 

The Commission considers it important that ministerial directions should articulate precisely which international obligations EFIC is required to comply with, and that compliance with those obligations should be part of EFIC’s internal audit program and publicly reported.
Recommendation 9.7

The Minister, by way of a direction under the Export Finance and Insurance Corporation Act 1991, should articulate which international obligations, including human rights obligations, EFIC is required to comply with.

EFIC’s compliance with those obligations should be included in its internal audit program with outcomes publicly reported, including in EFIC’s annual report.
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Confidentiality and disclosure issues
As discussed in chapter 2, the Freedom of Information Act 1982 (Cwlth) (FoI Act) provides exemptions for EFIC in relation to documents concerning anything done by it under Part 4 or 5 of the EFIC Act (that is, in relation to insurance and financial services and national interest transactions). 
EFIC is also subject to secrecy requirements under s. 87 of the EFIC Act that prevents outside communication of information relating to the affairs of EFIC’s clients (although this information may be disclosed to the Minister, or the Secretary, or a designated officer of DFAT). However, the s. 87 provisions are limited and, as noted by DFAT, the EFIC Act explicitly ‘does not prevent EFIC publishing particulars about guarantees, contracts or loans made or proposed to be made under the Act’ (sub. 19, p. 13).
The FoI Act exemptions reduce the ability of the public and the Australian Parliament to examine facilities for their environmental, social and human rights impacts. EFIC has stated that the FoI exemption is justified as it ensures commercially sensitive information is provided to EFIC:
The disclosure or tabling of confidential information would inevitably undermine the confidence that EFIC’s counterparties have that EFIC is able to keep information confidential. These parties rely on EFIC’s obligations under the EFIC Act and FOI Act and without the reassurance of this protection information may be withheld, which would restrict EFIC’s capacity to assess, monitor and manage risk with important implications for project outcomes and potential financial losses for EFIC and ultimately the Government. (sub. 18, appendix A, p. 43)
However, a number of submissions have raised doubts about whether confidentiality provisions are appropriate. For example, Greenpeace Australia noted:
Information on the levels of public risk, the environmental considerations and deliberations made in financing decisions, the nature of the ecological information relied [upon] in making decisions are all examples of information that is of legitimate public interest. (sub. 9, p. 4)
And Jubilee Australia said that it:
 … is in full agreement with EFIC that documents such as financial statements and cash flows of client companies should be kept confidential. We ... also … [agree] that there is a distinction between commercial information and information pertaining to social and environmental issues. Yet neither in the policies nor the practices of EFIC is this distinction clear. ‘Commercial-in-confidence’ is not defined and no Disclosure Policy exists. (sub. 12, p. 13)
Following a visit to Australia in 2011, Dr Cephas Lumina, the UN Independent Expert on foreign debt and human rights also expressed concern about EFIC’s disclosure policies:
 … the Independent Expert fully supports the view that the absence of transparency requirements raises serious questions about the agency’s accountability to Australian taxpayers and to citizens of the developing countries where it supports projects. Loans underwritten by the Government of Australia or guaranteed by the Governments of the countries where EFIC-supported projects are being implemented are matters of public concern. Consequently, he is of the view that EFIC should be required to publicly disclose information concerning its activities, including project assessment, decision-making and implementation and to undertake assessments of the human rights impact of its financing decisions (in addition to its environmental and social impact assessments). In particular, the Government of Australia should ensure that the activities of EFIC are fully compliant with Australia’s international human rights obligations. (Lumina 2011, p. 12)
In response to a question on the costs to EFIC of improving its disclosure practices, Jubilee Australia noted during the public hearings: 
I think that it’s justified, the cost, if there is a cost. I think that there is an imbalance. I think issues are lurking in the shadows that need to be brought out. I don’t think that these broad sweeping protections are necessary. They hide … issues and circumstances that the Australian taxpayers and the Australian Government needs to be looking at (trans., pp. 101-2). 
The costs of publicly releasing material that may compromise a firm’s commercial advantage must ultimately be weighed against the reputational risks to the Australian Government of supporting projects with potential significant environmental and social impacts. As public sector entities have stewardship of public funds, they are subject to different forms of operational accountability than private sector entities. The requirement for such transparency could reasonably be thought of as a cost of dealing with a government-owned entity.
If EFIC were subject to the FoI Act, exemption provisions under the legislation would apply to information in its possession, including those related to Cabinet and commercial-in-confidence material. This would maintain the confidentiality of EFIC’s client’s commercially valuable information while also providing scope for enhanced transparency of EFIC’s operations on the CA.
Recommendation 9.8
The Australian Government should remove EFIC’s special exemption in relation to matters done under Parts 4 and 5 of the Export Finance and Insurance Corporation Act 1991 from the Freedom of Information Act 1982 (while retaining protection for Cabinet and commercial-in-confidence material).
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In sum
EFIC has some of the building blocks for a strong governance framework, such as a merit‑based board with members who have experience in managing financial institutions. However, some of EFIC’s internal governance processes are weak and would be improved with the implementation of the Commission’s recommendations. 
EFIC’s business activities are extending in scope. It has recently focused on large, resource‑related projects located in Australia. The Commission has found that facilities to support suppliers to onshore resource-related projects have been approved in the absence of adequate eligibility criteria to determine whether the good or service provided is integral to the ultimate export.
As discussed in chapter 8 some aspects of EFIC’s credit risk management have not been sufficiently robust, and it is important that EFIC’s governance arrangements provide confidence that the Australian Government will not be unnecessarily exposed to financial risk.

Decision making is typically improved by having better information available. Poor transparency and low levels of stakeholder engagement in EFIC’s decision making increases the likelihood that EFIC will not successfully mitigate the environmental, social and reputational risks. 

The Commission considers governance practices, including EFIC’s internal audit program, are not sufficient to ensure EFIC’s activities are consistent with the operational restrictions set out in the SoE and Part 4 of the EFIC Act. Further, there is also a lack of clarity in the information provided by EFIC to the Australian Government, and to the public, and this impairs EFIC’s accountability.
�	The ‘general government sector’ comprises bodies that are primarily budget-funded, or that generally obtain their funds directly from government (DOFA 2005).


�	These agencies are: EFIC; the Australian Reinsurance Pool Corporation; the Reserve Bank of Australia; the CSIRO; and the National Library.


�	Projects that fall between category A and category C (table E.1).
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