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PREFACE

This study is one of a number done by academic and other research
institutions for the Department of State as part of its external research program.
This particular study was also supported by the Office of the United States Trade
Representative (USTR). External research projects are designed to supplement the
research capabilities of State and other agencies and to provide independent expert
views to policy officers and analysts on key questions with important policy
implications.

The idea for this study, to examine the criteria used by the U.S. Export-
Import Bank (Eximbank) to select projects for support and to analyze the
implications for U.S. trade policy, was advanced by Harvy Bale, Assistant U.S.
Trade Representative for Investment. The work statement for the project was
developed by an interagency working group chaired by Warren H. Reynolds of this
office on the basis of drafts prepared in State's Bureau of Economic and Business
Affairs. This group included officers from the two sponsoring agencies and from
the Departments of Commerce, Treasury and Labor, the National Science
Foundation, the Federal Reserve Board and the Eximbank.

The Office of Long-Range Assessments & Research of the Department of
State plans and manages research programs that draw on the independent expertise
of the private research community. Queries about these programs and comments on
this study may be addressed to:

E. Raymond Platig
Director
Office of Long-Range Assessments and Research
Department of State
Washington, DC 20520
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I. OVERVIEW

Introduction

In this paper, the Futures Group presents an analysis of the criteria employed

by the Export-Import Bank of the United States in supporting exports, and of the

implications of these criteria and the policies they implement for U.S. trade policy.

The analysis concentrates on the direct loan program of the Bank. Unlike theI

short- and medium-term guarantee and insurance program, direct loans involve an

actual extension of credit by the U.S. government. As these loans are usually

granted on more favorable terms than those available from private, commercial

sources of finance, there is a subsidy involved. The criteria the bank employs in

making decisions to support requests for financing are important for several

reasons. Although the Bank has maintained that it does not make a conscious

choice among industries, there is a de facto choice being made that is inherent in

the decisionmaking criteria the Bank employs. As a result of these factors, the

criteria employed by the Bank in its direct loan program are more complex, and

perform a much more allocative role than in the short- and medium-term
* /1

programs. 4-

Criticism has been leveled at the Bank over the concentration of its lending

in a few industries and a handful of firms. This concentration is not the result of

direct targeting to these industries, but rather of the criteria the Bank imposes-

that effectively select these industries. It is essential, in the context of the

analysis of decisionmaking at Eximbank, to interpret "criteria" broadly in order to

encompass the range of policies and guidelines that are operative. The criteria

originate from the various mandates of the Bank's statute, from traditional
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Eximbank policies, from the current environment in world trade and export.

finance, and from the pursuit of broader economic policy goals.

Several factors of the international economic environment today have

brought official export credits to the fore as an issue in trade policy. The

stagnation in economic growth in the industrial countries and steep rises in the cost

of imported oil have raised the importance of exports for the U.S., as exports rose

from under 5 percent of GNP in 1970 to 8 percent in 1980. For particular

industries, exports have become the mainstay of opportunity for expansion, or even

survival. Often these are capital goods industries that have grown to rely on

Eximbank financing. With many other industrial country markets effectively

closed through a variety of mechanisms for support of domestic industry, the

primary export market has become the developing countries, particularly the

rapidly growing ones. For these countries, financing is often the key to a project's

viability. As the United States has lost the broad-based technological lead it

previously held over Europe and Japan, competition in these markets has become

more sensitive to other factors such as financing. Financing terms have been used

more and more as an element of competitiveness, in spite of OECD agreements to

set limits on the terms of export credits. Negotiations in the OECD continue and

form a constant backdrop to official export credit activity.

Recently, high U.S. interest rates, combined with the willingness to subsidize

rates on the part of other high interest rate countries, have put pressure on the

Bank to increase its rate of subsidy in order to be competitive. This trend is

leading to what will be the first significant losses for the Bank and a reversal in its - .

past ability to earn a net income and return dividends to the U.S. Treasury. Caught

between its long-standing policy of self-sufficiency, reinforced by the current
*,U

administration's budget policy, and its statutory mandate of offering competitive

terms, the Bank faces a dilemma with no easy solution.
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Exim's direct lending criteria are assuming greater importance in the current

period of high demand for official export credits and increased austerity in--

government spending. The combination of these two factors suggests that the

Bank's selection criteria will be applied more rigorously, and will play a more

important role in the selection of cases for support. With the conflicting demands

* on its resources, the Bank is faced with the need to apply criteria more stringently

* and to initiate new criteria to further narrow and define the types of cases it will

support. This may mean a change in the pattern of Eximbank lending rathe -khan a

continuation of the present type of direct lending program on a reduced sc

The study is divided into six parts. The first part examines the backf nd to

the current issues facing the Eximbank. This includes a brief historical pe, v

* on the Bank's current position, a discussion of the economic rationales for the

Bank's programs, and an overview of the policy-making process at the Bank.

The second chapter analyzes the criteria used by the Eximbank in its direct

* lending program and puts them into the context of the constraints and mandates

imposed on the Bank, both by its environment and by its own institutional

character.

The third chapter contains a breakdown of the pattern of Eximbank lending

for the period from FY1978 to FY1981. The value of the subsidy element inherent

in Eximbank lending is calculated, and its distribution shown across industries. In

* addition, the effectiveness of the direct lending program is assessed through a

* comparison of several important characteristics of these industries.

4 The fourth chapter assesses the implications of the Exim direct lending

criteria in terms of the U.S. trade policy goal of assuring access to finance for

competitive exporters. The fifth chapter examines the implications of these

criteria for the trade policy goal of reducing the distortions in international trade

caused by export credit subsidies. Possible alternative sets of criteria and the

L
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future impact of changing conditions on export credit policy are addressed in the

final chapter. -

The Historical Background

The Bank has served a multiplicity of purposes and is subject to a variety of

influences. Global economic conditions affect the Bank's operations policies, as do

the economic policy objectives of the current administration and overriding foreign

policy interests. These factors will often pull the Bank in opposite directions, and

make both policy making at the Bank and specific decision making on cases a

complex process. The criteria the Bank employs thus represent a complex web of

* guidelines intended to meet an array of goals in a changing environment.

The Export-Import Bank of Washington was established in 1934 with the

primary aim of fostering Soviet-American trade. With the extension of diplomatic

recognition to the Soviet Union by President Roosevelt in 1933, a surge in demand

for U.S. manufactured goods, pariicularly capital goods and machinery, was

anticipated.1 These types of goods required financing that was not forthcoming

from commercial banks; hence the Eximbank was intended to ensure that one of

the primary benefits of recognition, the opening of a huge new export market for

U.S. industry, would not go unrealized.

Beyond this immediate purpose of establishing a government bank to finance

Soviet trade, the creation of the Eximbank wc- also spurred by the economic

conditions of the 19 30s. The breakdown of the international monetary system in

1931 created a period of instability in international finance, which was compounded

by the widespread defaults on international borrowings. These factors increased

the risk in international financial transactions, and reversed the trend toward

internationalization of capital markets that had developed in the previous decade.

International trade was suffering from the worldwide depression and from a host of



protectionist measures designed to preserve output and employment in the indus-

trial countries. These efforts had at best an offsetting effect, such as the 4

competitive devaluation of currencies. In this environment the Eximbank could

play a modest but important role in its ability as a government bank to absorb and

judge the risks in international lending and to assume that exports were not

frustrated because of a lack of financing.

To meet this need, the second Export-Import Bank of Washington was

established later in 1934, specifically to finance trade with Cuba. Its mandate was

soon broadened to include all countries except the Soviet Union. As the

anticipated boom in exports to the Soviet Union never materialized, and the

problem of Russian debts to the U.S. remained unresolved, the two Banks were

* merged with the general authority to support exports through financing in all

markets.2 Until 1939, the Bank concentrated primarily on exports of agricultural

goods and exports of capital goods that required long financing terms.

With the outbreak of war in Europe, the Bank's lending became directed

*toward U.S. strategic and foreign policy interests. This meant principally the

extension of loans for industrial goods to non-Axis powers in Europe, and the

* financing of public works and other projects in Latin America to ensure Western

* Hemisphere stability and support for the United States. Throughout World War IT,

4 the Bank remained a fairly small institution with a lending authority of $200

million and with a minor role in both international trade policy and U.S. foreign

policy. In 1945, in response to the need for reconstruction loans to Europe, the

* Bank was reorganized and given a new charter under the Export-Import Bank Act

of 1945.3 This Act, as amended through 1978, constitutes the basic legislation

governing the Bank. The Bank's lending authority was greatly increased and its

* scope of activities broadened. However, its role in postwar reconstruction was

short-lived, as it was superceded by the International Bank for Reconstruction and

Development and the Marshall Plan.

Rw



With the task of reconstruction removed from the Eximbank, it concentrated

on loans to developing countries for projects that utilized U.S. goods. A major

effort was made to encourage the t Aduction of strategic minerals through

extending credits for the equipment and machinery required in mining and

processing. The mid-1950s saw the Bank change the focus of its activities from

developing countries to all countries, as it concentrated on export promotion in

general. The shift was largely in response to the increasing competitiveness of

Europe and Japan, which began to erode the U.S. predominance in capital goods and

manufactures as reconstruction was accomplished.4 The new emphasis on tailoring

programs to give financing support to U.S. industry in cases where it was facing

strong competition intensified over the following decades as export credit became

an increasingly important facet of international competition.

With the advent of serious competition for U.S. exporters of capital goods

and the Bank's responsiveness to the pressure of competition, the set of factors

influencing Bank programs today was basically established. While the international

economic environment has changed significantly, and specific program criteria

have changed, the basic character of the Bank as an institution was defined by the

late 1950s. The most important reason for the creation of the Bank, the inability

of the private financial system to undertake financing of certain types of exports

to certain destinations, remains today as a specific policy goal of the Bank, but in

an entirely different setting. The most recent orientation of the Bank, that ofK supporting U.S. industry where financing is a key factor in international competi-
tiveness, is perhaps the most important rationale at the moment. These factors

have been the economic arguments for the Eximbank, and have served as the

underpinnings of the policy debate which has centered over the Bank's role in

recent years.



Economic Rationales for Eximbank

The ability of Eximbank programs to increase exports is the most fundamen-

tal rationale for the Bank; from this are derived the more specific rationales of

assuring access to finance and providing credit support where they are factors in

competitiveness. Yet this basic purpose deserves inspection on its own terms in

order to clearly delineate the economic issues involved. The value of increased

exports has been expressed in varying terms as the resulting increases in output and

employment, an improvement in the balance of trade, or the appreciation in the

value of the dollar.

In the macroeconomic context of the balance of payments, an export

financed by an Eximbank loan has a delayed effect. An Eximbank loan is disbursed

directly to the exporter upon shipment; hence there is no net foreign exchange

activity associated with the Eximbank financed portion of the export. The cash

payment portion, normally 15 percent of the export value, results in a net demand

for dollars abroad for that amount. Any amount of participation finance has the

same effect as the Eximbank financed portion. The impact upon the balance of '

payments, or foreign exchange markets, is spread out over the term of the loan.

This impact is positive as amortization payments are made, and the additional

positive impact of interest payments would affect the services account. A

breakdown of a $100 loan in terms of its immediate balance-of-payments effects is

presented as an example in Table 1.1. As is evident from the table, the current

impact of the export is offset by the financed portion. In addition, importers often

arrange commercial financing for the cash payment portion, which would further

delay the impact of the transaction on the balance of payments.

The effect of interest payments, while positive for any loan, is less so for an

Eximbank credit because the interest rates it charges are lower than the

commercial rates, if they were available, for the same products. Hence, an
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Eximbank credit does clearly improve the trade balance, but will have a delayed

effect on the balance of payments either in the fixed exchange rate context of the

official reserves transactions balance, or in the floating rate context of demand in

the foreign exchange market and pressure on the exchange rate. The positive we
effect will occur only as the loan is repaid. Eximbank loans generate this net

benefit to the balance of payments only to the extent that the exports it finances

are "additional," or would not have been undertaken without Eximbank financing.
-S

The additionality of Eximbank lending depends on the degree to which it directs its

resources to those transactions where financing is a critical element.

-.

Table 1.1

BALANCE-OF-PAYMENTS EFFECTS OF AN
EXIMBANK DIRECT LOAN

Debit Credit

Current Account

Balance on Merchandise Trade 100

Capital Account

Long Term

U.S. Assets

Offical Loan 42.5
Private Loan 42.5

Short Term S

Foreign Assets 15

Note: It is assured here that the cash payment is made by drawing down
balances held with U.S. banks. Supplying or restoring these balances
would create demand for dollars.



It is clear the Eximbank lending does bring about an expansion of exports, to

the extent that its lending is additional, and thus helps the trade balance.

However, there is no clear normative significance one can attach to the trade

balance. It is one component of U.S. external economic activity and is not2

independent of the other components such as services, transfers, and long- and

short-term capital flows. There is no economic policy rationale for achieving a

balance (or surplus) in trade, per se, although there is a benefit in terms of greater

employment and income resulting from increased exports.

Several perspectives from the literature on commercial policies help to

further define the balance -of -payments effects of Eximbank lending. To begin

with, there is no theoretical basis for a commercial policy measure to be effective

under a floating exchange rate regime. Consider an export subsidy (or import duty)

that affects all exports (imports) evenly. An export subsidy of this sort would

create an initial expansion of exports which would, ceteris paribus, lead to an

appreciation of the exchange rate until such point as equilibrium was restored--i.e.,

point at which the resulting appreciation exactly offsets the effect of the

subsidy.-5 This conclusion is in sharp contrast with the assertion that under fixed

exchange rates commercial policy can increase income, through an increase in

production of traded goods, in periods of slack domestic demand. While the actual

result may deviate from that predicted by theory, because of the lag in the

response of exports to exchange rate changes and other imperfections, the basic

conclusion remains valid. However, the asset market theory of exchange rate

determination suggests that the anticipated impact of any commercial policy would

be factored into expectations of exchange rate movements, resulting in immediate

* exchange rate appreciation without the full trade effects. 6

For the type of commercial policy represented by Eximbank lending, an-

additional refinement to the above general discussion is required. Eximbank
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credits are targeted and selective; they do not benefit all exports or affect

competing sectors equally. Hence, any expansion in exports occasioned by-

* Eximbank lending leading to an appreciation in the currency adversely affects all

* -other exports. This results in an inter-sectoral reallocation of production and

resources in favor of the industries benefiting from Eximbank. The same would, of

course, be true of any selective export subsidy or subsidy equivalent.

In general, the scale of Eximbank lending is small relative to trade flows and

other components of the balance of payments. Levels of economic activity abroad,

interest rates, the exchange rate and a host of variables affecting factor prices all

far outweigh any impact the Bank may have on U.S. export competitiveness or on

the balance of payments. The justification for the Bank rests on more specific

factors concerning the importance of financing to particular types of exports.

The original rationale for the Eximbank's establishment in 1934, that of ...
Igo

providing finance for exports where none was forthcoming from private sources,4

survives as a more specific purpose of the Bank. This rationale is based on the

existence of imperfections in the international financial markets that operate to

depress exports, particularly finance-sensitive exports, from what they would

otherwise be. The imperfections that affect access to finance are based on either

exaggerated risk perception or an unwillingness on the part of commercial banks

and other institutional lenders to absorb the risk inherent in export finance. This

inability to absorb risk, whether due to misperception, the application of normal

standards of financial prudence, or regulatory and statutory restrictions, is not

:4 shared by the U.S. government. A government agency such as the Eximbank has a

better ability to absorb concentrations of risks, greater leverage in negotiating

compliance, and a longer time horizon. To the extent that these factors are all

S operative, there is, in a broad sense, an imperfection that can be remedied by

government intervention. From a narrower perspective, the imperfections

~1



constitute only the exaggeration of risk perception and of the restrictions

(prudential, regulatory, and statutory) that constrain international financial

* activity beyond what the dictates of a healthy, stable financial system would

require. Furthermore, the risk management practices of banks and financial

V institutions affect the type of financing they are willing to offer, whereas the

Eximbank faces a different set of constraints.

The factors that constrain access to finance for exports were more prevalent

in the 1930s than today. The expanded activities of major banks, many of them

U.S. banks, and the development of truly international capital markets in Euro-

currencies, have greatly increased the liquidity, adaptability, and risk-taking

abilities in sources of international finance. However, international financial

markets are still prone to crises of liquidity and exaggerated risk perception by less

experienced lenders.

With increasing competition for U.S. producers of exports that require

financing, it is only natural that the competition extend into the realm of

financing. Goods for which financing is particularly important are those that have

long lives and achieve their economic value over their life span through the

* production of other goods or services. These capital goods lend themselves to

* being financed because they generate a stream of revenues to meet debt service

4 payments. Consequently, the sale and competitiveness of these products depends

in part on the availability and terms of financing. The principal competitors of the

U.S. in these finance-sensitive capital goods are the other industrial countries of

Europe and Japan, and increasingly the newly industrializing countries of East Asia

and Latin America. The broad category of capital goods includes industrial

machinery, turnkey plant installations, transportation equipment and facilities,

Unatural resource extraction machinery, power generation equipment,

communications equipment and similar goods.



The U.S. held an unquestioned lead in most, if not all, of these industries in 4
the immediate postwar period. This lead was gradually eroded as the industrial

countries rebuilt after the war. The ability of the United States to preserve its

technological superiority became the mainstay of U.S. export competitiveness in II
manufactures. European and Japanese producers were forced into competing on

price and, increasingly, financing. The United States also had a generally superior

financial system with much broader, deeper capital markets offering longer

maturities and often lower interest rates. The Eximbank served to provide finance

in cases where commercial financing was constrained. The evolution of European

and Japanese export credit systems was in part a reaction to this U.S. advantage.

The model on which postwar industry was developed in Europe and in a

different but comparable sense in Japan, entailed much more government involve-

ment than in the U.S. Specific industry policies were directed at increasing

productivity, maintaining employment, stimulating technological development, and

expanding into foreign markets. Certain countries actively used nationalization

* and subsidization to direct industrial development. Where export financing was a

key aspect in industrial development, it became one aspect of overall industrial

policy. In addition, foreign assistance policies were more oriented toward

commercial interest than strategic interest, unlike U.S. foreign aid policy. Subsidi-

zation of credit terms became relatively common by the late 1960s, leading to a

new set of problems for those countries not actively engaging in subsidization.

While efforts toward the exchange of information on export credits and the

reduction in credit competition through the Berne Union and the OECD have had

some results, subsidization and export credit competition persist.7

The rationale for responding to foreign use of subsidized export credits

involves elements both of equity and economic efficiency. The notion that

exporters should not be disadvantaged by the actions of their competitors'



-15-

governments is inherent in prevailing conceptions of commerical fairness, and is

explicit in both the international trade legislation of the U.S. and in the

agreements of the Multilateral Trade Negotiations of the General Agreement on

Tariffs and Trade. For example, Section 301 of the Trade Agreements Act of 1974

provides that a private party can request action from the U.S. government to

either negotiate with a foreign government to cease an unfair trade practice or

retaliate against that government in an appropriate manner.8 The Subsidies Code

of the MTN sanctions the imposition of countervailing measures where a subsidy

offered by a foreign government damages the industry or economic well-being of a

nation. 9 The basis in equity for reciprocal action is well established, and is

reflected in the requirements for offering competitive terms in the Eximbank

statute.10

Beyond the concept of fairness, export credit subsidies create distortions in

international trade that adversely affect the pattern of production in the U.S.

economy. If export sales are lost solely due to subsidized foreign financing, those

industries will contract, entailing the transitional costs of resource reallocation

and the ongoing cost of the transfer of resources to less productive sectors. I I On

strictly theoretical grounds of economic welfare, there may not be sufficient

benefits in "matching" export credit subsidies to justify the ongoing costs of

subsidization.12 If subsidies are only used temporarily, for example until a level of

market penetration has been achieved, and the transitional costs in the industry are

high, perhaps reinforced by barriers to entry, then there will most likely be a net

benefit to the U.S. of neutralizing the predatory effect of export credit subsidies.

The crux of the argument rests on the magnitude of these associated costs, the

strategies of foreign governments and, in a related manner, the ability of

international agreements to control export credit subsidization.
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Providing competitive financing terms in the presence of foreign credit -

subsidies is perhaps the strongest rationale at the present time for Bank policies.

As the U.S. technological advantage in many of the capital goods industries

typically financed by official export credits has lessened or disappeared, the

importance of competitive financing for these industries has increased, placing

increased demands on the Eximbank.

These two rationales for the Bank, that of overcoming market imperfections

in export finance and offsetting foreign subsidized finance, are the origins of many

of the criteria the Bank employs in its direct loan program. A third rationale for

the Bank also plays a minor role in terms of the decision-making process at the

Bank. This is that the government often finds it useful, in the context of broader

policy objectives, to encourage trade relations with specific countries. The

Eximbank can be an effective tool in this regard, in that loans can be extended for

exports without appropriating money specifically for that purpose or without

utilizing other sources of funds with more cumbersome requirements. These policy

objectives may be economic, as in the encouragement of trade expansion in

specific industries or areas, or political in the case of Eximbank credits as a

gesture of goodwill. While the facilitation of other policy goals through export

credits does not by itself constitute a thorough rationale for the Eximbank, it can

be important in specific cases.

Before examining the criteria the Bank adheres to in its direct loan program,

it is important to briefly look at the environment in which those criteria are

formulated arnd implemented. The policy-making process of the Eximbank deter-

mines much of its institutional character and exemplifies the many influences that

affect the Bank.
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Policy Making at Eximbank

The Eximbank's board of directors is responsible for approving direct credit-

authorizations and for setting policy at the Bank. The board is composed of the

Chairman, the Vice Chairman and three directors. All board members are

appointed by the President, with the approval of the Congress, and no more than

three may be of the same political party. The board of Exim is clearly a functional

*part of the administration, and their policies reflect the broader economic policy J

positions of the current administration. The board members are the primary link to

other cabinet members, and they ensure that the policies the Bank pursues are in

harmony with the brrnader policies of the administration. Under the Reagan
4 administration, appointments to the Eximbank board have been delayed and the

changeover slow. Chairman Draper did not assume his office until July of 1981. A

moratorium on issuance of new preliminary commitments was in effect until thatJ

time, pending the redirection in Bank policy the Reagan administration intended to

pursue. Throughout the remainder of 1981 and part of 1982 Draper was accom-

* panied on the Board only by Margaret Kaliliff, who remained from the previous

board. Thus, he enjoyed a great degree of autonomy in redirecting the Bank's

programs.

While the board sets policy guidelines for the Bank and has final authority

4 over approval of loans, the implementation of policy and the process of preparing-

financing "packages" are generally the responsibility of the staff. Here the senior

staff, consisting of the senior vice president, the regional and functional vice

presidents, the general counsel and treasurer, plays an important role. The senior -

staff acts to ensure that preliminary commitments are structured in a manner

* consistent with the board's policies and generally oversees the activities of the loan

officers in their areas.



The loan officers themselves are the primary contact for exporters and

participating commercial banks. Requests for financing commitments are initiated

through them, and the details of the project are reviewed in consultation with

* . Eximbank country economists and engineers. The Eximbank normally offers a

separate career path .for staff members, thus strengthening the institutional

identity of the Bank. This is reinforced by the senior staff who are experienced

career Exim officials. While the policy-making process works from the board

down, the decision-making process on individual cases works from the staff up,A

through the senior staff and the board.

Represented as advisory members on the board are the Dlepartment of

Commerce and the Office of the U.S. Trade Representative, who have input into

* board decisions. The National Advisory Council on International Financial and

Monetary Policies also serves in an advisory capacity to the Bank and must review

authorizations of over $30 million.

While the agencies thus represented have only advisory power over the Board,

it is unlikely that a case would survive a strong negative vote by the NAG. In

practice, NAG meetings are seldom used as a deliberative forum for discussion of

Eximbank cases. Agency positions on pending cases are usually established prior to

board meetings, and a consensus building process operates to delineate the degree

of support for, or objection to, each case from these areas of the government. The0

NAG also plays a role in reviewing overall Bank policies, although here again

interagency meetings or informal contacts are the primary forums for communica-j

The Congress oversees the Bank through the Subcommittee on International

Finance of the Committee on Banking, Housing and Urban Affairs of the Senate,

and through the Subcommittee on International Trade, Investment and Monetary

Policy of the House Committee on Banking, Finance, and Urban Affairs. The
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* annual hearings on the budget for the Eximbank are normally an occasion for

review of the Bank's activities. Congress has generally been supportive of the

Bank, for example, by restoring the proposed cuts in the Bank's budget for FYl982.

In addition, oversight hearings are held from time to time on Bank activities, and

export credits have been discussed in the~ context of trade policy before the

responsible committees. The Bank's statute must also be reviewed every five

years, offering a further opportunity for the Congress to have input into Bank

po licy. Control over the budget is the Congress's most immediate channel of

F influence.

In summary, the major outside influences on the Bank are the federal

* agencies concerned with international finance and trade. These include the

Commerce Department, the Treasury Department, the Office of the U.S. Trade

Representative, the State Department, the Federal Reserve, the Labor Depart-

ment, and the Office of Management and Budget. These agencies have specific

interests within the government in formulating policy in international trade and

* financial matters, and are often at odds over Eximbank policy. In an effort not to

be pulled too far in one direction, the Bank tries to maintain its independence and

its own special identity rather than falling closely under the wing of any one

agency. The Bank has resisted pressure from Commerce and USTR to play a more

4 aggressive role in export promotion, even though this would mean a larger, more

expanded program. On the other hand, the Eximbank has also sought to secure

adequate program authority to enable it to operate at levels that satisfy its

demand. The perspective of Treasury and 0MB is to control the Bank's budget

authority and the level of subsidy in its lending.

The positions of the various concerned agencies are an outgrowth of the

complex process of policy formulation in international economics by the U.S.

government, where no one agency has total authority. In this process, the
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Eximbank is important both as a participant and a medium for various aspects of

international economic policy. The criteria the Bank employs in its lending

programs are also a specific expression of these policies, intepreted and imple-

mented by the Bank as an independent institution.

VS.6g
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11. CRITERIA IN THE DlIRECT LOAN PROGRAM

The origins of the criteria utilized by the Eximbank lie in the economic

rationales discussed in Chapter 1. These general strategies of assuring access to

finance and countering the effect of subsidized foreign financing terms comprise

the basic policy orientation of the Bank. As these strategies are pursued within the

context of limited program resources and standards of financial prudence, the Bank

must be selective in its credit extensions; the criteria the Bank employs determine

which requests will receive support. These criteria take three basic forms:

statutory requirements and restrictions, formal bank policies, and informal policies

and procedures. The statutory criteria represent, of course, the influence of the

Congress; formal bank policies generally emanate from the board and the

concerned federal agencies; and informal policies and procedures originate within

the Bank at both the staff and board levels.

Statutory Requirements - General

The provisions of the Export-Import Bank Act of 1945, as amended to 1978,

4 fall into two general categories. First, there are general instructions that attempt

to set forth the type of policies the Bank should pursue and the role it should fill as

an institution. These often require interpretation through Bank policy before

becoming meaningful criteria. The second set are specific negative restrictions on

Eximbank lending designed primarily to ensure the harmonization of Eximbank

K activity with other areas of U.S. government policy. In addition to the provisions
4 of the Export-Import Bank Act, the budgetary limitations on the Bank's programs

are included here under statutory restrictions. The general instructions are all set

_ __4
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within the context of the stated purpose of the Bank to "aid in financing and to

facilitate exports and imports and the exchange of commodities between the

United States and foreign countries." (p. 1.) 1

Competitiveness. The Bank is directed to consider foreign credit competi-

tion. Specifically, the Bank is directed to charge rates and terms that are

"competitive with the government-supported rates and terms and other conditions

available from the principal countries whose exporters compete with U.S. expor-

ters." (p. 4.) This stipulation is reaffirmed in the 1978 Amendments to the Act.

(p. 22.) There is further reference that the interest rate charged by its foreign

counterparts should be one of the considerations in setting Eximbank rates. (p. 5.)
i.W

In a less direct manner, there is also mention that the Bank should pay particular

emphasis to the objective of "strengthening the competitive position of United i

States Industry." (p. 6.)

Besides these stipulations on competitive rates and terms, the Bank is

instructed to "seek to minimize competition in government-supported export

financing" in cooperation with its foreign counterparts, and to assist other

government agencies in reaching international agreement to reduce subsidized

export credit. (p. 4.) The 1978 Amendment also included a provision for the Bank

to make financing available for U.S suppliers in competition with foreign suppliers 2
*•,

backed by subsidized credit, in excess of international agreements in a sale to a

U.S. buyer. (p. 23.) This provision is quite specific procedurally, and calls for the

Treasury to make a determination of "noncompetitive financing," to request the

withdrawal of the financing, and if no adequate response is forthcoming, to

authorize the Eximbank to match the foreign financing offer. This authorization is

conditional on the importance of financing as a "determining factor in the sale,"

and the persistent offer of the foreign export credit institution. The Eximbank,

then, "may provide financing to match" provided the loan is otherwise in accord

iW
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with statutory provisions. The Bank is not required to provide financing, but only

to consider the case. To date this provision has not been fully invoked. However,

as more and more goods enter the United States financed with official export

credit, this provision along with the possibility of countervailing duties should act

as a credible deterrent. This stipulation for loans to finance domestic sales has its

origins in the case where the ECGD (Britain) offered subsidized export credit to an

American airline for the purchase of U.S. aircraft with Rolls Royce engines. The

financing, which covered the full value of the airframe and engines, was reportedly

a strong factor in the sale, and the reaction of the U.S. aircraft engine

manufacturers led to the inclusion of this stipulation in the 1978 Amendment. This

may be relatively more important for countries outside the OECD Arrangement,

such as Brazil, which export capital goods to the United States, often with

subsidized credit.

These various references constitute the competitiveness "mandate" in the

Eximbank statute. The law leaves the determination of competitiveness of its

programs up to the Bank. However, the Bank is also required to submit a

semiannual report to the Congress on its competitiveness, presumably to facilitate

Congressional scrutiny over compliance. (p. 4.) The competitiveness stipulations

are juxtaposed alongside other goals and restrictions that also direct the Bank's

activity.

Supplementary. The Bank is required to "supplement and encourage, and not

compete with private capital." (p. 5.) This is emphasized again with respect to
agricultural exports, and the activities of the Commodity Credit Corporation. (p. -

11.) The provision regarding supplementing but not competing with private capital

is the statutory manifestation of the Bank's rationale to make up for private

financial market imperfections. This, again, is a general directive and is reflected

in more detail in bank policies.



-28-

Financial. There are several aspects of the statute that relate to the

financial status of the Bank. The board is required to consider the Bank's cost of

funds in setting interest rates on its loans, as well as its competitiveness with

foreign export credit agencies. (p. 4.) This is the only mention in the statute of a

financial guideline which suggests that the Bank should be self-sufficient, and it is

clearly worded to be one of two considerations. It is interesting to note that in

contrast to the stipulation on interest rate charged, the Act states clearly that

fees or premiums charged on guarantees and insurance "shall be charged...

commensurate, in the judgment of the Bank, with risks covered." (p. 13.) There is

a stipulation that net earnings, after provision for possible losses, be paid to the

Treasury as dividends, yet there is no requirement that the Bank earn a net income.

There is an overall limitation on outstanding commitments by the Bank of $40

million, against which guarantees and insurance are charged 25 percent of their

face value and loans 100 percent. (p. 18.) The subtotal for guarantees and

insurance is limited to $25 billion. (p. 13.) This overall limitation has been

increased periodically in amendments to the Act, and has not served in the recent

past as a resource constraint on the Bank's programs.

The Bank is also required specifically to make loans that "offer reasonable

reassurance of repayment." (p. 5.) The financial soundness of the project under

consideration and the credit-worthiness of the borrower are normal concerns of the

Bank in evaluating loans. Prior to the institutionalization of competitiveness as aK. goal of the Bank, credit standards were the principal criteria employed. These
specific criteria are discussed further under Bank procedures.

Adverse Economic Impact. The Bank is prevented from granting loans that,

through the exports they support, would adversely affect other U.S. economic

interests. This provision specifically refers to any loan that may affect U.S.

industrial competitiveness or employment, as related to both exports of U.S. goods



or imports into the United States. (pp. 6, 22.) Because Eximbank credits finance

primarily capital goods, the intention is that the product of those capital goods not

cause damage to U.S. industries in other export markets or through increased

imports to the United States. The 1978 Amendment also authorizes the Interna-

tional Trade Commission to review Eximbank's activities for their domestic

impact. There is specific stipulation that the Bank not support the export of goods

in short domestic supply. (p. 6.) This provision was invoked in the period following

the oil embargo of 1973 with respect to the financing of oil-drilling equipment, on

the basis that such equipment was needed in the U.S. to expand domestic energy

production. While there is no specific statutory restriction on the financing of

energy production equipment, the Bank is instructed to make an assessment of the

impact of its loans on the availability of such equipment in the U.S. (p. 4.)

Small Business. The Act states that the Bank shall be mindful of the

interests of small business and of the provision of the Small Business Act. (p. 5.)

Eximbank has been criticized in the past for the concentration in its lending to

large firms, but this is to a great extent a function of its project-related lending

criteria (see below). The universe of exporting firms is composed of larger-sized

firms than those that produce goods and services for domestic consumption, but the

Bank does lend directly to smaller firms within that universe. Small businesses are

indirect beneficiaries of Eximbank loans through subcontracting on components of4

heavy machinery and large projects. The Bank also participates in educational

programs for small businesses.

Statutory Requirements - Specific Negative Restrictions

These restrictions are generally straightforward extensions of broader U.S.

policy goals. Each provision may be overridden by a presidential determination

that it is not in violation of the stated policy or that the benefits accruing from the

loan justify its extension in spite of the conflict.
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Communist Countries. Credits to Communist countries require a presidential

determination, with a separate determination necessary for each loan over $50

million. (p. 7.) In addition, there are limitations as to the amount of loans that

may be authorized to the Soviet Union, with additional restrictions on loans for

energy production. (p. 8.) In general, the Eximbank's lending policy to the Eastern

bloc countries has mirrored the stance of the U.S. with regard to East-West trade,

detente and overall relations with the Soviet Union. The Bank is an important

aspect of U.S. policy on East-West trade, as capital goods from the West have been

high on Eastern bloc shopping lists. The Bank has extended to various Eastern bloc

countries including Poland, Hungary, and Romania, but to nowhere near the extent

of its European counterparts. In the current environment of U.S.-Soviet relations

and the payments position of most Eastern European countries, further activity in

this area is unlikely. The Bank continues to lend to Yugoslavia and the People's

Republic of China.

Nuclear Nonproliferation. There is a straightforward restriction on loans to

countries that violate nuclear safeguards agreements or detonate a nuclear device

(except nuclear weapons states). (p. 9.) The Bank is also prohibited from financing

liquid metal fast breeder nuclear reactors or nuclear fuel reprocessing facilities.

(p. 10.)

South Africa. The Bank is directed not to extend credit to the government of

South Africa or to any firm in South Africa unless there is a determination that the

firm does not practice apartheid. (p. 12.) This potential exception is detailed to

F such a degree as to make this provision virtually a total exclusion.

Military Goods. The Bank is prohibited from financing the sale of any

military goods to less developed countries. (p. 11.) The Bank does not, in general,

finance military sales at all. These are normally handled through facilities created

expressly for that purpose, such as the Foreign Military Sales program.
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Other Policy Concerns. For other considerations such as the fostering of

international terrorism, environmental protection, and human rights, there must be

a presidential determination made for the Bank to deny credit on "nonfinancial or

noncommercial grounds." (p. 6.) This provision, added in 1978, replaced an earlier

stipulation that the Bank actively consider human rights as a criterion in the

countries where it extends credit. 2 This change marked a turning point in the

Carter human rights policy, and with the shift in the burden of proof and the

current administration policy, human rights no longer functions as an active

criterion.

Budget Authority

Specific limitations on Eximbank authorizations by program are included in

the Federal Budget under the Foreign Assistance Appropriations Act. Since 1978-

1979 when the Bank began to emphasize competitiveness, the Bank has been 6

actively constrained by its budget authority. It is a difficult task to judge the

volume of preliminary commitments (PCs) which will be accepted and will require

authorization for loans. Large projects that may be outstanding for some time,

such as nuclear power plants and some telecommunications systems, pose particu-

lar problems in the allocations of the Bank's lending authority. However, the Bank

carefully monitors the progress of these bid negotiations, and in a few cases is able

to spread the actual authorization over several years on large projects with long

disbursement schedules to even out this impact.

The budgetary restrictions on the Bank do not constitute a criterion that the

Bank applies, but increase the importance of those criteria through placing a limit

on available resources. There is a constant balancing act between the rates, terms

and cover the Bank sets, the budget authority and the selectivity imposed by Bank

policy. The Bank periodically studies the effect on loan demand of environmental
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factors such as international borrowing by LDCs, changes in export orders

compared with changes in import orders, and the fundamental policy position of the

Bank and its interest rate relative to market and competitors' rates. 3 The most

important single factor in explaining changes in loan demand has been the change

in Bank policy, driven primarily by the need to allocate scarce budgetary

resources.4

There have been major criticisms of the budgetary treatment of the Bank,

which will be reviewed briefly here. The first is that the Eximbank does not belong

in the Foreign Assistance Appropriation because it is not primarily a form of

foreign aid and does not have that purpose. Groups such as the U.S. Chamber of

Commerce have urged that the Bank be included in appropriation to be created for

international trade, or as a separate item on its own. 5 Such a move may serve to

clarify and delineate Eximbank programs within the budget but would not change

its substantive treatment. A more far-reaching argument is that the budgetary

authority for the Bank is more properly viewed in the light of federal credit

programs because it is a program limitation and not an appropriation. 6 However,

because of the concern in controlling off-budget financing and the less systematic

control system for federal guarantee programs, it is unlikely that the Bank will

escape inclusion in the budget.
0O

Formal Bank Policies

This set of criteria includes explicit policies followed by the Bank. These

policies are determined by the Bank itself, with input and review from the NAC

members and other concerned agencies. While they are expressed as explicit

guidelines, they often are not absolute decision-making rules and entail interpreta-

tion by the board.

i
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Interest Rate, Term and Cover. The United States supports the terms ot the

OECD Arrangement on Guidelines for Officially Supported Export Credit, and the

Eximbank standard terms are within those specified limits. The Eximbank

currently charges an interest rate of 12.4 percent, 12.0 percent, or 11.0 percent,

depending on the level of development of the borrower. These rates have been in

effect since the most recent revisions in the Arrangement in 3uly 1982. Prior to

that time a rate of 12 percent applied to all loans, which replaced the 10.75

percent rate in November 1981.

The Bank offers direct loans in maturities of between 5 and 10 years,

depending on the nature of the product and its useful life. Eximbank has

selectively increased the maturity of loans beyond ten years in order to ease the

annual cash payment burden and to make the loan more competitive. Amortization

is made in equal semiannual installments, with a grace period during construction.

This has come to be the accepted norm for official export credits, and is included

in provisions of the arrangement.

Eximbank requires a minimum cash payment of 15 percent, and does not

finance local costs up to that amount as some counterparts do. Local costs are

costs incurred within the importing country which are not associated directly with

the importation of equipment or services. Eximbank will usually cover between
6

42.5 percent (one-half the financed portion) and 65 percent of the export values. A

participating financial institution, normally a commercial bank or the Private

Export Funding Corporation, will finance the remainder, often with an Eximbank

guarantee (always under guarantee in the case of PEFCO). The amount of cover is

varied on a case-by-caie basis depending on the competitiveness of the situation.

Because the final rate to the importer is a blended rate of the Eximbank portion

and the financed portion, extending the cover is a means of lowering the effective

rate. Eximbank also takes repayment on the later maturities, or after the
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participating institution has been repaid. Eximbank offers an option to increase its

cover to 75 percent if the exporter agrees to finance the remaining 10 percent at a

rate no higher than Eximbank's.

The Bank charges a 2 percent, one-time front-end fee on all direct loan

authorizations. This fee was instituted in July of 1981 after the moratorium. Its

primary purpose is to generate additional revenue to reduce the Bank's expected

loss in FY 1982. Even though interest rates have been raised to more closely

reflect the Bank's cost of funds, it will take time for this to affect the average

(negative) spread in Eximbank's portfolio. In contrast, the front-end will have an

immediate impact on current earnings.

In addition, the Bank normally complies with provisions of special sectoral

agreements on aircraft and nuclear power. These call for a longer maturity for

nuclear power, and a 12 percent minimum interest rate (for U.S. dollars) on

aircraft. The Bank also will normally comply with the sectoral stipulations on

conventional power plants and satellite ground stations. The main features of the

OECD arrangement are summarized in Table 2.1 below.

In the past, the Bank has adhered much less strictly to a single interest rate.

Beginning in 1975, the Bank adopted a standard range of interest rates, varying

with maturity, with the option of going below scale to meet foreign credit

competition. With the accession to the Arrangement in 1978, the Bank generally

charged rates within 100 basis points of the minimum, and on rare occasions would

match other below-scale offerings, as in Tunisia in 1979. In order to emphasize

predictability and offer a standard package which was within a competitive range,

the Bank adopted a standard package of 65 percent cover with an 8.75 percent

interest rate, plus the 10/10 supplier participation option in April 1980. Due to

active export credit competition, loan demand increased and the Bank was forced
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Table 2.1

OECD ARRANGEMENT GUIDELINE

Minimum Maximum
Country Category Interest Rate (%)* Maturity (Yrs)

Relatively rich 12.40 5.0
Intermediate 11.35 8.5
Relatively poor 10.00 10.0

Special Sectors
Maximum Maturity

Conventional power plants 12
Ground satellite stations 8

Cash payment 15% A.

Amortization Equal semiannual installments after
shipment

Sectoral "Standstills" Outside the Arrangment

Minimum Maximum V
Interest Rate Maturity

Nuclear power none 15
Aircraft 12% 10

*For medium term credits of 2-5 years the minimum interest rates are
12.15% for rich, 10.85% for intermediate, and 10% for poor countries.

Note: This -Lble reflects the terms agreed to as of July 1982, and
does not reflect any changes resolved in subsequent negotiations.

to apply selective criteria to support those cases where financing was most needed

for a bid to be competitive. Indeed, a surge in authorized preliminary

commitments in FY 1980 exceeded the Bank's loan authority. (The Bank's planning

had been disrupted because a final budget level was not . -r until late in the fiscal

year.) To honor these PCs the Bank entered into an exTc .rdinary participation

agreement with PEFCO to yield the rate quoted in the PC without using direct loan

authority by effectively subsidizing the PEFCO rate.
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The large increase in market interest rates beginning in the fall of 1979 was

unmatched by a commensurate increase in Eximbank rates, so that loans with large

negative spreads were continuously being added to the Bank's portfolio. The

parameters of interest rate, cover, and maturity combined with the Bank's cost of

fund, budget authority and the competitive environment comprise the calculus

within which the Bank attempts to balance its conflicting policies of being

financially self-sustaining and competitive. In 1981, however, the prospect of

losses became the overriding concern, prompting the new board to raise interest

rates and institute the 2 percent commitment fee.

Financial Self -Sufficiency. While nowhere is it written down that Eximbank

must earn a net income on its operations, financial self-sufficiency has been

perhaps the most influential policy over the history of the Bank. In recent years

this has been overshadowed by the competitiveness mandate, but is now being

reaffirmed under Chairman Draper. The Bank quite consistently returned modestV

dividends to the Treasury until 1980, when the board decided to add all of the

Bank's income to reserves. That the Bank has operated independently at a profit,

has returned dividends to the Treasury, and does not actually constitute an

appropriation have all been strong selling points for the Bank in Congress. Until

the recent concern over export credit competition, the Bank faced fairly light

scrutiny by Congress and was a popular program, in large part because of its record

of self-sufficiency. The General Accounting Office does have formal responsibility

for monitoring the financial conditions of the Bank, but until the past twvo years

this financial review has been largely noncontroversial. 7

Financial self-sufficiency exerts a strong influence over the board, as it is

one measure of their effective and responsible management of the Bank. While no

board wants to be associated with lack of concern for supporting U.S. exporters,

neither do they want to be known as having 'broken the Bank."
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Foreign Content. The Bank does not finance any foreign content in projects

or products. Foreign content is that portion of a project which is sourced in

another country. There is no economic reason for financing exports from other

countries, although some competitors, notably Great Britain and France, are much

less concerned with foreign content. Foreign content financing is used as a tool of

competitiveness, as it simplifies the financing for the purchaser by placing it all

with one source, and subsidizes that component which may have had to be

commercially financed. In large projects where there is multiple sourcing this is

less of an issue because several sources of official export credit will be used. But

for goods with multisource components, this can be a factor.

Adverse Economic Impact. Taking direction from its statute as noted above,

the Bank will consider whether or not to finance an export if it can affect the

competitiveness of U.S. industry. If there is any question, Policy Analysis assesses

the probable impact of the export in terms of either import penetration or export

competitiveness in the affected industry. This is often most problematic with

product buy-back agreements, and the analysis varies depending on the type of

case. In practice, while the argument may be framed in economic terms, the

decision is often made on more political grounds. Adverse impact is a particularly

strong criterion when the affected industry is one already undergoing adjustment to

4Schanging trade patterns, and thus more sensitive to foreign competition. The

Labor Department is generally the chief spokesman for these affected industries

because of the potential employment effects. In the current climate of limited

4Uresources if there is a likelihood of adverse impact, then the loan will probably not

be approved. In the past the debate was often more protracted and the "double

injury" argument would have carried more weight. 8

Targeting. The criteria which together constitute the current approach of

the Bank' to "target" its resources span the distinction between formal and informal

policies employed here. The targetirg approach, formulated explicitly under
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Chairman Draper utilizes both a more stringent application of established criteria

and the introduction of new ones. These criteria are listed in Table 2.2 and

described in further detail below. The criteria are evaluated on an individual case

basis, and assume varying weights in the overall decision.

Table 2.2

CRITERIA EMPLOYED IN TARGETING

Existing Criteria

Export credit competition

Monopoly position

Rich country exclusion

Project/product distinction

Newly Introduced Criteria

Old generation aircraft

Dependence on export markets

Importance of financing to bid (Tech-
nological advantage and sensitivity of
buyer to financing)

0 Presence of Export Credit Competition. In most cases presented to the Bank

for a financing commitment, there will be competition offering official financing.

The Bank will often request the evidence of competition, but does not make this a

requirement for consideration. Loan officers delineate the extent of foreign

competition in the PC memorandum to the board. In international tender

situations, the purchaser normally will give information as to who the bidders are

but does not release details of competing bids prior to awards. The Exchange of

Information through the OECD aids to an extent the knowledge of competitor's

financing, but in many cases the Bank staff's familiarity with foreign financing

lip
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systems enables them to estimate the terms of foreign offers once the competitors
- g

are known. The Exchange of Information then operates as a kind of verification.

In cases brought to the Bank as negotiated sales, with no formal competition,

the Bank exerts closer scrutiny. Here the threat of competition is an implicit one, -.5 I

and the staff and board are forced to rely on the exporter, the importer, and their

own knowledge of the industry and country for input. Clearly, the arguments of

both the exporter and importer may not always be reliable, as their interest is in

receiving the most favorable financing terms. While the Bank does still back cases

involving negotiated sales, an exporter will have a much harder time receiving

support from the Bank without documented competition.

6 The Bank makes a special effort to determine the use of "predatory"

financing in its assessment of competition. However, information on mixed credits

(the comingling of aid funds with export credits) or below-scale financing is

difficult to establish. While the October negotiations produced an improved

reporting procedure for mixed credits, its impact has not yet been made clear.

Monopoly Position.9  The Bank applies the competition criteria in a more
40

specific manner to U.S. producers for which there exist no competitors. Exporters

with unique products are considered to be less dependent on competitive financing

terms for their sales than those who face active competition. At the present

time, the only products (outside of aircraft) to which this criterion is specifically

applied are certain types of walking drag lines used in mining.

Aircraft. Aircraft have been the single most important industry in Eximbank

direct lending, claiming between 30 percent and 50 percent of the direct loan

authority each year, depending on the industry order cycle arid the Bank's policy.

The Bank concentrates its support on new-generation, medium-range aircraft which
V

is the most competitive sector due to the presence of the Airbus consortium.' 0

The Bank also does not extend credit for old-generation aircraft to rich

countries. The rationale is that there is no direct foreign competition for these

I
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aircraft. The Bank normally supports old-generation and long-range aircraft with

financial guarantees. General aviation aircraft are occasionally financed through

direct loans, but are also handled through the medium-term supplier credits

programs.

Aircraft were not included in the original OECD arrangement, although a

separate "standstill" was agreed to which entailed an adherence to then current

practices. However, in August 1981, an agreement on interest rates and cover was

reached with the Airbus consortium governments which set a minimum of 12

percent for dollar financings and maximum cover of 42.5 percent. (Most

commercial aircraft are financed in dollars, including Airbus.) This is the current

rate charged by the Bank. Prior to the increase of Exim rates to 12 percent in

November, aircraft were usually financed at a higher rate than Eximbank's

standard interest rate. The standard cover for aircraft loans is 42.5 percent, which

is not increased selectively as with other product groups.

The current competition in medium-range aircraft is particularly intense

because of the importance of follow-on sales in the aircraft industry. Airlines will

be more inclined to expand their fleets by purchasing additional aircraft of the

same type because of the economies inherent in standardizing maintenance,

training, spares inventories, etc. In addition, subsequent purchases of spare parts

significantly increase the sales generated by the initial aircraft, particularly for

the engine manufacturers. Hence it is not just a one-time competition, but the

establishment of a long-term market presence that will generate later sales which

is at stake. The Bank has made a conscious attempt in the past year to reduce the

portion of its resources claimed by aircraft. Under the previous administration,

much less selective support was offered to long-range and old-generation aircraft.

A more selective approach was necessary to control the expected loan demand to-

within manageable limits, while still providing support where competition was

g rea te st.
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Rich Countries. Beginning in 1981, the Bank adopted several criteria to

target its loans to areas, industries and cases where they can be most effective, in - U

order to best utilize its limited resources. One aspect of this effort is the Bank's

policy to avoid extending credit to rich countries. The great majority of Eximbank

credits to "rich" countries, meaning the other industrial nations and the surplus oil

producers, have been for aircraft. The use of export credits to finance sales to

other industrial nations is an aspect of official financing the U.S. has been trying to

reduce or eliminate, but with limited success. In terms of access to finance or

buyer sensitivity to financing terms, there is little reason for the Eximbank to use

its resources financing exports to other industrial nations, and this is only done

where competitiveness is an especially compelling argument as in recent sales of

new-generation aircraft. This criterion is currently being applied much more

stringently than in the past as part of the overall targeting approach.

Dependence on Export Markets. The Bank now assesses, on an industry basis,

the importance of export markets to the growth of that industry and the impact of

current sales on current production. In practice this has meant the identification

of industries with significant order backlogs as not critically dependent on the

financing terms of current sales for their long-term health and survival. The Bank

formulated this criterion with the realization that some sales would be lost, but

that the industry would not be hurt as badly as others competing for direct loan

resources. Such a determination was made for the offshore oilfield equipment

industry in 1981, and the Bank established a policy of not supporting these exports

with direct credits. However, the policy was not sustained. There was a torrent of

reaction from the industry claiming that it was being unfairly singled out. This

pressure, combined with a drop-off in drilling activity, and hence equipment orders
U

due to falling oil prices, led the Bank to reconsider its position and abandon that

particular application of the policy. No other such determination has been made to
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date, and it is unclear whether the Bank will continue to identify industries on this

basis as not requiring direct credit support.

Informal Eximbank Policies and Procedures

This set of criteria consists of less explicit or less well-defined Bank policies

and is more dependent on the decisionmaking process of the Bank staff and board.

The staff is often the most influential group in terms of how these criteria operate

or are applied. Many of the informal policies are the result of procedures and

approaches that have been followed by the Bank for a period of years. Most

involve a high degree of judgment on the part of the staff and board, who tend to

be guided by established practice.

Importance of Financing to the Bid. In order to utilize its limited resources

in a manner that will have the maximum effect on the Bank's support for exporters

facing subsidized foreign credit competition, the Bank attempts to target its

resources to those cases where financing is most important in making the sale.

Case-by-case "targeting" has become an important part of the current board's

policies, and although these policies are not delineated nearly enough to be

explicit, formal policies, they have several identifiable components. The board

believes that individual cases can be identified where the financing terms are the

key element in competitiveness, and this assessment is largely made at the board

level with input from the staff.

A primary basis for assessment is whether the U.S. product possesses a

technological advantage over its competitors. The basic premise is that goods

which are differentiated with respect to quality, technical performance, service,

reputation, etc., are less sensitive to financing terms as a competitive factor in

sales. With such an advantage the U.S. producer is likely to have a better chance at

winning the sale on those grounds even though the financing terms are not as

4.
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favorable as the competition's. A frequently cited example of this criterion is the

recent sale of satellite communications equipment to Australia.11  The board-

concluded that the U.S. producer, Hughes Aircraft Company, had a significant

advantage in its product technology and experience. The Bank offered only a

financial guarantee, and Hughes won the sale without direct credit support.

Another consideration evident in the Hughes Aircraft/Australia case was the

sensitivity of the buyer to the financing terms. Australia clearly has the ability to

pay market interest rates, and thus was less constrained in choosing between a

superior product or lower financing costs. For many developing countries,

however, resource constraints and international payments positions may result in

the financing terms taking precedence over considerations of quality and perfor-

mance. It is a frequently expressed opinion at Eximbank that private sector buyers

tend to be more quality conscious in their decision-making than do state-owned

corporation or government agencies. Consequently, this criterion may lead to

fewer credits to private sector buyers.

One of the problems of the case-by-case targeting approach is the difficulty

of obtaining accurate information. The application of this criterion rests upon the

assessment by the board and staff members involved in the case of the importance

of various competitive factors. The accuracy of their assessment is dependent

upon their knowledge of the exporting firm, the industry, the competition and the

importer. While no doubt the board and staff are among the most qualified persons

to make decisions on this basis, there is a great deal of discretion involved. In

order, in part, to improve the Bank's information on select industries and the

* position of U.S. firms in those industries, the Chairman recently established the

Business and International Review Division at the Bank. The BIRD is intended to

serve as a focal point in information gathering on industries and also in tracking

large cases. As with any policy designed as an initial selection procedure,
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monitoring the policy's success is also problematic. It is clear in cases where

direct credit is denied and the export still goes ahead--as it is in cases where the

export is lost even with direct credit support. The other two possible outcomes,

success in the sale with direct credit support and loss with a guarantee, are

ambiguous.

The importance of financing to the bid is the major determinant of the level

of Eximbank support. The Bank will extend its cover to 65 percent in cases where

financing is a key factor in competitiveness, and will also hold out the option of the

10-10 supplier participation agreement. The other major means of increasing the

competitiveness of a bid's financing has been the extension of maturity. This was

the primary tool currently used by the Bank to counter particularly concessional

foreign credit terms. The extension of maturities has been the favored weapon

against the "grand fathering" which has been prevalent in the period following the

increase in the interest rate matrix of the Arrangement in November. While often

matched by competitors, such extensions in maturity are comparatively easier for

Eximbank because of the longer maturities available in the U.S. government bond

market.

Project/Product Distinction. A separate criterion which the Bank has long

applied is the distinction between project and product. Normally, only project

financings are eligible for direct credit support, whereas products will be handled

in the supplier credit programs. This determination is usually made as part of the

screening process for any new request for financial support. There are several

fcoswhich influence the determination.

First, the lead time involved before the final prospect is operational is an

important consideration. Generally, this means that the project must be construc-

ted in situ, as in a turnkey factory, power plant, mine, transportation facility,

communication system, etc. The only major product area which does not involve a
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gestation period between shipment and the time it earns revenue while still

enjoying direct credit support is transportation equipment. The rationale for this

distinction is twofold: there is greater risk inherent in the construction phase

which private sources of financing may be unwilling to assume;, and the lag between

shipment and revenue earning makes financing a relatively more important

consideration in the viability of the project.

Second, the number of suppliers is also used to determine project status. A

large number of suppliers makes the credit easier to handle, for both the Bank and

the buyer, through a single loan to the buyer rather than a series of supplier

credits. A large number of suppliers is also indicative of the complexity of the

project.

Third, the size of the project is an implicit criterion. Formerly, the Bank had

an explicit cut-off of $5 million for direct credits. Although this is no longer a

* stated policy, it is clearly still a rough guideline that the Bank uses. However,

* even as a guideline it may be increasingly irrelevant, since the cost of any project,

otherwise construed, has escalated significantly in recent years. This is not to say

the Bank discriminates against small exporters, but that transaction size is one

factor determining direct credit elegibility. Indeed, loan officers typically expend

proportionately greater time and effort on smaller transactions since they require

the same procedure. Moreover, smaller exporters may not be as experienced in

working with the Bank and, therefore, require greater loan officer participation in

* packaging a transaction.
WI

Finally, the useful life of a project is also a consideration in the project/prod-

uct determination. A long payback period for a project is, of course, easier to

finance on longer terms. The Bank tries to match the useful life of a project with

the term of the loan. This is often difficult in projects with many different

components, and the Bank tends to "bundle" these components together into a
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direct loan. For example, construction machinery may be a part of a project's

financing, but its use will be limited to the early stages of the project and it may

have a short product life. Also, fuel rod assemblies are often financed along with

nuclear power plants, even though their useful life is roughly three years. Spare

parts and credit memoranda for unspecified spares may often be as much as 15

percent of the purchase price of an aircraft, but these are used up in a short period

of time.

The project/product distinction has played a major role in determining the

types of industries and exports the Bank has financed through direct loans. This

criterion more than any other has led to the concentration of Eximbank lending in

big-ticket, long-gestation, long-payback types of industries. Large, long-term

projects are more sensitive to financing terms. Therefore, these projects are quite

naturally the ones for which the greatest competition in export credits has

developed.

Strategic Considerations. As was mentioned with respect to fleet-building

and follow-on sales in the aircraft industry, strategic considerations for U.S.

industry and the exporter are a factor in the Bank's decision. The importance of

penetrating new markets, in terms of countries and products, is not expressed as a

formal policy and is difficult to weigh as a criterion. Establishing a market

presence has been a goal for certain countries. An example is former French

colonies in Africa, where it has been difficult for U.S. exporters to break new

ground. These types of considerations are not primary motives for Eximbank

support, but can be important as additional factors in specific cases.

Project Evaluation and Financial Analysis. Prior to the escalation in export

credit competition, standards of credit worthiness were perhaps the most impor-

tant criteria applied. Project viability and credit risk still are important

determinants of Exim support, in the sense of meeting minimum standards. Exim
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engineers evaluate the technical feasibility of projects as a preliminary screening

process. Utilizing a team comprised of an engineer, a loan officer, country

economist and attorney, the viability of the project is assessed on a variety of

baeThe financial analysis undertaken by the loan officers examines the cash flow

generated by the project, the sensitivity of cost and revenues to exogenous factors

such as price fluctuations, and the subsequent ability of the project to service the

debt. The financial condition of the buyer is also examined. This is particularly

important in sales to foreign private firms. In cases where the financial position of

the firm is questionable, the Bank will request a government guarantee. The Bank

is generally predisposed to lending under government guarantee rather than taking

risks on the stability of private firms. The financial position and general

performance of government corporations and agencies is also reviewed, although

not as thoroughly.

Country risk is assessed by Bank economists. In terms of overall risk, there

are certain countries "off cover" on the basis of their economic situation and

international payments position. However, these are not identical to the classifi-

cation of countries for short-term insurance programs. The economic climate for

each specific project is also assessed. The Bank does not, as it has in the past, pay

much attention to the economic suitability of the project for the country, except

insofar as it affects the project's viability and cash flow projections. In riskier

countries, the project is subject to greater scrutiny than in less risky countries.

For example, in countries which the Bank views as higher risk, a project is

expected to either earn significant foreign exchange revenues or be self-liquidating

in local currency. Where country risk is not substantial, the Bank may be more

willing to support a financially risky project, under government guarantee.
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In general, the shift in emphasis to competitiveness has resulted in a

relaxation of the credit-worthiness standards of the Bank. One aspect of this

relaxation is the trade-off between the two sets of criteria, and the resulting lack

of consistency in standards of cred it -worthiness applied.

The Bank's overall exposure to individual countries is a concern in direct

lending, but is not an absolute standard. The Bank does not set specific exposure

limitations. Rather, it factors this concern into the overall decision, thus 1

eliminating marginal projects that might have otherwise been supported if exposure

were not a consideration.

Support for Specific Industries. As part of a broader set of U.S. government

policy concerns, the Bank is committed to the support of nuclear power plant

exports. As a result of the lack of new domestic orders for nuclear power stations,

I Ir the industry is almost totally dependent on export markets for new orders. As

most other industrial countries have their own nuclear industries, the primary

markets for new orders are in the NICs and the less industrialized OECD members.

Hence, export credits are an important aspect of government support of the

industry. The coordinated support for nuclear plant exports was recently demon-

strated by the State Department denial of safeguards to the French for nuclear

fuel supplies to Taiwan in the event of their winning the contracts for construction

of nuclear plants there. 12 While the move was aimed at countering the French

financing offer of 7-3/4 percent without lowering interest rates, it demonstrated a

* willingness to use leverage which has not been shown for other industries.

Export Credit Negotiations. As was mentioned above, the Bank's primary

tool for increasing its competitiveness has been the extension of the maturity on

direct loans. In addition to countering especially concessional credit terms,

derogations on maturity have also been aimed at inducing cooperation in the

reduction of subsidies in export credits through the OECD Arrangement. In the

0
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period preceding the 1982 negotiations, the Bank pursued a strategy of selective

derogation on maturity aimed at influencing countries reluctant to revise the

OECD Arrangement to reduce subsidies. 13

This use of derogation on maturity for its influence beyond the outcome of

the specific case is not, in practice, different from its use to increase the

competitiveness of the Bank's financing. However, the motivation differs, and

hence, the frequency with which this criterion is applied will vary depending on

U.S. strategy in the export credit negotiations. The Bank is currently bound to

adhere to the terms of the Arrangement. In the event of a lapse in the recent

progress made in the OECD, or even the dissolution of the Arrangement, the

extension of maturity beyond 10 years will probably become a more standard means

of achieving competitiveness.

Foreign Policy Goals. Eximbank lending has been used as an instrument of

foreign policy both in the withholding of export credits which is a clear statement

of U.S. disapproval of a country's policies, and in extending credits as a

facilitating factor where increased trade and economic relations are an important

goal of U.S. foreign policy. Export credits can have an important role where

imports of U.S. capital goods are desired, as in the NICs and Eastern Europe, or

where the country has extremely limited access to external finance, as was the

case in the recent extension of a line of credit to Jamaica. It is relatively

infrequently that direct loans are initiated for political purposes (as they were in

the Jamaican case). However, they do often form part of an ongoing support for

increased trade with certain countries.

The actual effectiveness of Eximbank loans in furthering foreign policy goals

is not clear. While there is an obvious value in achieving harmony of U.S.

government actions towards a country, this is most important in the negative

sense. The use of Eximbank credits for foreign policy purposes has been criticized
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as a perversion of Eximbank resources, yet such loans have constituted a relatively

small portion of authorizations in the past. In the current policy c3. .+ext of

targeting resources, there is more limited scope for the extension of credits for

political purposes and a greater degree of usefulness must be demonstrated.

In general, there has been little coordination between U.S. foreign assistance

policy within AID and export credit policy. The aims and activities of the two

institutions differs, and the distribution of their lending is quite different across

q countries.14 However, the U.S. AID mission in Egypt has launched an experimental

trade financing program to match foreign subsidized credit offers, and the Trade

Development Program with AID has an export financing component. While these

are both small programs, if they succeed and expand there will be a greater need

for the harmonization of trade financing policy between the two institutions.

Pressure from Exporters. Exporting firms press their case at the Eximbank in

a number of ways. Those firms which are traditionally heavy users of the Bank

maintain contacts at all levels within the Bank, and make sure that their case is

heard on individual loan requests. They may also lobby in Congress and with the

Administration, but this is less direct and may be less effective on all but the

largest cases. This contact with board members and staff at the Bank is desirable

in that it keeps Bank officials in touch with industry concerns. However, it does

also make it easier for them to get a hearing than for smaller exporters who have

had less experience with the Bank. While smaller exporters are probably not

disadvantaged by lack of knowledge of Eximbank procedures, given the willingness

of loan officers to help prepare their cases, they probably are disadvantaged in not

knowing the importance of making their case well known at the Bank and elsewhere

in the government.

The effect of such lobbying on the Bank is difficult to assess in terms of

decisions on specific cases. (Virtually all interview respondents suggested there



-51- -.

was influence at the Bank but to differing degrees.) Major exporting firms lobby

extensively in the Congress, with the Administration, and at the Bank over the

Bank's budget and policies. In addition, associations of firms are also active in

speaking out on Bank policy and budget authority levels.

Institutional Character. It is difficult to accurately identify and assess the

biases that are present in any institution, including the Eximbank. It is perhaps fair

to say that the Bank staff prefers to follow established precedents, and may not be

responsive to new policy initiatives from the board. There is a strong collective

identification with the Bank as an institution, and a reluctance to give up its

independence to the directive of other agencies. Loan officers value their ability

to structure loan packages according their own judgment on what is necessary in

terms of standards of credit-worthiness and competitiveness. They appear to be

unsympathetic to the addition of other policy constraints. The influence of the

senior staff in the implementation of policy tends to further preserve the

institutional biases that do persist.

As a result, predispositions toward particular industries, countries, and firms

exist and change slowly. The Bank has probably been too sympathetic to the

aircraft industry, and perhaps to some other industries traditionally supported by

the Bank. Experience, familiarity and the identification of the Bank's ability to

serve the export finance needs of particular industries with the future of those

industries are certainly all factors. The same factors apply to specific countries

and firms. It is enough here to note their existence in general, and the fact that

these considerations do influence the allocation of Eximbank lending.

Assessment

The exposition of criteria in this chapter points out two characteristics: the

reliance on case-by-case assessment and the informed judgment of the board and
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staff; and the multiplicity of objectives, and hence criteria, which face the Bank.

The criteria serve as general guidelines for decisionmaking, leaving a high degree

of discretionary authority ultimately to the board. This is inevitable to a certain

extent, given the conflicting constraints imposed on the Bank which require an

element of flexibility in decisionmaking. This flexibility can also create inconsis-

tency in terms of adherence to explicit, articulated policy goals.

The Bank has always relied on a case-by-case assessment, but several criteria

currently applied by the Bank have increased the importance of individual board

decisions. The use of selective extension of maturity to enhance the Bank's

competitiveness has meant that the Bank's overall competitive posture is

dependent upon the individual case assessments of the board, rather than on a set

of explicit criteria. In a similar manner, targeting by the board's assessment of the

importance of financing to the bid, while based on certain criteria, makes the

allocation of Bank resources a function of the collective set of case-specific

factors which influence each sale, rather than of an overall policy designed to

promote allocative efficiency. Consequently, the success of the Bank's direct loan

program in meeting competition with fewer resources rests on the board/staff

judgment on an individual case basis. The need for a fairly rapid decision on

issuance of a PC has resulted in no formal procedure being developed for

comparing and ranking separate cases. There is no assurance of consistency across

cases, as each case is assessed for what financing package is needed to make that

particular sale. This has created a climate of uncertainty. An exporter has little

advance idea of how his case will be treated. It also tends to increase the lobbying

effort since there is more at stake in each board decision, and hence a greater

potential return to a successful lobbying campaign.

The case-by-case assessment poses similar problems for the staff in their

preparation of cases for board review. Loan officers are often unable to gauge the

UI
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response of the board to a particular case, and hence may be put in a position of

7! having structured a loan incorrectly in the view of the board. The uncertainty

which results makes their job more difficult. This is one factor contributing to the

current low level of morale among Bank staff.

The high degree of discretion the board exercises on individual cases also

increases the role of personal factors in decisionmaking. One example of this is

that exporters and bankers "follow" board members on their overseas trips. They ~
will try to time the presentation of credit applications so that it comes soon after

a board member has visited a country, because they are often more receptive

having recently been there.

The Bank has traditionally relied on an individual case approach because of

the number of conflicting pressures on its decision to extend credit. Some cases

may be important for competitiveness, others because of the unavailability of

other sources of finance, strategic industry considerations, foreign policy interests,

their influence on export credit negotiations, etc. A set of more explicit criteria

ranked by priority would reduce the Bank's flexibility to meet these different goals

for occasional cases where they may be particularly important. The other federal

agencies involved with the Bank benefit from this flexible approach because it

allows them the opportunity to express their support or objection in cases which

are particularly important to their interest. Indeed, a more explicit set of criteria

would require sorting out the conflicting demands on the Bank, and the formulation

of a strategic plan for the effective support of U.S. exports. Until such time,

these criteria largely function as considerations to be weighted by the Board in its

decisionmaking process.

The importance of each criterion in the Bank's decisionmaking process is thus

difficult to weigh. However, ft is possible to summarize which criteria present

considerations for the board to assess, and which constitute effective prerequisites
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or explicit exclusions for Bank support. This breakdown is shown in tabular form in

Table 2.3.

The conflicting pressures on the board to provide competitive financing with

limited and probably decreasing resources present the need for some form of

targeting. The Bank has imposed explicit policies as part of this effort, as in

aircraft and exports to rich countries, and has attempted another with respect to

oil-drilling equipment. The fact that the application of the export dependence

criteria in oil-drilling equipment was short-lived will probably deter the further

application of this, as well as other, explicit criteria. It is uncertain whether the

Bank would have persisted in its application of this criterion if industry backlogs

had not fallen off. However, it is likely that the board will continue to rely

primarily on its case-by-case assessment of the importance of financing as a means

of targeting its resources. The major drawback to this method of targeting is that

it has not produced a consistent, predictable pattern of support for U.S. exports. .

Table 2.3

CLASSIFICATION OF CRITERIA

CONSIDERATIONS REQUIREMENTS/EXCLUSIONS

*Technological Advantage Presence of Competition

Sensitivity of Buyer to Financing Aircraft

Adverse Economic Impact Statutory Negative Restrictions

Rich Countries Monopoly Position

*Dependence on Export Markets Foreign Content

Support for Specific Industries Project/Product Distinction

Influencing Export Credit Negotiations

Foreign Policy Goals

Pressure from Exporters 4

Country Risk

Financial Analysis

Country Exposure

NOTE: General considerations are not included here.
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NOTES

1. All quotes in this section are from the Export-Import Bank Act of 1945. 12
U.S.C. 635. Page numbers refer to the pamphlet publication of the Act
distributed by Eximbank.

2. The deleted clause read, "and shall also take into account... the observance
and respect for human rights in the country to receive the exports supported
by a loan or financial guarantee and the effect such exports may have on -Ar
human rights in such country." Inserted by P.L. 95-143, October 26, 1977.

3. Eximbank, Policy Analysis Staff, "Factors Contributing to the Demand for
Export-Import Bank Loan Authorization," January 30, 1980; and the "Update,"
November 12, 1981.

4. "Update," p. 2.

5. U.S. Chamber of Commerce, "Competitive Export Financing," statement
approved November 11, 1981, p. 1.

6. Lisa Barry, "The Effect of Eximbank Programs on the Federal Budget,"
U.S.T.R., November 1980. Also, Congressional Budget Office, "The Export-
Import Bank: Implications for the Federal Budget and the Credit Market,"
Staff Working Paper, October 27, 1976.

7. The G.A.O. has not, however, been a primary spokesman for the importance
of the Bank's financial condition. Financial and Other Constraints Prevent
Eximbank from Consistently Offering Competitive Financing for U.S.
Exports. Report to the Congress, April 30, 1980; To Be Self-Sufficient or
Competitive? Eximbank Needs Congressional Guidance. Report to the
Congress, June 24, 1981.

8. Double injury refers to the argument that another country will supply the
equipment anyway, thereby denying the U.S. the original export while still
creating the increased capacity overseas.

9. This policy is the logical extension of the "technological advantage" criterion
discussed under Informal Policies below. Because it is explicit and the Bank
identifies specific products it will not support on this basis, it is included here
as a formal policy.

10. Included in this category are the McDonnell Douglas DC-9-80 and DC-10-10,
the Lockheed L 1011-1000 and L1011-200, and the Boeing 757 and 767.

11. Testimony of William Draper before the Subcommittee on Foreign
Operations, House Committee on Appropriations, March 4, 1982.
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12. "An Exim Sweetener for a Nuclear Contract," Business Week, December 28, -

1981, p. 65.

13. Testimony of John Lange in Hearings on the Eximbank Budget before the
Subcommittee on International Trade, Investment, and Monetary Policy of
the House Committee on Banking Finance and Urban Affairs, April 28, 1981,
p. 445.

14. C.B.O. "The Costs and Benefits of the Eximbank Loan Subsidy Program."
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II. THE PATTERN OF EXIMBANK LENDING

The overall pattern of Eximbank lending is a result of the criteria described

in the previous chapter. In this chapter the distribution of Eximbank lending by

sectors is examined and related to several industry characteristics. The main

element used to quantify the distribution among industries is not the volume of

loans, but the amount of the subsidy inherent in those loans. The subsidy

magnitude is used because it reflects the impact upon the industry, to a greater

degree than the face value of direct loans. The limitations of the study do not ...

permit the use of a strict cost/benefit calculus to delineate the net effects of the

subsidy on the economy as a whole.

The distribution of Eximbank direct loans among industries is highly concen-

trated among a small group of capital goods. This is primarily a result of the

bank's support of project-related equipment and machinery with a term of five

years or more. There is a much broader distribution of Eximbank support in the

medium- and short-term programs. The sectoral concentration may vary exten-

sively in each year because of the influence of large projects such as nuclear power

stations, or of cyclical factors such as the introduction of a new generation of

aircraft. The loans authorized in any year will often reflect the policies of

previous years, because of the lag between issuance of a PC and its conversion to

an authorization. The actual disbursement will come in stages up to a final

"starting point" for amortization several years after thF ioan is authorized,

creating a lag in the effect on the Bank's portfolio. The d ibution of Eximbank

direct loans by sector is shown in Table 3.1 for 1980-1981. These clearly show a

* concentration in aircraft and electric power plants, which together account for

* over 60 percent of total direct loans in each year.
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Table 3.1

EXIMBANK DIRECT LOANS BY SECTOR

1980 1981
Loans Loans

Sector Authorized Percent Authorized Percent
($ Thousands) ($ Thousands)

Agriculture 8,923 0.22 4,133 0.08

Communication 351,037 8.68 344,597 6.83

Construction 38,294 0.95 94,389 1.87

*Electric Power 1,101,969 27.24 678,300 13.44

*Manufacturing 242,052 5.98 453,250 8.98

*Mining & Refining 357,589 8.84 667,643 13.23

*Transportation 1,819,104 44.97 2,695,131 53.42

Misc. Credits 121,349 3.00 107,992 2.14

Misc. Products 5000.12 000 0.00

GRAND TOTAL 4,045,318 100.00 5,045,436 100.00

SOURCE: Authorizations Report.

The Subsidy in Eximbank Direct Loans

The subsidy inherent in Eximbank direct loans is the most controversial

attribute of the Bank's programs. If the Bank were to make its loans at market

rates of interest, there would be much less concern over the size and nature of the

Bank's programs. As suggested by the importance of competition in the discussion

of lending criteria in the previous chapter, the terms of the Bank's direct lending

and thus the level of subsidy are partially in response to foreign credit subsidies.

The pressure of providing competitive finance is the primary reason for the subsidy

in Eximbank direct loans. This orientation of the subsidy in Eximbank lending

distinguishes it from subsidies aimed at fostering specific types of economic

activity, and from export subsidies directed at improving the balance of trade; it is
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essentially a retaliatory measure to counter foreign subsidies. The effect of any

subsidy is to increase economic activity above what it would have been without the

subsidy. In the case of a retaliatory subsidy such as Eximbank lending, the effect is

* in principle to restore what would have been the allocation of production without

No the intervention of foreign subsidies.

The subsidy component is an important aspect of the Bank's direct loan

program because it measures the cost associated with the program and gives an

indication of the impact on domestic industry. While the Bank is the agent for the

subsidy, the costs are transmitted through the credit markets to U.S. consumers

because of the additional government borrowing required to fund the loan. The

direct beneficiaries of the subsidy are the exporting sectors affected, and the

importers receiving the loan at lower than market rates. The distribution of the

subsidy between importer and exporter is not clear without making assumptions

about the competitive situation and the exporter's pricing behavior. It is likely

that some portion will accrue to the exporter, and Janos Horvath has suggested

that in practice most of the subsidy benefits the exporter.1 There is a benefit to

the economy as a whole insofar as the Bank's lending program restores what would

have been a market allocation of production with greater overall efficiency and

higher productivity. In this manner, however, the Eximbank subsidy is a "second-

4 best" solution, which cannot exactly recreate the "best" world of no export credit

subsidies. The difference lies in the fact that the subsidies, even if offsetting, will

en effectively expand the markets for those goods. The Bank's subsidy program

aims to restore the allocation of production, but does so within a market for

capital goods that is expanded through widespread subsidization of export credit.

The net effect of the subsidy, to the extent it is effective, is then to increase

production beyond the levels of the "best" situation, while restoring the allocation

among countries.
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The subsidy is defined as the difference in financing costs between what the

importer would have paid for a loan at market rates, and an Eximbank loan. The

subsidy is then a stream of periodic flows over the life of the loan, which are

discounted to yield a present value figure. For Eximbank direct credits, the

calculation was made based on discrete semiannual payment periods, according to

the following formula:

n (i-r) P.
S = E i *

j=l F1IT-

where:
S = Present value of subsidy
i = Market interest rate
r = Eximbank interest rate
n = Total term of loan
m = Term of participation finance

Pj = Principal outstanding in period j
= P, Amount of Eximbank loan for any period of

participation finance (j = I to m);
otherwise equal to (n-m)+L-i p

The data for the calculation were taken from the Eximbank Authorizations to Date

for FY1978-1981. The market interest rate used is an average of yields on long-

term straight Eurodollar bonds, taken for the month in which the loan was

authorized.

The assignment of a market interest rate poses problems in the subsidy

calculation. Most developing countries that borrow from Eximbank would normally

have access to floating rate loans in the Eurocurrency bank credit market.

However, the current rate of a floating rate loan is no indication of its average

cost over the life of the loan. In addition, short-term rates on which syndicated

loans have been based have recently been higher than comparable fixed rates; an

inverse of the normal yield curve. Due to the difficulties in comparing fixed rates

with floating-rate loans, a fixed rate loan from the international bond markets was

used as a comparison. This rate represents a market that is normally used by

corporate and higher-grade sovereign borrowers. As such, it does not adequately
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reflect the market rate of a loan to riskier developing countries, and will

understate the subsidy. The rate is also that prevailing at the time of authoriza-

tion, not of disbursement, which is when a loan would actually be drawn down.

The disbursement schedule for loans was not known, and was assumed to be

six months before the first amortization payment. For large project loans,

disbursement actually takes place over a period of time ending six months before

the first repayment. The effective term of the loan is longer than the S
amortization period would suggest for these types of loans with long gestation or

construction phases. This factor and the choice of interest rate will mean that the

* calculated subsidy is understated.2

A The discount rate used is the market rate of interest. Loans are discounted

back to the date of assumed disbursement. Therefore, the subsidy represents an

estimate of the present value of the difference in financing costs between a loan at

Eximbank rates and one at commercial rates, at the time of disbursement or

shipment, based on market interest rates prevailing at the date of authorization.

The total subsidy and the ratio of subsidy to loan amount and subsidy to export

value are shown in Table 3.2. The subsidy/loan ratio is the rate of subsidy relative

to the loan amount, and indicates the subsidy element of the direct loan programs.

The subsidy/export value ratio is indicative of the overall price effect of the

subsidy, and hence of the impact on the purchasers' decision calculus. A breakdown

by product sector is given in Table 3.3. It is clear from the data that the Bank's7

subsidy has steadily increased since 1978, as Eximbank rates were not raised along

with market rates, but kept low to preserve competitiveness.

The product category breakdowns show a large degree of variation among

product classes. This is partly due to the influence of individual cases, such as the

satellite broadcasting equipment sale to Cyprus in 1980 at a 6 percent rate. Power

generation equipment is consistently more highly subsidized by both ratio
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Table 3.2

EXIMBANK TOTAL SUBSIDY
1978-1981

Subsidy Amount Subsidy/Loan Subsidy/Export0
Thousands Value

*FY 1978 47,061 .016 .010

FY 1979 225,329 .0.59 .035

FY 1980 517,096 .127 .066

FY 1981 904,680 .179 .108

measures. Reflecting the higher rates charged on aircraft loans, this product

sector shows a lower subsidy ratio. The magnitude of the subsidy has grown

relative to the exports supported and the volume of loans.

Any calculation of the subsidy element in the direct loan program is sensitive

to the assumptions employed. As stated above, the calculation presented here is a

conservative estimate, and understates the true subsidy. The major parameter

influencing the magnitude of the subsidy calculation is the market interest rate

series chosen. Differences of several percentage points among various interest

* rate series are common, which would change the spread over Eximbank rates to aS

much greater degree. The weighted average interest rate charged on Eximbank

loans is shown in Table 3.4, compared to the international bond rate used as an

S indicator of private market rates in the subsidy calculation. For comparativeS

purposes, the average 6-month Eurodollar rate is also shown, along with the

average rate for long-term U.S. government bonds, which is indicative of the

* Bank's actual funding costs.

40



Table 3.3

EXIMBANK SUBSIDY CALCULATION

FY 1981

Subsidy
Percent Subsidy! Subsidy!

Product $Thousands of Total Loan Export Value

Construction Equipment 6,703 0.7 .167 .098
Mining Equipment 17,225 1.9 .143 .093
Oifield Equipment 39,955 4.4 .186 .088
Special Industry Machinery 117,577 13.0 .193 .135

Textile 1,375 0.3 .121 .073
Wood Products 480 *.116 .087
Paper Industry 5,025 0.6 .151 .067
Petroleum Refining 107 *.158 .067
Chemical Plant 4,541 0.5 .203 .108
Cement Plant 4,541 0.5 .103 .108
Metal Refining 1,763 0.2 .092 .030
Other Special Industry 97,798 10.8 .201 .144

Steel Mills 39,761 4.4 .136 .118
Computers 210 *.189 .080
Electric Power 123,199 13.6 .197 .142

Boilers 14,081 1.6 .176 .139
Turbines 26,786 3.0 .167 .110
Power Transmission 1,458 0.2 .347 .208
Switchgear, Etc. 2,807 0.3 .151 .1644
Coal/Thermal 17,284 1.9 .131 .108
Hydroelectric 30,227 3.3 .293 .208
Nuclear 24,176 2.7 .200 .158
Gas Turbine 3,763 0.4 .052 .029
Electric Power, NEC. 2,617 0.3 .103 .044

Communications Equipment 46,489 5.1 .140 .112
Telecommunications 39,827 4.4 .140 .116
Other Communications 6,662 0.7 .139 .085

Aircraft 467,115 51.6 .183 .102
Ships 2,834 0.3 .176 087
Locomotives 22,980 2.5 .251 .169
Transportation Facilities 1,336 0.1 .220 .094
Medical /Education Facilities 1,035 0.1 .201 .085
Engineering Services 1,509 1.2 .138 .071 W
Multipurpose 16,756 1.9 .143 .069

Total 904,680 100.00

* Less than 0.1 percent.
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Table 3.3 (Cont.)

EXIMBANK SUBSIDY CALCULATION

FY 1980

Subsidy
Percent Subsidy! Subsidy!

Product $ Thousands of Total Loan Export Value

Construction Equipment 1,239 0.2 .086 .044
Mining Equipment 13,539 2.6 .130 .089
Qilfield Equipment 15,995 3.1 .118 .067
Metalworking Machinery 1,337 0.2 .135 .079

Machine Tools 621 0.1 .136 .082
Rolling Mills 716 0.1 .134 .077

Special Industry Machinery 38,570 7.5 .110 .077
Food Processing 937 0.2 .084 .055

*Textile 597 0.1 .095 .040
Paper 449 0.1 .088 .057 1
Petroleum Refining 9,880 1.9 .095 .060
Chemicals 2,122 0.4 .175 .096
Metal Refining 5,801 1.1 .122 .087
Other Special Industry 3,723 0.7 .094 .047

Steel Mills 3,780 0.7 .161 .071
Computers 2,395 0.5 .136 .116
Electric Power 135,941 26.3 .126 .082

Boilers 2,724 0.5 .106 .039
Turbines 7,158 1.4 .122 .098
Coal/Thermal 14,587 2.8 .148 .064
Hydroelectric 7,607 1.4 .188 .115
Diesel Generators 2,055 0.4 .158 .034
Nuclear 62,713 12.1 .116 .090
Gas Turbine 7,716 1.5 .146 .102
Other Electric Power 31,381 6.0 .117 .063

Communications Equipment 45,698 8.8 .150 .095
*Telecommunications 23,320 4.5 .110 .064

Other Communications 22,378 4.3 .191 .127
Aircra ft 232,811 45.0 .137 .058
Ships 6,582 1.3 .140 .091
Locomotives 4,394 0.8 .101 .052

Pipelines 3,766 0.7 .223 .043
Transportation Facilities 767 0.1 .111 .095

Engineering Services 463 0.1 .058 .034
Loan Purchases/Rescheduling 3,903 0.8 .080 .000
Multipurpose 5,334 1.0 .072 .044

Total 517,096
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Table 3.3 (Cont.)

EXIMBANK SUBSIDY CALCULATION -
FY 1979

Subsidy
Percent Subsidy/ Subsidy/

Product $Thousands of Total Loan Export Value

Agricultural Equipment 1,365 0.6 .047 .020
Construction Equipment 867 0.4 .033 .019
Mining Equipment 1,776 0.8 .050 .021
Oilfield Equipment 144 0.1 .064 .027
Special Industry Machinery 25,203 11.2 .050 .036

Textile 111 .047 .020
Paper Mill 664 0.3 .052 .028
Petroleum Refining 18,434 8.2 .053 .040
Chemical Plant 560 0.2 .037 .027

4Cement Plant 3,685 1.6 .036 .026
Metal Refining 110 *.053 .022
Other Special Industry 1,639 0.7 .044 .027

Steel Mills 21,574 9.6 .082 .068
Electric Power 54,995 24.4 .062 .048

Boilers 2,478 1.1 .044 .038
Turbines 69 *.102 .046v
Power Transmission 3,307 1.5 .059 .026
Coal/Thermal 17,256 7.6 .062 .047
Diesel Generators 411 0.2 .046 .035
Nuc :aar 30,200 13.4 .066 .053
Gas Turbine 1,274 0.6 .039 .024

Communications Equipment 2,047 0.9 .048 .028 40
Telecommunications 607 0.3 .043 .030
Other Communications 1,440 0.6 .050 .027

Vehicles (Trucks) 4,249 1.9 .047 .020
*Aircraft 67,814 30.1 .048 .023

Ships 436 0.2 .052 .034
4Locomotives 1,509 0.6 .052 .023

Mass Transit Rail Cars 173 0.1 .045 .019
Pipelines 1,955 0.9 .028 .021
Medical, Etc., Equipment 2,962 1.3 .051 .028
Rescheduling /Loan Purchase 2,900 1.3 .033 .000
Multipurpose 34,301 15.2 .102 .073

Total 225,329

*Less than 0.1 percent.
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Table 3.3 (Cont.)

EXIMBANK SUBSIDY CALCULATION
FY 1978

Subsidy
Percent Sub sidy/ Subsidy!

Product $Thousands of Total Loan Export Value

Construction Equipment 408 0.9 .017
Oifield Equipment 936 2.0 .023*
Machine Tools 116 0.2 .013
Special Industry Machinery 10,393 22.1 .019 .012

Textile 210 1.4 .023 .010
Paper Mill 190 0.4 .014
Pr int ing 105 0.2 .026 .012
Petroleum Refining 7,556 16.1 .018 .013

*Chemicals 1,692 3.6 .022 .010
Cement 241 0.5 .014 .012
Metal Refining 87 0.2**
Other Special Industry 312 0.7 .030 .016

Steel Mills 2,281 4.8 .040 .023
Electric Power 21,968 46.7 .022 .0152

Coal/Thermal 613 1.3 .015
Nuclear 17,528 34.2 .020 .014
Gas Turbine 3,658 7.8 .036 .020
Other Electic Power 169 1.3 .016 .014

Telecommunications 567 1.2 .015*
Aircraft 3,179 7.0 .017*
Locomotives 698 1.5 .019*
Mass Transit Rail Cars 110 0.2 .016*
Pipelines 5,105 10.8*
Medical, Etc., Equipment 182 0.4 .025 .015
Miscellaneous 82 0.2 *

Rescheduling/Loan Purchase 936 2.0 .020 .000

*Total 47,061

* Less than 0.1 percent.
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Table 3.4

DIRECT LOAN AND MARKET INTEREST RATES
(Annual Percentage Rates)

Eximbank International 6-Month Long-Term U.S.

Direct Loanl Bond Market 2  Eurodollar Gov. Bond

FY 1981 8.76 14.06(5.3) 17.34(8.58) 13.24(4.48)

FY 1980 8.44 11.78(3.34) 13.76(5.32) 10.87(2.43)

FY 1979 8.31 9.52(1.21) 11.06(2.75) 8.98(0.67)

FY 1978 8.34 8.72(0.38) 7.74(-0.6) 8.24(-0.1)

NOTE: Spreads over Eximbank rates are shown in parentheses.

1 Weighted average.

2 Simple average of monthly rates.

SOURCE: Eximbank, "Trends in the Direct Credit Program"; Appendix B; International
Monetary Fund, International Financial Statistics.

The variation among the different interest rate series, and spreads over

Eximbank rates, will produce a broad variation in the amount of subsidy. Table 3.5

shows the sensitivity of the subsidy calculation to the interest rate spread of

private market rates over Eximbank rates. The example is calculated for a

hypothetical $100 million export with 42.5 percent Eximbank direct loan cover and

a ten-year maturity. From the calculation it is clear that an increase in the

interest rate spread generates an increase in the subsidy which is slightly less than

proportional, due to the higher effective discounting rate associated with larger

spreads. For example, doubling the spread from 100 to 200 basis points slightly less

than doubles the subsidy, from $1,848,000 to $3,581,000. The same sensitivity to

interest rate differentials also characterizes the aggregate subsidy calculation of

Eximbank loans for any period, as well as the subsidy on the total outstanding loan
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Table 3.5

SUBSIDY CALCULATION SENSITIVITY ANALYSIS
(10-Year Direct Loan for $100 Million Export at 42. 6 Cover)

Interest Rate Subsidy Amount Subsidy/Loan Subsidy/Export
Differentiall $ Thousands Amount Ratio Value Ratio --

(Basis Points)

0 0 0 0

50 939 .022 .009

100 1,848 .043 .018

150 2,728 .064 .027

200 3,581 .084 .036
* 250 4,406 .104 .044

300 5,205 .122 .052

350 5,980 .141 .060

400 6,731 .158 .067

450 7,459 .175 .075

500 8,164 .192 .082

NOTE: For the calculation, a 12 percent Eximbank rate was assumed, with the
private market rate (also used as the discounting rate) equal to 12 percent
plus the indicated spread.

1Nominal difference between Eximbank direct lending rate and assumed private
market rate.

0

-q U
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portfolio. The 2 percent commitment fee, intended to raise current income, is not

included in these calculations. The fee has the effect of directly reducing the

subsidy by its face value, in this case $850,000, regardless of the interest rate

spread. The impact of including the fee is to reduce all the subsidy values by this

amount, which is roughly equivalent to an average 50 basis point reduction in the

spread.

The above analysis highlights the sensitivity of the calculation of the Bank's

subsidy to the private interest rate used. The subsidy is also directly related to the

terms the Bank offers on its loans. Under the current administration the Bank has

not lowered the interest rate to increase it competitiveness (and hence subsidy),

but has relied on increasing the proportion of the transaction covered by the direct

loan and selectively extending maturities. These two measures each increase the

subsidy amount, although less dramatically than an increase in interest rate

differentials. Table 3.6 shows the effect on the level of subsidy of increasing cover

from 42.5 percent to 65 percent, and of extending maturity beyond 10 years at

65 percent cover. The calculations are made for a hypothetical $100 million export
•w'

transaction with a 2 percent interest rate differential. The extension of cover

actually reduces the degree of subsidy relative to the loan amount, as it entails a

proportionately greater increase in direct loan coverage than in the resulting

subsidy. Incorporation of the 2 percent fee further dilutes the effect of increasing

cover on the subsidy as the fee is charged on the loan amount. The calculations

made with the 2 percent fee are shown in parentheses in Table 3.6.

As increasing the percentage of direct loan cover is normally the first option

employed to make financing packages more competitive, the extension of maturity

is shown calculated with 65 percent cover. At the current time the Bank is bound

by the terms of the OECD Arrangement not to extend maturities beyond 10 years;

this has been the preferred means of achieving greater competitiveness in the

f,
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Table 3.6

SUBSIDY CALCULATION SENSITIVITY ANALYSIS
(Extended Cover and Maturity on Eximbank Direct Loan for

$100 Million Export with 2% Interest Rate Differential)

Subsidy Amount Subsidy/Loan Subsidy/Export
$ Thousands Amount Ratio Value Ratio

Percent Cover

42.50 3,581(2,731)2 .084(.064)2 .036(.027)2

46.75 3,844(2,909) .082(.062) .038(.029)

51.00 4,084(3,064) .080(.060) .041(.031)

55.25 4,301(3,196) .078(.058) .043(.032)

59.50 4,494(3,304) .076(.056) .045(.033)

63.75 4,658(3,383) .073(.053) .047(.034)

65.00 4,750(3,450) .073(.053) .048(.035)

Extension of Maturity 1

10 years 4,750 .073 .048

11 " 4,976 .077 .050

12 " 5,333 .082 .053

13 " 5,521 .085 .055

14 " 5,827 .090 .058

15 " 5,984 .092 .060

16 " 6,246 .096 .062

17 " 6,378 .098 .064

18 " 6,604 .102 .066

19 " 6,715 .103 .067

20 " 6,910 .106 .069

1 With 65% cover.

2 Calculations in parentheses include the 2% commitment fee.
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recent past, and is likely to be so in the future if the provisions of the Arrangement

break down. Extending maturity increases the subsidy by a less than proportional

amount, because of the effect of discounting on the subsidy flows in the later

years.

From this discussion of the sensitivity of the subsidy calculation it is clear --

that the magnitude of the subsidy is extremely sensitive to the interest rate

differential, and somewhat less so to the parameters of direct loan cover and

maturity. However, the proportional distribution of the subsidy among exporting

industries in the United States is largely unaffected by the magnitude of the

subsidy calculation. The allocation of the subsidy to U.S. industries is an important

'4 trade policy concern, in terms of whether the Bank is supporting competitive U.S.

industries or protecting weaker ones.

Industries Supported by Eximbank Direct Loans

The characteristics of the industries that the Bank supports give some

indication of their role in U.S. export competitiveness and performance relative to

other sectors. Most of the Bank's support is for goods that have formed the basis

of U.S. comparative advantage. An indication of comparative advantage is given

by Bela Balassa's concept of "revealed comparative advantage," a type of market

share index.3 The index is derived by dividing the share of U.S. exports for a

specific product class in world exports of that product by the share of U.S.

manufactured goods in world exports of manufactures. An index number value

higher than 1.0 indicates a greater share in world markets than that of U.S.

manufactures as a whole. Table 3.7 shows revealed comparative advantage

calculated for the sectors the Bank supports. All but paper and textile machinery,

metal working equipment, trucks and ships prove to be strong contributors to

export performance based onmarket share.
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Table 3.7

U.S. REVEALED COMPARATIVE ADVANTAGE
1978-1980

SITC PRODUCT 1978 1979 1980

711 Steam Boilers &Aux. Plant 1.01 1.41 1.54
712 Steam Engines, Turbines .81 1.20 1.51
713 Internal Combustion Engines 2.16 2.12 1.98
714 Engines & Motors, NES 2.53 2.61 2.84

7148 Gas Turbines 3.45 3.99 4.79

718 Other Power Generating Machinery 1.54 1.65 1.95

7187 Nuclear Reactors and Parts 1.68 1.80 2.45
721 Agricultural Machinery (exc. Tractors) 1.91 1.88 1.94
722 Non-Road Tractors 2.36 2.26 2.25
723 Civil Engineering Equipment, etc. 2.82 2.68 2.87
724 Textile, Leather Machinery .61 .64 .60
725 Paper Mill Machinery .95 .93 .97
726 Printing Machinery 1.60 1.58 1.53
727 Food Machinery 1.07 1.06 1.27
728 Other Special Industry Machinery 1.08 1.12 1.22

7281 Machine Tools for Special Industries .92 .95 1.02
7283 Other Mineral Working Machinery 1.07 1.05 1.17 '
7284 Special Industry Machinery, NES 1.11 1.16 1.27

736 Metalworking Machine Tools .91 .88 .90
7361 Metal Cutting Machine Tools .68 .58 .49
7362 Metal Forming Machine Tools .79 .82 .93

737 Metalworking Machinery, NES 1 .32 1 .19 1 .36
7372 Rolling Mills .79 .87 1.45 W,

*741 Heating, Cooling Equipment 1.71 1.70 1.65
7413 Industrial Furnaces 1.21 1.05 1.23

*742 Pumps 1.62 1.63 1.49
744 Mechanical Handling Equipment 1.73 1.72 1.76
745 Non-Electrical Machinery, NES 1.46 1.51 1.47

*752 Data Processing Equipment 3.28 3.07 2.88
764 Telecommunications Equipment 1.41 1.30 1.22

7641 Line Telephone Equipment 1.35 1.24 1.29
771 Electric Power Machinery, NES .86 .76 .76

7711 Transformers .77 .69 .71
772 Switchgear 1.08 1.13 1.11

*773 Electrical Distributing Equipment 1 .18 1 .00 .80
774 Electronic Medical Equipment 2.31 2.41 2.41
776 Transitors, Valves, etc. 1.59 1.51 1.38
778 Electric Machinery, NES 1.29 1.27 1.29
782 Lorries, Special Motor Vehicles 1.08 .98 .77
791 Railway Vehicles 1.56 1.30 1.31

*792 Aircraft, etc. 4.97 4.23 4.06
793 Ships, Boats .16 .23 .42

SOURCE: GATT, International Trade 1979/1980, U.N., International Trade Statistics.
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The revealed comparative advantage data suggest that these industries are an

r important component of U.S. manufactured goods exports. Table 3.8 shows the

share of the three major capital goods sectors in total U.S. exports of manufac-

tures. As is evident from the table, capital goods have steadily accounted for

U approximately 60 percent of U.S. manufactured goods exports. Non-Electrical

Machinery and Transport equipment are each a larger contributor to manufactured

goods exports than any of the other major categories of manufactures. The

composition of manufactured goods exports is an indicator of the source of

* industrial competitiveness in international markets. These data clearly reveal the

importance of the capital goods sector in the overall competitiveness of U.S.

6industry internationally. Eximbank support for these sectors, then, means that

government resources are being directed to those industries which are at the core

of U.S. industrial competitiveness. If the Bank were supporting industries in which

the United States did not possess any clear comparative advantage, and were not

important contributors to manufactured goods exports, then there would be

justifiable concern that the Bank's lending program constituted a protective subsidy

propping up ailing industries.

Table 3.8

U.S. MANUFACTURES EXPORTS: SECTORAL SHARES
(By Sector: Percent of Total)

SITC SECTOR 1978 1979 1980 1981

5 Chemicals 13.3 14.8 14.4 13.7

6 Basic Manufactures 13.2 13.9 15.4 13.4

7 Machinery &Equipment 62.4 60.4 58.8 62.0
71-75 Non-Electrical 28.9 28.4 29.1 30.8
76-77 Electrical 10.0 9.9 9.7 9.9

678-79 Transport 23.5 22.1 20.0 21.3

8 Miscellaneous Manufactures 10.8 10.8 11.3 10.8

SOURCE: U.S. Commerce Department, Business America.W
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The dependence of an industry on export markets is an indirect indicator of

the importance of export markets to the level of production in the industry.

Measured by the ratio of exports to total shipments, these data are presented in

Table 3.9. With only a few exceptions, such as electrical equipment, the types of

capital goods the Bank has supported are more reliant on export markets for their

sales than the average for all manufacturing (available for 1978 only). These data

suggest that the Bank is allocating its resources to industries that are both strong

performers in export markets and dependent on those markets for a relatively large

portion of their sales.

Technologically advanced industries have typically been among the most

important sources of U.S. export strength. The technically sophisticated nature of

most capital equipment suggests that the exports supported by Eximbank direct

lending are among the more advanced U.S. industries. A useful measure of the *1

degree of technological ddvancement in an industry is the level of expenditure on

research and development. Tables 3.10 and 3.11 present data on the intensity of

R&D spending, expressed as a percentage of sales, and as a percentage of capital

expenditure. The first measure indicates the relative embodiment of technology in

the goods produced in each sector, while the second indicates the importance of

investment in new technologies in the capital expansion of the industries. By both

measures, the sectors receiving the bulk of Eximbank direct credits are relatively

R&D-intensive. However, these are general indications, and differences among

industries within sectors, and among different products within industries, are not

highlighted by these aggregate data. For example, the R&D intensity of cement

plant equipment is certainly less than that of an advanced manufacturing plant

utilizing automatically controlled machine tools. However, it is clear that

Eximbank support, and hence subsidy, is flowing into sectors that are, on an

aggregate level, more advanced technologically.

So2

____________________________t
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Table 3.9

EXPORT DEPENDENCE

(Exports /Shipments)

PRODUCT 1978 1979 1980 1981*

NONELECTRIC MACHINERY

WConstruction Machinery .283 .299 .386 .433

Mining Machinery .202 .242 .274 .287

Oil Field Machinery .462 .479 .498 .490

Materials Handling .076 .054 .072 .06.5

Metal Cutting Machine Tools .136 .118 .119 .124

Metal Forming Machine Tools .240 .194 .214 .236

Tools, Molds, Precision Equipment .024 .025 .031 .042

Food Processing .450 .483 .559 .562

Textile and Apparel .253 .311 .311 .315
Printing Trades Machinery .274 .300 .314 .331

Furnaces and Ovens .245 .257 .291 .260

Turbine Generator Sets .140 .159 .300 .322

ELECTRICAL AND ELECTRONIC EQUIPMENT

Transforme. s .070 .076 .079 .083

Telecommunication Equipment .048 .050 .054 .060

Communications Equipment Other
Than Telecommunications .099 .096 .092 .092

Electronic Components .174 .182 .195 .200

TRANSPORTATION EQUIPMENT

Motor Vehicles .029 .034 .041 .035

4Aircraft .431 .371 .370 .357

Aircraft -Engines and Parts .186 .176 .213 .225

Shipbuilding and Repairs .024 .029 - -

AVERAGE: ALL MANUFACTURES .070

* Provisional.

SOURCE: Predicasts Basebook, 1982.
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Table 3.10

RESEARCH AND DEVELOPMENT INTENSITY 0
(R&D Expenditures as a Percentage of Sales)

1978" 1979" 1980* 1981**

Nonelectrical Machinery 3.25 3.08 3.39 3.34
Electrical Machinery 6.83 7.05 7.18 7.70

Aerospace 20.46 18.02 16.22 15.70

All Manufacturing 2.06 2.13 2.27 2.34

* Actual.
**Planned.

SOURCE: McGraw-Hill, Survey of Business Plans for R&D Expenditures.

Table 3.11

RESEARCH AND DEVELOPMENT INTENSITY
(R&D Expenditures as a Percentage of Capital Spending)

1978* 1979* 1980* 1981**

Nonelectrical Machinery 61.84 43.77 49.59 48.45

Electrical Machinery 118.51 103.89 92.36 105.80

Aerospace 238.51 157.31 117.94 153.67

All Manufacturing 40.46 37.27 35.31 35.93

*Actual.
* * Planned.

SOURCE: McGraw-Hill, S'-vey of Business Plans for R&D Expenditures.
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As a measure of industrial performance, productivity is also important as an

indicator of advances in efficiency. The rate of increase in the productivity of

U.S. manufacturing industries has slowed in the 1970s, and this has become a major

concern of economic policy. For this reason, it would be counterproductive for the

Eximbank to systematically support and subsidize low productivity sectors.

However, the data on productivity presented in Table 3.12 are inconclusive. Only

electrical machinery clearly outpaces the average for all manufacturing, and the

aerospace industry shows stagnant productivity. In this case there may be

significant distortions fromn the military and space-related industries, where output

is a measurement problem. Normally, there is a positive association between tech-

4 nological advance, for which R&D intensity is usually a reasonable proxy, and

productivity improvements. 4  From this general sectoral data, no distinct

conclusions can be drawn regarding productivity levels and rates of change of the

industries the Bank supports.

This analysis suggests that the Eximbank is supporting sectors and industries

that are important contributors to U.S. industrial and export strength. The support

of industries with relatively greater export dependence also indicates that the Bank

is supporting sectors in which exports are essential for continued growth. The data

on revealed comparative advantage and R&D intensity show that in most cases the

4Bank is supporting strong U.S. industries. Beyond the level of aggregation

presented here, however, the pattern of support for specific types of products may

vary. The Bank's criterion of not supporting goods with no competition or

significant technological advantage means that within the group of capital goods

industries which are described by the characteristics noted above, support is not

going, in some cases, to the most advanced products. One cannot, however,

strictly equate the existence of competition with product maturity, lack of

innovation, technical sophistication, etc. The competition for advanced, new
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Table 3.12

LABOR PRODUCTIVITY IN CAPITAL GOODS SECTORS
INDEX NUMBERS (1968 =100)

1978 1979

Nonelectriral Machinery 1.137 1.149

Electrical & Electronic Machinery 1.421 1.408

Aircraft & Parts .957 .942
All Manufacturing 1.240 1.251

SOURCE: Bureau of Labor Statistics, in National Science Foundation, Science
.4 Indicators, 1980.

generation aircraft is a case in point, as is nuclear power. W~ith the exception of

the technological advantage criterion, the Bank does not target its support on the

basis of these industry characteristics, but on the basis of competition and the

importance of o'fficial export credit financing to the industry and the particular

case. However, the criteria the Bank does apply have led to a pattern of support

that is consistent with the importance of these capital goods sectors to U.S.

industrial performance.

.42
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NOTES

1. Janos Horvath, "Are Eximbank Credits Subsidized: Towards an Empirical -]
Analysis," in Paul Marer, ed. U.S. Financing of East-West Trade
(Bloomington: Indiana University, 1975), p. 136.

2. Subsidy calculations using 5-year Eurocurrency rates and 6-month LIBOR
rates are considerably higher. See David P. Baron, "The Subsidy Provided by
Eximbank Financing," Draft Paper, January 1982. (Forthcoming in book.)

3. "The Changing Pattern of Comparative Advantage in Manufactured Goods,"
Review of Economics and Statistics, May 1979, pp. 259-266.

4. National Science Foundation, Science Indicators 1980 (Washington: Govern-
ment Printing Office, 1981), pp. 120-121.
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IV. PROVIDING ACCESS TO FINANCE: IMPLICATIONS FOR TRADE POLICY
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IV. PROVIDING ACCESS TO FINANCE: IMPLICATIONS FOR TRADE POLICY

Although providing access to finance for U.S. exporters has historically been

the primary rationale for the Eximbank, financial markets have changed signifi-

cantly in recent years. In the 1930s international lending retracted drastically, and

exports requiring long-term financing faced tremendous obstacles. In periods of

credit contraction, tight liquidity often brought the exclusion of export financing,

as banks were reluctant to take on international risks, especially on a long-term

basis. However, since the 1960s a truly international financial market has

developed in syndicated Eurocurrency loans and the Eurobond market. In addition,

foreign bond markets have reopened and expanded in several countries, including

the United States Commercial banks greatly expanded their international lending

activity, and U.S. banks have become leaders in international banking in the past

decade. Medium-size regional banks have entered into international financings,

gaining expertise and sophistication. How'ver, 1982 has seen the rapid growth in

international financial markets cease, and concerns over liquidity in the inter-

national banking system have mounted. This chapter assesses the impact of these

developments in international finance on the role of Eximbank in assuring access to

finance for U.S. exports.

Sources of Finance

Access to finance for industrial and other projects is an issue primarily for

developing countries. The wealthier industrial countries and oil exporters have

well-developed domestic capital markets or enjoy a favored position in interna-

tional capital markets. Developing countries have traditionally been net debtors,
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financing their economic growth with international borrowings. The primary

source of commercial finance for developing countries has been syndicated

Eurocurrency credits. Sources of concessional finance are the multilateral

development banks and bilateral foreign assistance. While these concessional types

of financing are sometimes used for projects similar to those financed with official

export credits, they do not function as substitutes because of restricted eligibility.

If concessional terms were available, a project would be financed on that basis

before consideration of either official export credits or commercial sources.

The syndicated Eurocurrency credit market has grown rapidly in the past two

decades to over $133 billion in 1981. Fueled by overseas holdings of dollars, and to

a lesser extent of other currencies, liquidity was greatly increased, beginning in

1974, by the surpluses accumulated by the oil-producing states. Table 4.1 shows

the volume of Eurocurrency credits since 1978. Loans are made by groups of

commercial banks in syndication, in order to reduce the risk associated with any

one transaction. Through syndication, very large credits can be arranged relatively

easily and rapidly. The past few years have seen the development of "jumbo"

credits of over $1 billion for large developing country borrowers. Syndicated loans

are almost always made on a floating rate basis, with the normal reference rate

being the London Inter Bank Offered Rate (LIBOR). Borrowers are charged a

premium, or spread, over LIBOR, reflecting the risk associated with the credit.

The spreads in the market as a whole have decreased substantially to the point

where most borrowers now pay less than I percent over LIBOR, and many observers

feel that spreads do not adequately differentiate risk.' Loans are made at floating

rate of interest because they are funded by short-term deposits. Maturities

available in the syndicated loan market are most often in the medium-term range

of around five years. Longer maturities are also common for more creditworthy

borrowers, but at increased costs. The Eurocurrency loan market is outside the

* '
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jurisdiction of any national authority, and operates largely without government

regulation.

Developing countries have accounted for between one-third and one-half of

total borrowings in the Eurocurrency marke-ts. The largest borrowers are the NICs

of Latin America and East Asia. However, smaller, less developed countries also

Table 4.1

VOLUME OF SYNDiCATED EUROCURRENCY LOANS
(Publicly announced in period, in millions of dollars)

1981 1980 1979 1978

Developing countries 45,154 35,054 47,964 37,290

Total 113,242 77,392 82,812 70,169

SOURCE: 'World Financial Markets, Morgan Guaranty Trust Company of New York.

regularly tap the Eurocurrency markets. A small (less than $50 million), short-

term syndicated credit is a typical first entry for a developing country in the

international financial markets. With a record of borrowings gradually established,

the terms will normally soften and available maturities increase.

Several factors act to ensure that countries are not excluded from access to

syndicated bank credits because of exaggerated risk perceptions. First, inter-

national banking is very competitive, with a large number of participants. This

factor is evidenced by the downward pressure on spreads. Second, credits to

marginal, riskier countries have more profit potential for participating banks

because of higher spreads. Low average spreads in banks' portfolios increase the

desirability of taking on higher earning assets. Third, new entrants into the

syndica.ted loan market are often welcomed for their "novelty" value, in that they

allow banks to further diversify their loan portfolios. Fourth, there is a longer-
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term benefit in bringing in new borrowers by managing a syndication, in the

establishment of a banking relationship. Lastly, and perhaps most importantly,

managers of syndications are large, multinational banks with extensive experience

in international lending. They are sophisticated in their economic analysis and

usually have good access to information. They are also knowledgeable in the

various methods of reducing risk, through the use of guarantees by development

banks or export credit institutions, and the use of private political risk insurance.

While smaller regional banks who participate in syndications may be less experi-

enced and sophisticated, it is the syndicate managers who play the critical role in

putting together a credit. The participating banks act as providers of funds and do A

not take an active part in the negotiation and structuring of a credit.

These factors all act to foster accurate risk perception and facilitate access

to finance for riskier countries in syndicated bank lending. However, other

influences may distort accurate risk perception by banks in their international

lending. Competition among banks in large markets, such as the NICs, gives

borrowers leverage over banks, enabling them to exact more favorable terms or

larger loans than the banks would otherwise be willing to grant. This aspect of

international banking does not act to restrict access to finance, but does distort

accurate risk perception. The recent increase in reschedulings of foreign debt has

also induced heightened risk perception, particularly among regional banks, which

had been the major new entrants into international financing in recent years.

While the major banks, with up to half or more of their assets in international

loans, will remain active, the reluctance of regional banks to continue international

lending will slow or halt the growth of the syndicated Eurocurrency market. 2

Foreign and international bond markets also comprise a source of external

financing for developing countries, although on a more limited basis. As Table 4.2

shows, developing countries account for only about 10 percent of foreign and

international bond market activity. These borrowings are highly concentrated in a
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few countries, with Brazil, Mexico, Korea and Venezuela annually accounting for at4

least one-half of all developing country activity. Bond markets are more

restrictive because of the distribution of bond purchasers to institutional and

private investors, who are generally more conservative in their investments than

international banks. The floating rate sector of the Eurobond market is usually the

easiest place for a developing country borrower to establish a presence, as their

distribution is more concentrated among banks. However, there may be little

advantage in the terms of a floating rate note issue over a comparable syndicated

credit.

The foreign bond market in the United States has been utilized by only a

handful of developing countries, including Mexico, Brazil, Venezuela, Korea, and

Panama. This potentially large source of long-term, fixed-rate finance has been

largely closed for all but the highest-grade international borrowers. Legal

Table 4.2 *
VOLUME OF FOREIGN AND INTERNATIONAL BONDS

(New issues in period, in millions of dollars)

1981 1980 1979 1978

Developing countries 4,769 2,485 3,093 4,227

Total 53,040 41,920 40,990 34,279

SOURCE: World Financial Markets, Morgan Guaranty Trust Company of New York.

restrictions on portfolio holdings of foreign bonds by institutional investors play a

role in limiting access, such as the common "blue sky" state laws in the insurance

industry.3 It is unlikely, due to the small portion of foreign bonds outstanding in

the United States, that these limits constitute active constraints. Limits to access

for developing countries are more likely to be in the normal standards of financial
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prudence maintained by institutional investors, combined with their inexperience in

international lending to developing countries.

The existence of a large and efficient international capital market which has

served as a source of financing for developing countries differs markedly from the
"'O

international financial system in place when the Bank was founded. The financing

available from this source is, however, limited in the maturities available and

largely confined to floating rates. Through offering longer-term, fixed-rate loans

the Bank attempts to fill this gap, in accord with its mandate to supplement but

not compete with private sources of capital. By making longer-term, fixed-rate

finance available the Bank greatly facilitates the export of capital goods which are

sensitive to financing terms.

Market Imperfections and Government Intervention in Export Finance

In examining the Bank's role in supplementing private finance, the concept of

market imperfections needs further clarification. A strict definition of financial

market imperfection would be the existence of barriers to free action, inadequate

information, a small number of actors or transactions, or other factors which

inhibit the efficient allocation of resources resulting from the free interplay of

market forces. It was suggested above that the syndicated Eurocurrency credit

market probably functions reasonably efficiently. The same may also be said of

the international bond markets, under the proviso that they are funded by investors

who may have a higher degree of risk aversion than in the bank credit market.

Thus it is difficult to identify a structural or institutional market imperfection.

The lack of longer-term or fixed interest rate finance is a market characteristic,

not necessarily an imperfection.

Even though countries may have access to finance on a commercial basis at

floating rates, these sources do not facilitate the large-scale projects that official

0 A
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export credits typically finance. These projects often have long gestation periods

and long pay-back periods once they are on-stream. It is likely that many projects6

in developing countries would be uneconomic if financed over a medium-term

period, or overly risky if financed at floating rates. Certainly some would go ahead

on strictly commercial terms. Eximbank supplements the private finance available

through the provision of financing terms which are essentially comparable to those

in domestic capital markets. U.S. firms would normally finance capital expansions

through the bond markets, at fixed rates and maturities of ten years or more. The

Eximbank assumes the risk, with the proviso that it have "reasonable assurance of

repayment," under the rationale of facilitating exports utilizing resources that are

* available to government agencies, particularly access to government bond markets.

In order to provide long-term, fixed-rate finance, what is requircd is the

assumption of risk and provision of some type of long-term funding source. A

direct loan from the Eximbank is not necessary, and there is no inherent rationale

for a subsidy, either through provision of lower than market interest rates or

charging guarantee fees insufficient to cover costs. The rationale for a subsidy in

export credit arises from the use of subsidized credits by competitors, as discussed

in the previous chapter. In order to provide subsidized credit either a direct loan

from the Bank or an interest subsidy to commercial lenders is required. The

O pressures of providing competitive export finance have recently meant the Bank

has concentrated its direct lending on cases where subsidized financing was

present, and has used financial guarantees in cases where risk was the paramount

*consideration. However, the structure of direct credits, in assuming the later

maturities, originates from the rationale of supplementing the shorter maturities

available from commercial sources. In the absence of subsidized competition in

* export credits, the provision of long-term, fixed-rate finance could be accom-

plished without direct loans. The provision of direct loans may be an important
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consideration in some cases, but for largely nonfinancial reasons. Some countries

prefer to deal directly with the U.S. government in arranging finance for their

imports from the U.S. This is perhaps particularly the case in poorer countries

with which the United States enjoys good economic and political relations.

However, this factor influences a relatively small number of cases.

Under an Eximbank guarantee, commercial lenders must still be able to fund

loans in long-term, fixed-rate markets. Banks have access to funds through the

primarily short-term avenues of deposits, inter-bank borrowing and the issuance of

their own securities. They have been increasingly unwilling, due to the volatility in

interest rates in recent years, to incur the interest rate risk of lending at fixed

rates over long periods, even with a guarantee of commercial and political risk. It

is in this aspect of solving the problem of interest rate risk over long terms that an

additional intermediary role has been filled by the Private Export Funding

Corporation (PEFCO). PEFCO is a private corporation with stock held by banks

and exporting firms. It funds its loans through issuing securities in the bond

markets which carry Eximbank guarantees. 4 It thus functions as an intermediary

to provide access to U.S. bond markets for countries purchasing U.S. exports.

PEFCO's level of activity, however, has not been very high, as shown in Table 4.3.

Net export loan commitments exceeded $500 million only in 1980, which was a

special case due to the arrangement made with Eximbank to accommodate direct

loan authorizations in excess of its budgetary limitations.

There are several reasons PEFCO has not assumed a more active role in

export finance. The subsidized competition in export credits has put a premium on

securing an Eximbank direct credit. In participation with Eximbank direct credits,

the Bank assumes the later maturities of the loan, decreasing the term which must

be commercially financed. On a ten-year direct loan with 42.5 percent cover, the

commercial portion is only 5 years, or a medium-term credit. In addition,
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commercial banks are often active in arranging export loans with the Bank, and

may be aggressive about taking the participation, for otherwise they would have

little interest in the loan. Therefore, in cases when banks may be needed to

finance the cash payment, local costs, and interest during construction, they will _

normally take the participation. PEFCO is of greatest value in financial

guarantee-only cases, where the full amount of the loan must be privately funded.

Several factors may increase the utilization of PEFCO in the future. It has

q recently introduced a deferred pricing program which allows borrowers to delay the

pricing of a loan until the actual disbursement. Previously, PEFCO had a problem

with cancellation of loan commitments because borrowers were able to receive

lower-cost financing at the time when funds were required. PEFCO has also

instituted a loan purchase program to refinance loans made by commercial banks at

fixed interest rates, and attempts are being made to increase the attractiveness of

this program. The current targeting approach of the Bank suggests that there will

be increased reliance on financial guarantee support, which lends itself a higher

level of funding through . :'-kCO.

Implications for Trade Policy

The role of the Eximbank in providing access to finance for capital goods

exports has been overshadowed in recent years by the pressures of providing export

finance competitive with the subsidized and more extensive programs of its

counterparts. The issue for the Bank has become providing access to subsidized

finance, which is a question related to export credit competition and distinct from

the traditional role of the Bank in supplementing private sources of finance.

Accordingly, the primary trade policy concerns about the Bank's programs are

related Ito its role in reducing the distortions of subsidized credit (as discussed in

the following chapter). However, the supplementary role of the Eximbank may
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become relatively more important in the coming years, which will have implica-

tions for the Bank's operations and its ability to meet its other mandates.

The rapid expansion of international financial markets, outlined earlier in this

chapter, has now reached a turning pont. The first half of 1982 has seen a levelling

off of activity in the Euromarkets, with only a slight increase in the first quartere

and a decline in the second. 5 The heavy debt burden of several large borrowers has

forced many banks to reconsider the wisdom of expanded lending, although most

major banks have indicated a willingness to refinance credits as they fall due. The

continued worldwide recession has affected the export industries of most countries,

hindering their ability to service outstanding debt. At the same time, the rising

value of the U.S. dollar has further exacerbated problems of debt service, as the :

bulk of lending to developing countries is denominated in dollars. For oil exporters,

such as Mexico and Nigeria, these problems are compounded by a decline in foreign

exchange earnings from their principal export industry, due to the oversupply of oil

on world markets. As a result of these factors the number of countries

rescheduling foreign debts, and the amounts rescheduled, have soared in 1982. The

inability of Miexico, one of the largest borrowers in international financial markets,

to meet its debt repayments ha forced a realization of the potential fragility of

the international financial system, with so many countries laboring under heavy

4 debt burdens.

In addition to the increased risk in lending to developing countries, proble-

of liquidity in the international financial system will also constrain further If-),,

4 The decline in oil prices, combined with production cutbacks ac'

members, is reducing the surplus which has fueled liquidit\

financial markets over the past decade. The retraction of i

* from international lending will also remove what has been

syndicated lending in the past few years. The siiz~i,
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already present: spreads have widened, reflecting the greater degree of risk

perception and the need for higher returns to lure funds into international lending;

and some inter-bank deposit lines have been cancelled, primarily to marginal

banks. 6  The latter development is perhaps especially significant, as inter-bank

borrowings are a primary funding avenue, and the termination of credit lines, even

to marginal banks, is evidence of a move to retrenchment.

Increased risk and reduced liquidity in international lending will increase the

importance of the Eximbank's role in supplementing private sources of finance.

Smaller, less creditworthy countries, as well as the NICs with large foreign debts

outstanding, will be seeking additional sources of financing from abroad. As

commercial sources of credit become harder to access, developing countries will be

forced to rely even more on official and concessional sources to continue their

economic development. Commercial banks may increasingly look to official export

credit institutions for the protection of their guarantees, in order to overcome

internal lending limits and reduce exposure to countries that are large borrowers or

otherwise marginal credit risks. In the event of an international financial crisis,

the role of official export credit institutions may be particularly important as a

force of stability and as a source of continued financing. The United States has

*. already shown its willingness to make efforts at easing the payments crisis in

Mexico, and similar cases are likely to include the Eximbank as one facet of such a -

policy initiative. While the impact, in terms of dollar volume of financing through

export credit institutions, will be limited, this type of reorientation of priorities

could have a significant impact on Eximbank's lending programs.

Any increase in demand for funds arising from a cutback in commercial

financing would compete with Eximbank's limited resources for direct loans and

financial guarantees. While greater leverage can be achieved through the use of

financial guarantees, in terms of the export value of transactions (and flow of
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funds to the borrower), this would still mean a diversion of resources away from

the Bank's current emphasis on meeting foreign credit competition. If the Bank

were committed to meeting this demand, some relaxation in criteria, such as

country risk standards, the project/product distinction, and the pressure of official

export credit competition may have to be relaxed. While it would clearly be a

distortion of Eximbank's role to undertake what was simply disguised balance-of- ...-

payments financing, some volume of credits currently funded through Eurocurrency

markets could be tied to specific imports and structured as export credits.

A reorientation of Eximbank programs in this direction would increase the

level of risk in its loan/guarantee portfolio, both in terms of large exposures to

individual countries and loans to less creditworthy borrowers. The Bank's record on

uncollected loans to date has been quite good by most banking standards. A

common measure of the risk in a bank's loan portfolio is losses on loans, sometimes

expressed as a percentage of loans outstanding. However, Eximbank generally does

not charge off loans, but carries delinquent loans on its books. For example, the

Bank still carries loans made to China prior to 1946 and loans to Cuba before 1961,

and has only charged off $8 million of loans since 1934.7 Table 4.4 shows

delinquent outstanding loans and rescheduled loans since 1978. Loans are classified

delinquent as to payments of interest or principal once payments are 90 days past ,

due. Any amount rescheduled is not classified as delinquent, if payments are being

made according to the revised schedule. In 1980, loans to Iran accounted for a

$306 million increase in delinquencies. Expressed as a percentage of loans

outstanding, deliquencies and reschedulings appear quite small, especially with the

exclusion of the loans to China and Cuba.

Any deterioration in international financial conditions, with increased

reschedulings and possibly defaults, will of course affect the Bank's portfolio. A

greater degree of risk in the Bank's portfolio is further exacerbated by the lack of



-98-

Table 4.4

DELINQUENT, RESCHEDULED, AND OUTSTANDING LOANS: 1977-1980

1980 1979 1978 1977

Total Delinquent Loans* 493,953.5 186,521.0 138,361.4 134,442.2
($ Thousand)

Increase in Delinquent Loans
Over Previous Year 307,432.5 48,159.6 3,919.2
($ Thousand)

Rescheduled Loans 86.3 26.9 54.3
($ Million)

Outstanding Loans 13,765.1 11,859.0 11,550.2
($ Million)

Delinquent & Rescheduled Loans
Outstanding Loans .0421 .0180 .0167

*Total Delinquent Loans
Excluding China and Cuba 365,371.2 60,729.0 15,351.1 15,217.7
($ Thousand)

Delinquent & Rescheduled Loans
Outstanding Loans .033 .007 .006
(Excluding China and Cuba)

* SOURCE: Export-Import Bank of the United States Annual Report: 1978, 1979, and 1980.
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current income to add to its loan loss reserve. In this scenario, however, the Bank

could increase its guarantee fees to reflect the additional risk. Presumably, the - -

importance of the Bank's role in this respect will be limited in duration, until such

a point where an improvement in global economic conditions restores stability and

liquidity in international finance.

The Bank's role in assuming access to finance will be critical in maintaining

the flow of exports to developing countries, and it is precisely this type of

environment which led to the original establishment of the Eximbank. The

magnitude of the increase in loan/guarantee demand arising from more restrictive

international markets, and hence of the change in focus of the Bank's programs, is

not yet clear. It is likely that this pressure will increase to some degree, placing a

*- new set of demands on the Bank's budget and its lending criteria.
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V. REDUCING THE DISTORTIONS OF SUBSIDIZED CREDIT:
IMPLICATIONS FOR TRADE POLICY

Competition in export credits, spurred on by countries actively using subsi-

dized finance as a promotion weapon, has expanded the scope of official export

credit activity well beyond what is needed to compensate for a lack of access to

* commercial finance. In addition to export credits and guarantees, more aggressive

exporting countries have developed programs for insurance against inflation and

foreign exchange risk. Competition has kept interest rates on export credits well

below market levels, and as a result the level of subsidization in export credits has

risen dramatically, reaching roughly $5.5 billion in 1980.1 U.S. policy aimed at

* reducing the distortions of subsidized competition in export credits has been to

* seek an effective international agreement controlling export credit subsidies.

* These efforts have been only partially successful, and pressure has continued on the

Eximbank to provide export finance on competitive terms. The Bank's direct

lending program has become increasingly oriented toward competitiveness, within

the constraints of its budgetary authority and policy against incurring losses.

* The 'best" solution of elimination of credit subsidies through international

negotiation and agreement is the subject of the first section of this chapter. The

* ~ "second best" response by the Eximbank, and the issues posed by providing

* competitive finance, is the subject of the second part of the chapter. This less

* than optimum response is necessitated by the uncertain status of international

* agreements on export credits which directly affects the orientation of Eximbank

* policy by determining the competitive environment to which the Bank must

respond. The chapter concludes with an analysis of the implications of the

resulting Eximbank policies for broader trade policy objectives.



-104-

International Control of Export Credits: the OECD Arrangement

International agreements limiting government intervention in international

trade are by their nature a result of compromise among differing national interests

and trade policy goals. Compromise is necessary to ensure the inclusion of the

interested or affected parties, as nations will agree to restrict their freedom of

action only to the extent that their competitors accept equivalent restrictions.

The omission or exclusion of key nations from international trade agreements can

only increase the effectiveness of their use of trade distorting measures. As

simple international trade theory suggests, all trading partners will be better off

and the volume of trade maximized if all nations refrain from distortive measures.

A single nation can increase its production and income through imposition of an

appropriate tariff or export subsidy if there are no retaliatory measures by others.

In the presence of retaliation, the original gain by the initiating country will not be

achieved, and the retaliatory measure may result in either the inclusion of

outsiders in the agreement or a mutually destructive escalation of retaliation into

"trade wars," or some combination of both. International agreements on trade

issues are the result of these conflicting forces, and are usually fluid, constantly

changing institutions built on a precarious consensus.

Negotiations toward an international agreement on control of official export

credits have been ongoing in the OECD since 1963. However, early efforts at some

kind of agreement were constrained by lack of support and interest from the

United States. Without the inclusion of the United States, any agreement on

export credits would not have served to control the primary impetus for competi-

tion within the OECD, which was at that point the escalating challenge from the

rebuilt industries of Europe to the dominant industries of the United States. The

early working Group on Export Credits and Credit Guarantees in the OECD was

limited in its scope, and was concerned primarily with the establishment of
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standard practices. During this period the United States was not sympathetic to

agreements on limiting the terms and interest rates on export credits. 2 It enjoyed -F

a favorable position resulting from low domestic interest rates and the ability to

fund long maturities through the Eximbank. Providing export financing competi-

tive with the United States required subsidization by European governments to

offset the advantage of lower rates and longer maturities. These early attempts at

reaching an agreement did lead to the "Understanding" on ship financing, to which

the United States was not a party.

The U.S. position shifted in 1973-1974, when the oil embargo and the shake-

up in the international financial system led to a general reconsideration of the role

of export credits. In addition, U.S. interest rates began rising. The United States

began to work actively for some agreed limitations on export credit terms. The

reluctant parties proved to be the French and British. These countries sought to

place strict limitations on maturity while keeping interest rates unconstrained.

The United States argued for a strict interest floor of 8 percent while allowing

maturities to reflect the life of the project or product. 3 The compromise which

eventually was reached in 1976 entailed a lower interest rate floor of 7.25 to

8.0 percent depending on the importer's level of development, and maximum

maturities of 8.5 to 10 years. This "gentlemen's agreement" was formalized as the

Arrangement on Guidelines for Officially Supported Export Credits in 1978.

Negotiations in the OECD have involved a process of consensus-building,

which gives greater weight to individual country positions. Following a European

Court of Justice ruling, the EEC members have negotiated as a group since 1975. -

This ruling has had the effect of requiring the formation of a common position in

the EEC prior to negotiating with other OECD members, and has given the French

effective veto power over the EEC. This has been an obstacle to change in the

Arrangement. It has meant that countries benefiting from the status quo have

qI
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been able to block adjustments to new international economic circumstances. As

the United States has been the primary impetus for reform within the Arrange-

ment, progress toward U.S. goals has been harder to achieve.

Many aspects of the OECD Arrangement have prevented it from effectively

limiting the competitive use of export credits. To begin with, it is merely an

agreement on standard terms and, until the most recent revisions, only provided for

notification of financing offers in excess of those standards. Unlike the provisions

of the various agreements of the 'Tokyo Round trade negotiations, it does not

provide for retaliatory measures. The Exchange of Information is intended to

facilitate the matching of below-scale credits as a retaliatory or countervailing

action. However, the matching of below-scale offers, while a standard practice,

has not served as a deterrent to concessionary financing. Mixed credits, or the

blending of tied aid funds with export credits to yield a grant element of between

15 and 25 percent, are not adequately treated in the Arrangement. While the

reporting requirements were improved for mixed credits in the October 1981

negotiations, there is still no consensus on standard treatment or practice.

Compounding the problem, recent years have seen the proliferation of other export

financing tools which fall outside the definitions of mixed credits but serve the

same purpose (for example, through the provision of aid funds combined with S

private cofinancing).

The ability of the Arrangement to limit subsidization in export finance has

also been severely constrained by the lack of an adjustment mechanism for the

interest rate matrix, and the lack of differentiation by currency. Beginning in 1976 .. -.

interest rates rose to the point that the Arrangement rates were far out of line

with market interest rates in countries such as the United States, France and Great

Britain. In 1980, the Arrangement matrix was increased by 25-75 basis points; in

1981 an additional 225-250 basis point increase was agreed upon. This process of

7
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adjustment of minimum rates through periodic negotiation has not proved respon-

sive to the U.S. goal of limiting subsidization. Each round of export credit

negotiations has meant a new conflict of national interests in the OECD, with the

result a belated compromise that reflects the leverage of those countries

benefiting from the status quo.

In a study for the OECD conducted by Mr. Axel Wallen of Sweden, the

alternative of a Differentiated Rate System (DRS) was proposed, along with a

mechanism for automatic adjustment of a non-differentiated system, or n' .iform

Moving Matrix (UMM). 4  The DRS would set export credit rates accc g to

government bond rates for similar maturities in each currency, thereby 'tctly

relating export credit rates to market interest rates. The French objected, n g

that differences among national financial systems would prevent a fair comparison

of market rates. The UMM would have a single matrix of rates for all currencies

using SDR based weights and would have the advantage of automatic adjustment,

but not of differentiation by currency. The only result of these two proposals was

the agreement on the minor increase in matrix interest rates in 1980. This

rejection of automaticity in adjustment and differentiation by currency makes it

likely that rates will continue to be set by periodic negotiation. In October 1981,

there was a tacit acceptance of the principle of differentiated rates in the special

rate accorded Japan because of its low market rates. This was extended in June

1981 to include an adjustment mechanism linking Japanese export credit rates to

the long-term prime rate, at a premium of 30 basic points. These developments

were more of a compromise to keep Japan within the Arrangement than a ...

movement toward adoption of an adjustment mechanism other than periodic

negotiation, such as the DRS. However, if interest rates in other currencies fall

significantly below Arrangment minimums, the adoption of similar mechanisms

could lead gradually to a more widespread automaticity and differentiation by

currency.
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Two of the most important sectors in official export credits were left

entirely outside the Arrangement: commercial aircraft and nuclear power plants.

However, there has been progress in reaching an informal agreement with the

Airbus partners. The United States was able to bring the Europeans up to its terms

of a 12 percent interest rate and 42.5 percent cover in August 1981. Also, while

not an ongoing agreement, the competing parties in bids for the Mexican nuclear

power project were able to reach a "common line" on financing terms. Furthier

similar attempts will likely be pursued by the United States. These developments

suggest that a fruitful direction for negotiations would be the extension of sectoral

agreements.

The current administration has based its export credit policy on the negotia-

tion of agreements to reduce subsidies and neutralize financing as an element in

international competition. 5 Through 1981 export credits and negotiating efforts

received a high priority in U.S. trade policy. The immediate goals of the United

States in the most recent round of negotiations which b--gan in March 1982 were to

restrict credits to the Soviet Union and secure a further increase in interest rates.

Progress was achieved on both these grounds through a reclassification of countries

and an increase of interest rates for the intermediate and relatively rich countries

to 11.35 percent and 12.4 percent, respectively. By adopting the objective

criterion of GNP per capita to govern the classification of countries, the Soviet

Union and other Eastern Bloc countries were reclassified as relatively rich. The

reclassification also will move a group of newly industrializing countries which

account for a large share of official export credits, including Algeria, Brazil, South

Korea, Taiwan, and Mexico, into the intermediate classification. In this manner

the reclassification serves to increase average export credit rates in addition to

the increase in the matrix.
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Several other aspects of the most recent revisions of the OECD Arrangement

also contribute to its strengthening. For the first time, the parties agreed not to

derogate from the agreed terms, rather than merely issuing prior notification of

below-scale credit offers. If this aspect of the new agreement holds it would

represent a qualitative improvement in the discipline of the Arrangement. While it

is still a "gentlemen's agreement," according it the status of a binding agreement

will replace the inadequate mechanism of matching below-scale credit by competi-

tors as the only source of discipline in the Arrangement. Also as part of this

agreement not to break the new terms, members agreed not to offer mixed credits

with a grant element of less than 20 percent. Whether this will control the use of

mixed credits is questionable, but it is a step towards restricting their impact. In

addition, the changeover to the new terms will be more clearcut than in the past

with a new limitation of six months on prior commitments for credits at the old

Arrangement rates.

The development of export credit negotiations over the past year has seen

progress toward U.S. goals in the OECD Arrangement. The United States has

always recognized the imperfect nature of the Arrangement but has compromised

in acceding to it on the premise that it was a promising beginning and could be

improved. Since 1976 the United States has concentrated on a strategy of steadily
"0:

strengthening the Arrangement by raising interest rates, extending special sectoral

agreements, seeking reclassifications, improving control over mixed credits, and

moving to a market based, differentiated interest rate matrix. Negotiating

leverage to achieve progress in these areas has come from a variety of sources

including linkage with other trade issues, pressure in other fora such as the GATT

and economic summit conferences, aggressive use of extension of maturities by the

Eximbank, and the threat of a much greater commitment of resources to the

Eximbank to neutralize foreign subsidies.



The status of export credit negotiations directly affects the Eximbank's

policies. With the determination that other countries would not compromise on--

* raising interest rates, the United States abandoned further negotiating efforts in

1979. The competitive posture of the Eximbank was strengthened and the Bank

became more aggressive. Since 1981 the Bank has pulled back from this posture by

raising interest rates, but has used targeted derogation on maturity as an explicit

tool to compete (with France in particular). While these derogations have been

* matched, this is more difficult for European credit agencies, and U.S. officials

believe it has functioned as an effective "weapon." The competitive response of

the Bank has been limited, even under Chairman Moore, and the idea of an

aggressive Eximbank program which fully matches the financing available to

competitors has only arisen as a threat to influence the negotiations.

Eximbank, under its current policies and budget constraints, clearly does not

* have the resources or financial flexibility to actively wage a competitiveness "war"

aimed at forcing other countries into negotiation and meaningful compromise. It is

not clear that the greater commitment to competitiveness in 1980 served that

purpose. There does not exist a consensus in the government for the commitment

of resources on a large scale to export credit subsidies with the purpose of

influencing the negotiations. "War chest" bills providing such supplementary

resources for the Bank have been approved in committee in both the House and

Senate, but it was never clear that they were intended for actual implementation,

except insofar as their approval in committee would send a signal to other

countries that the United States was seriously considering this option.6 Ambassador

Brock has also proposed an "interest subsidy fund," to remove the stigma of

Eximbank losses from its competitive stance, but this has not been developed into

any concrete proposal. 7 Short of any such massive increase in the resources

available to increase the Eximbank's competitiveness, the ability of the Bank's



competitive posture to serve as a tool in the current negotiating climate will be

limited.

In spite of this recent progress made on strengthening the OECD Arrange-

ment to control export credit competition and reduce subsidization, there are

several fundamental characteristics of the OECD Arrangement which place limits

on its ability to effectively eliminate export credit subsidization. These problems

extend beyond the operational problems mentioned above. To begin with, in the

context of negotiations within the OECD on export credits, there is no commit-

ment to the elimination of subsidization except on the part of a few individual

members such as the United States. There is no condemnation of the distortive

6 effects of credit subsidies, and no recognition of subsidized export credits as an

unfair trade practice. The Arrangement is by its design a negotiated compromise

* between countries reliant on export credit subsidies and those who favor elimina-

tion of subsidies. For this reason it is unlikely to be an effective instrument or

negotiating forum for the elimination of subsidies, which remains the basic

* objective of U.S. policy. As long as industrial competitors continue to use credit

subsidies to promote capital goods exports, the best the United States may be able

to achieve is a workable compromise on the level of subsidization.

Given the compromise on subsidization inherent in the OECD Arrangement,

European differences with U.S. interest rate policy have also posed barriers to an

effective export credit agreement. European resentment over high U.S. interest

rates has grown steadily since 1979, and a change in U.S. interest rate policy was

the most pressing matter, from the European perspective, at the most recent

economic summit conference. The prevalent European attitude has been that high

U.S. interest rates have in turn forced their monetary authorities to maintain

higher interest rates than they otherwise would have. These higher European rates

* have been designed to stem outflows of capital to the United States as a result of



interest rate differentials. In this environment of European resistance to U.S.

monetary policy, resistance to an accord on export credit rates which accepts high

dollar interest rates was also to be expected. As the level of interest rates in the

Arrangement matrix has been the primary area of contention in export credit

negotiations, this linkage to international financial issues has been a further

deterrent to an effective agreement within the OECD. Rather than treating

export credits strictly as a trade issue, their placement within the OECD under a

special international agreement extends the discord over financial and general

economic policies among the industrial countries.

Another fundamental problem with the OECD Arrangement is that its

membership is limited, and does not include the group of Newly Industrializing

Countries (NICs). These countries, including Brazil, Korea, Taiwan, Mexico, and

certain others in a more limited sense, are emerging as competitive exporters of

capital goods. While their impact is limited, their importance will only increase in

the future, as their industria! capabilities and sophistication develop. The impact

of the NICs is primarily in manufacturing plant exports in basic industries and in

certain other industries such as shipbuilding (Korea) and commuter aircraft

(Brazil). The commitment of this group of NICs to rapid industrial growth and the

expansion of manufactured goods exports has meant strong government support for

new industries through a range of promotional policies including export subsidies.

In many cases, the success of a new industry is dependent upon penetration of

export markets because of the limited size of domestic markets. Some NICs, such

as Ko~rea, have generally set export credit terms in line with the OECD Arrange-

rnent. 8 However, others, notably Brazil, have routinely subsidized export credits

with no reference to the Arrangement and a very casual concern with credit

worthiness. 9



The problem posed by the emergence of the NICs as capital goods exporters

is that they are unlikely to accede to an international agreement on export credits

within the forum of the OECD. The OECD is typically regarded by developing

countries, including the NICs, as a "rich men's club" where their interests cannot be

effectively represented. It is unlikely that NICs will enter into an OECD based

agreement on export credits for this reason. It is also unlikely that OECD)

members will accord the NICs any significant negotiating leverage to bring them -~-

into the OECD forum on export credit negotiations. The omission of the NICs may

* be a relatively minor concern in the current context of efforts to control export

credit subsidization, yet is is a factor which will provide an additional impetus to

export credit competition from outside the OECD) Arrangement.

These factors, combined with the operational difficulties described above,

*will frustrate efforts to eliminate export credit subsidies. With continued

negotiating success by the United States in the OECD, the Arrangement can be an q

* effective forum to control export credit competition. This will allow the Eximbank

to offer competitive financing without the high subsidy levels of the past few

years, and without the resulting losses for the Bank. Continued U.S. efforts at

strengthening the Arrangement, through the adoption of some means of interest

rate adjustment to reflect changing financial market conditions, the extension of

4 sectoral agreements, improved definitions and control of mixed credits, more

* effective enforcement of guidelines, etc., should bring further results. However,

these results will necessarily be a negotiated compromise. Without a fundamental

change of attitude on the part of France, England and others who consistently rely

* on subsidized export credit as a means of improving their international competi-

* tiveness, the gradual strengthening of the Arrangement will reach its limits.

Indeed, several interview respondents involved in the OECD negotiations com-

mented that the closer the negotiations came to seriously limiting subsidization,



the greater the resistance was from France and England to making any further

concessions.

Most of the negotiations on reform of the Arrangement have taken place in a

context of rising interest rates. From 1978 to 1982 the increases in the

Arrangement matrix lagged behind movements in market interest rates. In the

current context of falling interest rates, it is quite feasible that market rates for a

broad range of currencies will fall below the matrix rates to a significant degree.2
With a handful of countries below Arrangement rates, they may move increasingly

* towards straight loan guarantees at their domestic market rates, or press for

special rates for official credit institutions as Japan has done. This would split the

OECD members into two groups: those with full cover at market rates below the

Arrangement, and those with subsidized rates at Arrangement levels. If market

rates fall to a point to be significantly lower than the Arrangement for most
-4o

countries, particularly for dollar rates, then there is likely to be pressure for a

downward revision of the matrix. This will provide U.S. negotiators with the

* opportunity to play the obstructionist role and press for automaticity and

differentiation in the interest rate matrix. However, even this outcome would not

put the problem of subsidized export credit to rest. The willingness of competing

* - nations to subsidize credits will persist, and any result is likely to be in the form of

a negotiated compromise.

*This tenacity on the use of export credit subsidies and resistance to

international control contrasts with the accession to the GATT and the Subsidies

Code Agreement. Unlike the OECD Arrangement the Subsidies Code reflects the

conviction that export subsidies, and even domestic subsidies with effects on trade,

should not harm the industry of trading partners. Over the long run, the treatment

of export credit subsidies under the Subsidies Code is the primary alternative to--

the OECD Arrangement, and could bring results more in line with U.S. goals of the

elimination of subsidies.
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International Control of Export Credits: The Subsidies Code

The principal international agreement governing export subsidies is the

Subsidies Code, negotiated as part of the Tokyo Round of Multilateral Trade

Negotiations in 1979.10 The Code states that while "subsidies are used by

governments to promote important objectives of national policy," they can also

have harmful effects on trade and production in other countries. The Code is

intended to control the detrimental effects of subsidies through consultation,

mediation, and the imposition of countervailing duties. An illustrative list of

subsidies is included in the Code so as to clearly indicate the intended applications.

Item K of the illustrative list specifically defines as a subsidy export credits

granted by official institutions "at rates below those which they actually have to

pay for the funds so employed (or would have to pay if they borrowed on

international capital markets...). 1' l  However, the second paragraph of Item K

exempts export credits if they are granted on terms consistent with an inter-

national agreement on official export credits which at least 12 signatories have

adopted. This exemption clearly sanctioned the separate treatment of export

credit subsidies in the Arrangement and reaffirmed the OECD as the forum for

international agreement on export credits. Hence, if it abandoned the Arrange-

ment, the United States would have limited recourse to the Subsidies Code,

depending on the interpretation of the exclusion in Item K. "

The United States attempted to clarify these issues in 1981 by raising export

credits with the Subsidies Code experts panel. Specifically, the sectors covered by

"standstills" not limiting interest rates--aircraft and nuclear power--were sug-

gested to be outside the exemptions in paragraph 2 of Item K. These actions were

directed primarily at influencing the negotiations within the OECD, and did not

receive substantive treatment in the GATT. Since the treatment of export credits

in the Subsidies Code would be much more restrictive than that which has been

= . . . r



-116-

negotiated in the OECD, the threat of such action is a credible one. Rather than

just matching a competitor's terms--the standard means of offsetting credit

subsidies envisioned in the Arrangement--Article 13 allows for direct countermea-

sures against the competitor upon the failure of consultation and mediation. The

dissolution of the Arrangement would almost certainly bring about the treatment

of export credits under the Code; the continuation of the Arrangment will limit the

effectiveness of any unilateral action by the United States under the Code.

Therefore, the negotiating strategy of simple recalcitrance--pursued primarily by

France--has proved effective in limiting control of subsidization.

The Subsidies Code represents an attempt to control the impact of subsidies

on trading patterns through codification and agreement on procedures and reme-

dies. However, the Code confronts wide divergences among the GATT members in

trade policy, economic structure and political philosophy. The United States has

been much less inclined towards the use of subsidies to support and direct industry

than its industrial counterparts. Europe and Japan have relied much more on an

activist industrial policy in general, of which subsidization of certain industries is

often a key element. A similar difference is apparent in government approaches to

trade. The U.S. market has been more open to imports than most other industrial

countries, and the U.S. government has not supported its exporters in overseas

markets through the use of negotiating leverage or other promotional activities to

the extent of its competitors. In this context, export credit subsidies are just one

instrument of a trade and industrial policy intended to increase international

competitiveness and expand domestic industry.

The constraints which the Subsidies Code and certain other of the MTN

agreements are able to effect are limited in this environment: the Code is

directed primarily at the most predatory types of market invasion assisted by

government subsidy. To date, it has not been tested to any degree. However, the

S .4
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Subsidies Code and the MTN Agreements in general represent an important

extension of multilateral influence over aspects of government policy which have

trade effects, even those which may be domestically oriented. 1 2 This expansion of

multilateral control and standards of conduct has been singularly unmatched by any

progress on export credits: paragraph 2 of Item K remains a gaping hole in the

Subsidies Code.

As an international forum for the control and discipline of official export

credits, the GATT and the clarifying subsidies Code would not be subject to the 4

fundamental obstacles which have plagued the OECD Arrangement. Most impor-

tantly, the basic agreement inherent in the Code is the elimination of the adverse2

effects of subsidies on trading partners. This contrasts with the balancing of

* national interests and negotiating leverage in the OECD over the degree of subsidy

* and the latitude for subsidization by individual countries. The ultimate defense

against subsidized export credits under the Code would be direct retaliatory action

against the offending nation. This course of action is reinforced by provisions of

* the Trade Agreements Act, such as Section 301, which allows firms affected by

foreign government actions to request U.S. government action to seek the removal

* of the offending measure or to institute countervailing actions. The effectiveness

of this type of direct retaliatory action as an enforcement mechanism is poten-

* tially much greater than the matching of competing financing offers. It affords

* U.S. industry the same level of protection against distortive measures by foreign

* governments in third country markets as the government affords in the U.S.

market. The firm stand the United States is prepared to take regarding the impact

of foreign subsidies in the U.S. market is currently illustrated by the careful

* consideration of the effects of foreign subsidies in steel, and the imposition of

countervailing measures. The extension of this same degree of resistance against

* other foreign subsidies to export credits would be facilitated through reference to
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the Subsidies Code. Treatment of export credits under the Code could also

* strengthen the Code over the long run by making it more inclusive in its coverage

of trade subsidies.

This discussion line suggested that the Subsidies Code would provide a more

effective forum for the strict control or elimination of export credit subsidies than

the OECD Arrangement. There are, of course, many problems with the GATT and

the Subsidies Code. The Code has yet to be established as the major arbiter of the

use of export subsidies; many recent countervailing actions on subsidies have been

taken with reference to domestic trade legislation, such as the U.S. action in

subsidized steel imports. However, at the very least the threat of action under the

Code can provide a negotiating lever to influence the OECD negotiations. The

actual transference of international control of export credit subsidies to the Code,

because of the exclusion in Item K of the Illustrative List, will depend on either the

breakdown of the Arrangement or the emergence of a bloc willing to subject export

credits to the potentially closer scrutiny inherent in the Code. For the immediate

future, the imperfect, if improving, provisions of the OECD Arrangement will

continue to permit the competitive use of subsidized export credit.

Eximbank: The Competitive Response

In the absence of multilateral controls on export credits which effectively

eliminate their competitive subsidization, the pressure of providing competitive

finance will continue to dominate Eximbank policy. In the period 1979-1981, the

disparity between interest rates in the Arrangemient matrix and U.S. market rates,

combined with the aggressive use of subsidized export credit by competitors posed

difficult problems for the Bank. Offering export finance competitive in rates and

coverage with that of Europe and Japan meant a deepening negative spread on the

Bank's current portfolio--the difference in interest rates on new loan commitments

* U



* over the rate at which they were actually funded. The loans made during this

period have now come to dominate the Bank's portfolio, causing net losses for the

first time. At the same time the increasing level of foreign subsidization brought

on increased demand for Eximbank loans at competitive rates. The program

limitations set by the Bank's budgetary authority proved to be increasingly

constraining, and the Bank was forced to take measures to stretch its resources

further and be more selective among competing loan requests.

The 1978 Amendments strengthened the competitiveness mandate of the

*Bank, but the legislation, and Congress in general, has provided little guidance in

terms of the problem,; competitiveness poses for the Bank. The degree of

- competitiveness is directly affected by the Bank's policy on incurring losses, which

* has ranged from an acceptance of losses in favor of greater competitiveness under

* Chairman Moore, to a commitment to restoring financial self-sufficiency under

Chairman Draper. The "breadth" of competitiveness, or the coverage of Eximbank

* programs, is limited directly by the budget authority, but the criteria for

selectivity among competing loan requests are a product of Bank policy. In

structuring its programs, the Bank is continuously juggling between these conflict-

* ing measures and constraints.

* There are several different means of interpreting the competitiveness

mandate, each with different implications for Eximbank policy. The concept of

* neutralizing foreign credit subsidization as a factor in international competition is

the most far-reaching in terms of the demands it would place on the Bank's

programs. Strictly speaking, "neutralization" implies that the purchaser be faced

with a choice between competing bidders which is indifferent to financing. The

* type of Eximbank program that would achieve this would require supporting any

export that faces subsidized financing competition with an equivalent effective

interest rate, equal maturity and coverage of other factors such as foreign and
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local costs. If the evaluation of financing terms by the importer were known, then

terms would be modified, trading off one parameter for another to yield an

equivalent level of subsidy so as to make the financing choice neutral. An

extension of this approach would be to neutralize the effect of any foreign

government intervention in export finance regardless of the subsidy element. This

would mean the provision of programs equivalent to competitors', such as inflation

insurance, foreign exchange risk insurance, etc.

A lending program aimed at neutralization would be non-exclusive with

respect to the type of export supported or other factors influencing an individual

bidding situation. It would be comparable in breadth to the virtual entitlement

programs offered by most European nations. Such a blanket approach to competi-

tiveness would require a significant increase in Eximbank lending authority and, in

the current interest rate climate, some means of financial support for the Bank. It

does not imply the identical matching of nominal interest rates in other currencies,

but the offering of an equivalent rate, perhaps at a similar discount from market

rates. An approach based on neutralization of subsidies has been supported by

industry groups in the United States, but the Bank has not had the resources

necessary to implement such a broad based response to foreign subsidization.,'3

A more restrictive interpretation of the role the Eximbank should assume to

be competitive is to offset the effects of foreign credit subsidies where financing

is a relatively more important factor in competitiveness. This would imply an

* interest rate "~close" to what would be equivalent to foreign offers, and coverage in

other aspects which is roughly comparable. The resulting financing package would

be similar enough to competitors' to ensure that subsidized financing was not the

overriding influence on the sale. Such an approach would normally require 4
directing resources to cases where financing is an important component of a bid, as

is reflected in Eximbank's distinction of projects from products, and the use of

unsubsidized rates or guarantees for other exports.
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This approach is indicative of the competitiveness stance of the Bank under

Chairman Moore. The Bank set interest rates and cover to yield a package within a

range of the competition that would not greatly disadvantage the U.S. exporter's

competitiveness. This type of strategy is facilitated by the existence of minimum

terms as defined in the OECD Arrangement, for the Bank's terms could be

standardized to be "close" to Arrangement terms. There is a widespread view at

the Bank that being "close" means within roughly 100 basis points, and that a

greater discrepancy in nominal interest rate will make an offer uncompetitive.

With a large differential between U.S. government bond rates and Arrangement

rates, this type of policy will still mean continued losses for the Bank. The
AP

experience of the Bank in 1979-1980 proved that even this more directed

competitiveness policy will encounter resource constraints. With an extremely

limited program authority for direct loans, the Bank's selection criteria will assume
U

even greater importance with a wider differential between Eximbank rates and

market rates. The industries or types of cases excluded from Eximbank support

will have more to lose by not receiving direct loans, and would probably increase

their lobbying efforts to influence case decisions and policies affecting loan

*- criteria. This concept of offsetting foreign subsidized credit could be applied for

any level of budget authority. However, in practice it is likely that the

commitment to competitiveness implied by offering "offsetting" terms would be

matched with budget authority sufficient to ensure a breadth of coverage across

the most important cases.

A further limitation of competitiveness is also based on directing the Bank's

resources to the types of cases where financing is most important, but refines this

approach further to incorporate more case-specific factors. The current targeting
approach of the Bank is based on this strategy. Examining all the factors that

influence the sale, the Bank assesses the need for direct credit financing in the
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attempt to target those cases that would be lost without it. The Bank then also

structures its financing offer to reflect the degree of support it judges is needed

for the export to go through. In its concern over self-sufficiency, the Bank does

not lower its interest rate to increase competitiveness. In this respect the Bank is

not as responsive in terms of the degree of competitiveness as a purely offsetting

policy would dictate. It will increase its cover from 42.5 percent to 65 percent, or

75 percent with supplier participation, as a means of lowering the effective rate to

the borrower.14 The Bank has also selectively offered to finance the 2 percent 0

commitment fee in order to decrease its impact.

Under the current targeting approach, the most important tool for increasing

the competitiveness of the Bank's financing has been the extension of maturities

beyond that normally offered by competitors. This strategy draws on a particular

strength of U.S. capital markets not easily matched by European competitors. It

does constitute a unilateral derogation from Arrangement terms, but this was

consistent with U.S. negotiating efforts over the past year. With the new terms

entering into force, the United States will be bound by the Arrangement not to .
extend maturities, and this will not be an option (barring a breakdown in

compliance in general).

The targeting strategy is an attempt to yield the same outcome as the more

systematic offering of competitive terms, but without the expenditure of resources

on cases which would have gone ahead for reasons other than financing. That the

Bank's standard terms were not competitive is evidenced by the fact that it relied

on the extension of maturity to achieve competitiveness and that PC requests

dropped off sharply following the increase in rates in July 1981. With the recent

0 upward revisions in the Arrangement and the corresponding adjustment of

Eximbank rates, the competitiveness of the Bank will be improved. The differen-

tial between Eximbank and Arrangement rates has been narrowed to I percent or
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* less (except for Japan). The Bank's "Follow-up Studies" on PC dispositions have

shown that there were a very small number of cases lost due to financing in the

* period prior to July 1981, when the Bank was within a similar range of the

*Arrangement matrix.' 5  The Bank will continue to face resource constraints,

however, which limit its breadth of competitiveness. With $3.7 billion proposed by

- the Administration for direct loans in FY 1983, the Bank's targeting efforts will

have to be even more exclusive. If, as in FY 1982, Congress partially restores cuts

to the Eximbank budget authority, the Bank would still be able to support only a

declining share of capital goods exports, as inflation and increases in those exports

* raise their value.
01

The decrease in interest rate differential), combined with increasing resource

constraints, brings the Bank's targeting efforts to the fore of its competitive

* posture. In this respect, the reliance on individual case assessments as the primary

means of targeting does not constitute a dependable, systematic response to the

use of credit subsidies by competitors. The main problem with the Bank's targeting

approach is the resulting lack of consistency and predictability. 16 An exporter

must rely on the Bank's assessment of his competitive situation, and of the relative

importance of factors influencing the sale. While the ability of the board and staff

* to evaluate individual cases may be quite good, a heavy reliance on individual case

* assessment does not promote consistency across cases. The Bank's staff has cited

* consistency and predictability as among the most important components of

* competitiveness in an export finance program.17 This is particularly true as U.S.
W

exporters are confronted with virtual entitlement programs supporting their

* competitors. Past Eximbank boards have, to a great degree, relied on the specific

factors influencing each case to determine the need for Bank support and the level

of that support as reflected in the structuring of the credit. For this reason,

consistent adherence to policy guidelines has always been difficult to achieve at

W
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the Bank. The current board faces greater resource constraints on direct lending

and has responded by institutionalizing its discretionary assessment process as a -

means of resource allocation. While the competitiveness of the Bank's standard

terms is improved by the revisions in the Arrangement, these problems of resource

targeting will remain.

The close alignment of Eximbank rates with Arrangement rates may ease

concern over the competitiveness of standard Eximbank terms, but the problem of

lack of differentiation by currency (excepting Japan) still affects the international

comparison of interest rates. Countries with higher interest rates have more

latitude for subsidization, while in Japan export credits are offered at a premium

over the long-term prime rate. The usual standard of competitiveness utilized by

the Bank, of being within 100 basis points of the Arrangement, and hence interest

rates charged by competitors, thus does not take into account variations in market

rates, and thus the degree of subsidy, among competitors. The reliance on a

straightforward comparison of nominal interest rates is based in part on interest

* rate "illusion," or the preference of borrowers, particularly less sophisticated

developing countries, for lower nominal rates regardless of currency. Such

straightforward comparisons ignore the linkage between nominal interest rates and

exchange rate expectations. International movements of interest-sensitive short-
* 6

term capital act to equilibrate the total return on investment resulting from

interest and exchange rate appreciation /depreciation. Therefore, from the

borrowers perspective, the relative debt service savings from lower nominal

interest rates available in "hard" currencies will be offset, to a greater or lesser

degree (depending on the accuracy of expectations), by currency appreciation.

Most developing countries have now gained experience and sophistication in

international borrowing, and are increasingly less prone to interest rate illusion.

The advisory services of commercial and investment banks on the sourcing for



-125-

large projects also contribute to accurate assessments of relative costs of

borrowing in different currencies. These advisory services increasingly rely on

long-dated forward contracts to convert effective interest rates into other

-* currencies for a direct comparison. While the market in these long-dated forward

contracts (over .5 years) is very thin, and current expectations (as expressed in the

cost of forward cover) are not necessarily accurate predictors of future exchange

rate movements, they do provide some basis for a comparison of the costs of

potential borrowing in different currencies.

These factors suggest that interest rate illusion is not an important factor in

an importer's financing decision. Preferences for borrowings in certain currencies

6 may persist, for example, for purposes of overall debt management. However, it is

not necessary for the Bank to "oversubsidize" to maintain its competitiveness by

offsetting lower interest rate levels in other countries. In the current environ-

mernt, the problem is not the competition from low interest rate export credits

* from Japan, but highly subsidized rates from France and England, among others.

* Taking advantage of recent relaxations on foreign lending in Japan, Eximbank is

currently encouraging guarantees of Yen-denominated commercial bank loans as a

*means of supporting exporters in competition with Japan. The Bank is also

* exploring the possibility of funding loans directly in Yen. These foreign currency

* denominated loans are clearly the best response to what amounts to competition

between different capital markets.

The competitiveness of the Eximbank, then, is not merely a question of the

"closeness" of its terms to competitors and the level of its resources, but is also

determined by the flexibility and innovativeness of its programs, and the effective-

ness of its allocation of resources. The commitmnent of resources necessary to

fully "neutralize" foreign competition in export credits as described above would

entail a much greater level of subsidization with probably marginal returns in
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terms of increased exports. The Bank's competitive response will, by the necessity

of its resource constraints and the attitude of the current administration, be more

limited. This does not mean that the Bank cannot be effective in responding to

foreign credit subsidies, but that its effectiveness will depend on the careful design

and implementation of its policies. The implications of the current policy

orientation of the Bank for the support of U.S. industry in international trade, both

in terms of offsetting the effects of foreign credit subsidies and in terms of

linkages to other trade policy goals, follows in the next section.

Implications for Trade Policy

Project/Product Differentiation. The Bank's project/product distinction

excludes a range of goods which are supported with subsidized finance by

competitors. This has long been a criterion in the direct loan program, but is

applied more restrictively at the present time. The distinction between project

and product is not always clear, as the same types of goods can be involved in each.

Machine tools may be exported as part of a turnkey factory project, exported

separately as part of a multi-sourced project, or sold individually. In the latter two

cases, they would be confined to the supplier credit or discount loan programs.

Similarly, many other types of equipment can be either part of a project or

procured individually. The result is the inconsistent treatment of essentially

similar exports. The inconsistency is even more marked because the Bank's

medium term supplier credit programs have consistently been the least competi-

tive. 1 8  This results from a substantial degree of interest rate support by

competitors, usually at the Arrangement minimum, whereas Eximbank offers only

bank guarantees or discount loans. The most recent data on cases referred to the

supplier credit programs show a distinctly higher portion of exports lost because of

financing when referred to supplier credit programs.' 9 Similarly, cases which were
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denied direct loan support but not referred to supplier credits because they were

considered too large also fared poorly, especially to public buyers in developing

countries.2 0 Normally the discount loan program has served to partially fill this

gap by refinancing commercial bank loans at an interest rate tied to the Federal

Reserve Discount Rate. However, the maximum limit on discount loans was

reduced to $2.5 million, creating a gap between that limit and the informal $5

million floor for direct loans. This measure was taken to reduce the demand for

discount loans to within the budget ceiling and is presumably a temporary
limitation. Yet further cuts are currently proposed for the discount loan program

to $100 million, primarily because they are disbursed more rapidly and have an

immediate effect on the Bank's borrowing requirements.

In terms of criteria for targeting resources effectively, the project lending

distinction does serve to identify cases where financing is relatively more

important. The specific criteria which constitute the distinction-a longer

gestation period, large transaction size and long productive life-are indicative of

the greater importance of financing in the importer's decisionmaking calculus. The

fact that it has such a marked effect on the financing prospect of the excluded

goods is a result of the lack of interest rate support in the medium-term programs.

From the perspective of the exporter, it appears as an inconsistent and perhaps

arbitrary distinction. In some cases exporters attempt to "bundle" products

together in order to increase the value of the transaction to over $5 million and

give it the appearance of a project. This type of response is indicative of the

potential distorting effects resulting from the application of this criterion. The

sharp distinction between the subsidies available in the direct loan program and the

guarantees in medium-term programs mean that in practice it is proving to be

particularly discriminatory in terms of the level of support available from the

Bank.
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Some type of program is desirable for capital goods which are on the

borderline of the project and product distinctions. The discount loan program has - -

been useful in this context and has been successful in the past in supporting these

types of equipment exports, even at money market rates which are often high

relative to competitors'. Although strict maintenance of the project/product

criterion may be justified under the need to target scarce resources, some effort is

needed to remove the distortions this distinction causes. Specifically, the gap

between the $2.5 million and $5 million transaction size should be filled. Expansion

of the discount loan program would be perhaps the easiest means of removing the

differential in the support of similar products between the direct loan and supplier

credit/guarantee programs. Any measure to make medium-term programs more

competitive, such as interest rate support, would involve an additional subsidy

element. In addition to the exports lost, as evidenced by the Bank's follow-up

studies, the arbitrary discrimination against borderline products/projects and the

lack of competitiveness in medium-term programs also encourages a less visible

decrease in exports through overseas sourcing.

Overseas Sourcing

The financing available for exports is a general preliminary consideration in a

firm's competitive strategy. For a U.S. based multinational firm with overseas

production capability, the financing available from different countries is a factor

in sourcing decisions to serve export markets in other countries. The overall

competitive stance of official export financing systems will influence the planning

process and a firm's sourcing proposals in competitive bidding situations. It is

difficult to estimate the extent of overseas sourcing to serve third country markets

due to financing considerations. These are internal corporate decisions subject to

multiple factors. Assuming profit maximizing behavior, a consistent differential in
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Ifinancing terms will lead to a marginal reallocation of production to take

advantage of more favorable financing. The cost of overseas sourcing is lower for

a firm with existing manufacturing capacity in other countries than is the case

where significant new investment would be required. It is among well-established

multinationals that export credit terms will then have a proportionally greater

effect on sourcing decisions. For these firms the incremental costs in terms of

managerial problems, start-up costs, retooling costs, etc., will be lower. However,

there is likely to be some effect even on new investment aimed at production for -

export, as financing terms will be one element in the investment assessment, and

will affect pricing decisions. Liberal export credit terms are a standard incentive

offered by industrializing countries attempting to attract foreign investment.

There are several aspects of the Eximbank's competitive stance that will act

to encourage overseas sourcing. Resource constraints force the exclusion of

certain cases from direct loan support which will lead firms to utilize other -

production bases with more liberal export credit programs. The exclusion and

inconsistent treatment of products in the direct loan program, as suggested above,

will influence sourcing decisions for that class of goods. The lack of consistent and

* dependable support for a firm's products, exemplified in the Bank's discretionary

assessment of individual cases, has led some firms to submit duplicate bids from

0U.S. and foreign sources, and also to source directly overseas. The more

straightforward lack of competitiveness in medium-term programs is perhaps the

greatest encouragement to overseas sourcing. This class of products, representing

U mostly self-contained machinery and equipment, is of a small enough scale to allow

the establishment of multiple production facilities. This is clearly much less true

of larger "big ticket" project-related equipment such as aircraft and electric power

machinery. Clearly, the demonstration by a country of commitment to aggressive

export financing is only one of a group of considerations that affect sourcing
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decisions. Export credit terms are likely to play some role, however, in the

transfer of production overseas.

Limited empirical evidence on overseas sourcing to take advantage of liberal

export credit facilities doer, exist in a recent survey by the Machinery and Allied

Products Institute. 2 1 The MAP! survey revealed that 14 firms out of the 39

surveyed reported 39 transactions diverted to foreign affiliates exclusively or

primarily because of export financing terms in 1981. The total value of the

diverted sales was $386.7 million, which was sourced in Canada ($169.45 million),

France ($97.5 million), Japan ($39.7 million), Spain ($24.45 million), the U.K.

($23.41 million), Netherlands ($21.5 million), Brazil ($10.23 million) and Belgium

($.5 million). In addition, nine companies reported they had lost or not bid on

projects totaling $4.3 billion because of uncompetitive financing.

The MAP! survey is of limited value for several reasons. There is no

indication of what percentage, either of total exports or of total exports which

could potentially be sourced overseas, the reported transactions constituted for the

firms surveyed. Hence, there is no means of attaching any relative importance to

the absolute figure of $386.7 million. There is also no indication of the relation of

the sample of firms to the population of capital goods exporters, other than that

they were all firms with active foreign affiliates and did not include aircraft and

nuclear power manufacturers. There is no indication of the controls or verification-

* procedures used (if any) to prevent the reporting of biased or inaccurate data. This

is particularly important because the survey was obviously intended for the

advocacy of MAPI's interest and support of lobbying efforts for a larger Eximbank

budget. There is also no identification of the specific aspect of noncompetitive

export financing (interest rate differentials, denial of direct credit support, etc.)

which led the reporting firms to source their exports overseas. Nevertheless, in-

spite of these shortcomings, the survey is important in that it demonstrates that
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More rigorous research efforts of this type will no doubt continue to define the

extent and nature of overseas sourcing, which otherwise goes largely undetected by

* the Eximbank and other agencies in their monitoring and policy analysis functions.

The impact of overseas sourcing extends beyond the immediate loss of

* exports for the U.S. Factors that influence the transfer of production overseas

have effects on U.S. competitiveness and trade patterns in more subtle ways. Here

again, export financing is just one element among many, but the fact that it does V

* operate to induce overseas sourcing in capital goods means that it is a factor in

inducing a more rapid transfer of technology abroad than would otherwise have

taken place. The U.S. strength in manufactured goods exports, both overall and to

* developing countries, has been in more advanced higher-technology goods.22 The

product life cycle theory of international trade suggests that new products are

initially produced in the home country, at the site of the firm's major production

and R&D centers, and intended primarily for the domestic market. Export markets

are also served initially from this home production base. As the technology

becomes standardized, production then shifts overseas to serve foreign markets

where the firm at that point faces competition. Ultimately, production for the

U.S. market may also shift to lower-cost countries. Many factors have changed to

reduce the applicability of the product life cycle theory as a determinant of U.S.

export patterns. 23 Firms now usually plan new products with global markets in

* mind from the outset, and established multinational production networks of major

firms facilitate global sourcing strategies. The U.S. also does not command the

technological lead it had in the postwar period through the 1960s, and the factor

cost characteristics of the industrial nations have converged. However, the

product life cycle theory does still retain some validity for new, technology-

*intensive products such as certain types of capital goods. Increased overseas
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sourcing of these goods in response to noncompetitive export financing will shorten

the time period during which they are produced in the United States, thus "speeding

up" the product life cycle development. The distortive effects of foreign credit

subsidies, thus, also extend, through their influence on overseas sourcing, to

patterns of production and trade that have been a major determinant of U.S.

competitiveness.

Support for High-Technology Industries. Technological innovation, as sug-

gested by the previous discussion, is a major determinant of industrial competitive-

ness. The United States has consistently supported its leading high-technology

industries through incentives for innovation and government programs and expendi-

tures to stimulate research and development. In trade policy, the United States

has concentrated on efforts to remove barriers to trade in high-technology goods,

for example, in raising the issue as a matter of special concern on the agenda of

the 1982 GATT Ministerial meetings. Barriers to trade in high-technology goods

involve various means of protecting domestic markets through government

procurement practices, restrictive technical standards, subsidization, etc., and of

promoting exports through the use of subsidized export credits, diplomatic leverage

and other promotional tactics. As was outlined in Chapter 3, the capital goods

sectors are in general technology -intensive, and several industries in particular

whose exports are typically financed through official credits, may be classified as

high technology. These would include satellite communications systems, telecom-

munications equipment in general, aircraft and aircraft engines, numerically

controlled machine tools, robotics and other automated manufacturing equipment, -

and certain types of electrical equipment.

0 As part of an articulated industrial policy of government support for these

industries in Western Europe and Japan, subsidized export credits are virtually

assured where securing export markets is an objective. The level of support these
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industries receive in other countries generally exceeds that prevailing in the United

States. Often this is rationalized under "infant industry" arguments, as is the case

in the French electronics industry. Concerted French efforts to capture developing

country markets in telecommunications equipment is one example where export

credits have played an important role as a means of official support.

Conversely, the current targeting efforts of the Eximbank have centered on

* identifying industries with a significant technological advantage as not needing

subsidized credit to compete with their inferior, but officially financed, counter- -

*parts. This targeting rationale is based on the role that financing plays in

* international competition: it is relatively more important when goods are less

O differentiated by performance characteristics or technical superiority. The sale ofe

* U.S. satellite communications equipment to Australia cited earlier is a good

example of the successful application of this criterion: the sale went ahead

without direct credit support in the presence of subsidized credit competitiono

*based on the technical superiority of the U.S. equipment. However, targeting

direct credit support to exclude those U.S. firms or industries with a significant

technological advantage has the potential of risking a loss of important markets

should the Bank mistake the relative importance of financing to the sale. Should

this occur, the effect would be to encourage the catching-up efforts of competitors

which are facilitated by the aggressive use of export credits.

The Bank does attempt to monitor these industries and cases, and is alert to

any signals that may suggest a U.S. firm no longer has command of its industry

U internationally. Through its monitoring of the competitive environment in export

credits, the Bank staff and board are aware of the predatory use of export credits

* to capture new markets, and will be quick to respond to competitive threats. While

78 some have suggested that the lack of aggressive Eximbank financing of leading U.S.

industries invites foreign competition, it is doubtful that over the long run

.4
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consistent direct credit support would deter foreign competitors from attempting
to enter new markets. The problem in pursuing this targeting strategy lies in the

determination of the critical period or specific cases where foreign subsidized

financing will make the difference in market penetration.

Eximbank finance is an important factor in support of high-technology

exports because of the use of credit subsidies by competitors to support their high-

technology industries. The Bank's role is in offsetting these credit subsidies, as in

other industries. The Bank would be an inefficient means of attempting to offset

the effects of extensive government support of high-technology industries by other

industrial nations. If additional government intervention is necessary in this regard

it would be better directed at the source of technological advancement through

greater incentives for innovation and increasing research and development effort.

Government Intervention in Support of Exports. As the preceding discussion

of high-technology industries illustrates, U.S. capital goods producers are often

faced with competition from foreign industries which receive extensive govern-

mental backing. Where government support takes the form of outright subsidy

(except export credits), overly restrictive government procurement preferences,

and other blatantly protectionist means, some form of remedy is generally

available through provisions of the U.S. Trade Acts or the MTN codes. However,

government support often takes less tangible or easily countered forms. A

particular problem U.S. firms face from European industry is that of competition

from state owned enterprises. This is especially true in aircraft and aircraft

engines, nuclear power, and telecommunications. State owned enterprises are

typically not under the same type of pressure to produce continual profits as is

private industry in the U.S., and typically respond more to the goals of increasing

production and employment. They are in many cases more willing to take loss-

leading ventures into new markets than their U.S. counterparts.
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While state owned firms typically enjoy a variety of government supports,

they also share these with private firms that are the favored targets of industrial

policies. The use of negotiating leverage by high-level government officials and a

willingness to introduce diplomatic concessions into commercial negotiations are

perhaps the most distortive of these measures. One example of the extreme use of

these types of linkages was the tying of aircraft sales to the granting of reciprocal

landing rights. The recognition of the distortive effects of these practices led to

the civil aircraft agreement concluded in the Tokyo Round of multilateral trade

negotiations. In general, the United States has been more reticent than competi-

tors to utilize such means of export promotion. For example, high-level visits by

U.S. officials to foreign countries are rarely accompanied by commercial represen-

tatives of U.S. firms, which is a standard practice of other industrial nations.

In the past, the United States could afford to ignore these practices because

of the dominance of U.S. industry in world markets. The gradual erosion of this

dominance in many industries has increased the need to respond to these types of

intervention by foreign governments. The issue confronting the Eximbank is what

its role will be in this response. At present the Bank is in many cases the only

tangible form of U.S. government support for industries confronted by these types

of competitive pressures. Is the Bank to be the primary means of supporting U.S.
1P

firms against the pricing flexibility of foreign state owned companies? Should the

Bank be "'unleashed" to counter excessive diplomatic support or linkage to other

types of foreign policy concessions to which the United States is unwilling to

respond in kind?

To date the Bank has not assumed these roles tc , significant degree. To

do so would mean a reorientation of the Bank from cu-ntering export credit

competition, and would no doubt further strain the decisionmaking process at the

Bank by adding to its already conflicting mandates. What is needed is the close

- -.-.-.-.-.. 
. . . . . . . ..-... 
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coordination of the Bank with other export promoting activities of the U.S. I

government. Without the Bank becoming a subordinate of the agencies responsible

for trade promotion, more visible cooperation would improve relations both with

foreign buyers and domestic business constituencies.

Support for Service Industries. The transformation of the U.S. economy to a

service-based economy has been developing throughout the postwar period, and has

intensified in the past decade with the shift of manufacturing industries to

developing countries. Services exports have become an increasingly important

component of the U.S. current account. Service industries face a number of

barriers to open competition in most countries. U.S. support of services exports

has become an important trade policy issue, exemplified by the efforts to bring

international trade in services under the same set of principles governing trade in

products. However, in the industrial project-related fields of engineering, U.S.

exporters typically do not get the same degree of support, either through foreign

assistance or official financing, as they do in other industrial countries. Eximbank

has experimented with the financing of feasibility studies and other

engineering /construction services in the past, but does not do so explicitly at the

present time under the rationale of targeting its resources to actual product

exports. Nevertheless, a significant component of project exports represents

services. The construction of large infrastructure projects typically requires a

great degree of site-specific engineering and design, as well as the services

involved directly in the construction. The Bank does not, however, monitor or

vigorously examine the extent of its support of service industries through project

financing.

The United States does provide financing and assistance specifically for
* SP

feasibility studies through the Trade Development Program administered by AID.

UJ
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. The importance of supporting feasibility studies is that the firm conducting the

study plays a significant role in the final design of the project, and thus in the

equipment selected. In many cases this means that procurement for the project

will be sourced from the home country of the firm, so that the final export sales,

often coming several years later, are influenced strongly by the initial contract for

the feasibility study.

The issue facing the Eximbank is, again, what role it will play in the financing

of project-related services such as feasibility studies. The transaction size of

feasibility studies for most projects is small relative to Eximbank direct loans, and

explicit support of these studies would require a relaxation in direct lending

criteria. The Trade Development Program is relatively small, with a program

budget of only $5 million for FY 1982. The experience of the Bank staff in

industrial project financing suggests that such a program may be better admini-

strated and more efficiently sponsored at the Bank itself. The Trade Development

Program had its origins in providing technical assistance in countries where foreign

aid was being phased out, and thus was logically connected with AID. With its

primary focus today on financing feasibility studies to promote U.S. exports, it

would benefit from being directly connected to the Eximbank, or perhaps the

Commerce Department Office of Major Projects in ITA. At the very least, the

administration of the TDP could benefit from an exchange of personnel between

AID and Eximbank. 2 4

The current trade policy initiatives on services exports so far have not moved

Eximbank policy toward explicit support for services exports. The competitive

financing environment in feasibility studies suggests a stronger role for the Bank

which is directly related to project finance, either through its own programs or in

conjunction with TDP.

4 .
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Subsidized Export Credits in the U.S. Market. Foreign subsidized credits not

only affect U.S. export industries, but also offset sales in the U.S. market. Unlike

the Eximbank policy of avoiding direct credit support for exports to other

industrial countries, many other countries are willing to support capital goods

exports with subsidized credits with little reference to destination. Due to high

domestic interest rates over the past three years, the financing terms available

from foreign export credit agencies have often proved especially attractive to U.S.

purchasers. For example, the 8 percent dollar financing available from Brazil for

purchases of commuter aircraft aided the Bandeirante's penetration into the U.S.

market. 25

The United States has pressed for a limitation over subsidized credits into

other industrial country markets in the export credit negotiations in the OECD in

an effort to control their impact on the U.S. market. This effort was largely

successful in the over I percent interest rate increase in the Arrangement rates for

relatively rich countries agreed to in July 1982.26 The U.S. government has also

made commitments actively resisting the use of subsidized foreign credits in the

U.S. market. This commitment transcends the minimum rates stipulated in the

OECD Arrangement, as it would extend to credit offers made at Arrangment rates

which still represented a subsidy relative to domestic interest rates. As even the

12.4 percent Arrangement rate is below current prime and corporate bond rate

levels, latitude for subsidization exists and could bring on retaliatory action from

the United States.

Export credits in the U.S. market directly affect the Eximbank because of

the provision in the 1978 Amendments for Eximbank financing of U.S. suppliers

facing subsidized financing competition in domestic sales. The Bank is one of the

means of taking countervailing actions. The stipulation was invoked in the recent

contract award by the New York City MTA to Bombadier of Canada for mass
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transit railcars. Budd, the U.S. bidder, requested a loan from the Eximbank to

counter the 9.7 percent financing offered by Canada's Export Development

Corporation. Secretary Regan, however, declined to authorize the Bank to

consider the case on the grounds that the award would have gone to Bombadier in

any case because of other considerations including a prompter delivery schedule,

* greater New York State content, and a desire on the part of the MTA to diversify

its sources. Budd is continuing this case with the International Tariff Commission,

which is giving careful consideration to the contract award and the subsidized-

financing. The ITC has made a preliminary determination that the Canadian credit

subsidy may have caused economic damage to U.S. industry, but the final outcome

is not yet clear.

The strong stand by the United States on the use of credit subsidies in the

domestic market contrasts with the more patient negotiating efforts on export

credits, in general, in the OECD. This response is mandated by legislation

governing unfair trade practices and, of course, facilitated by direct means of

control over the purchaser. In the event of a countervailing action against a

foreign credit offer which is within Arrangement terms yet subsidized by U.S.

interpretation, the action may be viewed by competitors as reneging on the

Arrangement. However, a firm stand--even one resulting in damage to relations

within the OECD concerning export credits--would be consistent with the U.S.

effort to control and eliminate the continued use of export credit subsidies.

Subsidization of Industrial Capacity. The longer-run effects of competitive

4 ~ export credit subsidization present related trade policy !-oblems through the

creation of excess capacity in certain basic industries. Capital goods exports serve

to build industries in other nations, supplying the productive machinery, plant,

equipment and infrastructure for industrializing nations. These imports are

typically financed with official export credits on subsidized terms. The more
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advanced developing countries in particular have been large importers of capital

goods from the industrial countries. The establishment of basic industries has

often been the cornerstone of these countries' development strategies. In addition

to supplying their domestic markets, tapping the large potential markets in the

industrial countries has become an objective. In some cases these industries are

uneconomic, and are maintained through subsidization and protection for their

perceived valued in promoting industrialization.

In the industrial countries, these basic industries are mature and well

established, and often enjoy a high degree of government support and protection.

The adjustment to changing patterns of global production and comparative advan-

tage has been slow and painful, resulting in the maintenance of capacity beyond

what would have been maintained under more open competition. The combination

of rapid industrial expansion in the developing countries and slow adjustment in the

industrial countries has created global surplus capacity in certain basic industries.

Steel is perhaps the best example of this situation; the excess capacity, subsidiza-

tion, and protection in the steel industry have created one of the thorniest trade

problems in recent years.

The easy financing terms available for the importation of new steel mills is

not, of course, the primary cause of the expansion of steel capacity. The major

reason is the dedication of many countries to the development or maintenance of

steel industries. The subsidized financing terms available do, however, add fuel to

the fire and are an additional factor influencing the expansion of the industry. The

issue is not to control or otherwise limit plant exports in industries suffering from

overcapacity: this would merely be another means of protection. The problem lies

in the continuing subsidization of those plant exports through officially supported

credits.



The Eximbank cannot unilaterally affect this issue by withholding credits for

steel mills or other industries plagued with overcapacity. Competitors would still

finance and build the new plants. However, these industries do constitute a

suitable area for special sectoral agreements to limit subsidization. In addition to

steel, chemicals and petrochemicals are also beginning to exhibit chronic overcapa-

city. One industry which was the subject of the first sectoral agreement in the

OECD is shipbuilding, in which surplus capacity continues to exist, largely because

of protective subsidies. In the current volatile environment in the steel industry,

an accord on steel plant exports in unlikely. Nevertheless, the existence of

overcapacity aggravated by subsidized export credits will continue to pose trade

policy problems in an increasing number of industries.
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VI. ALTERNATIVE CRITERIA

Throughout most of its history, the Eximbank has not had a prominent role in

U.S. trade policy. The Bank existed as an independent institution, under relatively

little scrutiny from Congress or policy coordination with other executive branch

agencies. Many Congressman knew little about the Bank other than that it

supported exports and returned a dividend to the Treasury each year. The long

term and low interest rates the Bank offered were synonymous with the strength of

U.S. capital markets, as were the goods it financed with the leadership of U.S.

* industry. The Bank was passive in its allocation of resources, supporting requests

* that were presented to it with the appropriate programs, based on the type of

export and considerations of credit-worthinesss. Eximbank loan officers enjoyed

access to a broad range of resources with which to structure financings; resources

were seldom constraining, and the Bank frequently introduced new programs where

they could be useful in supporting exports. In this environment the Bank's policy

was straightforward and clear: to support exports requiring financing while seeking

reasonable reassurance of repayment. Policy planning was of little concern; the

Bank had no formal Policy Analysis office until recently.

In the current environment, the need for careful policy planning is para-

mount. The Bank is torn by the need to be competitive, and yet fiscally

responsible, within the framework of declining resources relative to the potential

demand for its loans. The concern of exporters is evident in the strong lobbying

over the proposed budget levels for the Bank, and the formation of a lobby group

aimed specifically at a stronger Eximbank, the Coalition for Employment through

Exports. On the other hand 0MB has supported a market-related interest rate for
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the Bank, and insists it must get by on reduced resources along with other federal

programs. If one assumes a continuation of the resource constraints on the Bank,

and its unwillingness to sustain large losses indefinitely, the flexibility of the Bank

in terms of alternative criteria is limited. If one assumes also that the

Arrangement negotiations will be frustrated in completely eliminating export

credit subsidies, the Bank will continue to operate in an environment of intense

competition. The current policy has been based implicitly on riding out the short

term until progress is made in the negotiations, U.S. interest rate levels decline,

and economic activity accelerates. While these developments would take some of

the pressure off the Bank, they still would not solve the need for deliberate policy

planning. This chapter poses several alternatives for the Bank in the current

environment, and examines future trends which affect export credits and Eximbank

policies. As a means of deliberate policy planning, the most immediate step the
"S

Bank can take is the specification and implementation of explicit lending criteria.

Explicit Criteria for Direct Credit Support

Explicit targeting criteria represent in many ways a more controversial

lending policy than targeting by case assessment. Currently, the Bank maintains it

can meet the needs of exporters in the most important cases with its available

resources. In doing so it does not outwardly deny direct credit support to an

identifiable group, and in essence finesses the issue of allocation under reduced

resources. While it may be a safer approach in this respect, reliance on individual

case assessment may reduce the Bank's credibility in the long run because of the -

weight it places on board decisions and the inconsistent response across cases.

The adherence to explicit criteria in determining the need for Eximbank

support would formalize and rationalize the targeting of resources. Targeting

based on specific, explicit criteria, whether by a more systematic extension of
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existing criteria or by industry would give a focus to the Bank's lending program. It

It would reduce the influence of individual assessments on cases, promote consis-

tency, and provide clear guidelines for the staff in responding to cases. It would

represent a reasoned, deliberate policy response to the limitations placed on the

Bank's resources. It would send a clear signal to the export sector of the support

the firms can receive from the Bank, and of the rationale behind that support. The

* adherence to explicit criteria would also reduce the vulnerability of the board to

political pressure or exporter lobbying. Board decisions which have the appearance

of succumbing to outside influence, such as the Ansett loan case, damage the

Bank's credibility whether the allegations of influence are valid or not. The use of

explicit criteria would enable the Bank to publicly justify its decisions without this

stigma. The Bank's credibility is also an important factor in its ability to command

resources in the Congressional budget allocation process. The presentation of

explicit criteria for a direct credit support would improve the Bank's accountability

before Congress, through delineating in a precise manner what its programs can

accomplish.

The most immediate basis for specifying a set of criteria is the formalization

* and extension of existing decisionmaking guidelines. This formulation would place

the emphasis on determining the characteristics of products and buyers which make

financing more important at the policy planning level at the Bank, rather than on

* an individual case level. The Bank has done this with aircraft, by specifying which

airplanes will be eligible for direct credit support, and imposing a maximum cover

of 42.5 percent. 1 The "monopoly position" criterion is also explicit. The financing

sensitivity of buyers is also defined to an extent by the presumption that the Bank

will not normally finance sales to rich countries. The use of explicit criteria would

not necessarily redirect the Bank's lending policies, but would formalize and

rationalize the decisionmaking process.



There are several criteria that could be employed at the Bank which are

consistent with current policy. For example, the Bank could require submission of

bid solicitations in order to document the existence of foreign competition. This

would effectively mean that the Bank would only support exports in international

tender situations, and would eliminate the negotiated sales to single U.S. suppliers

the Bank still occasionally finances. Doing so would formalize the Bank's role in

meeting foreign competition. Similarly, the Bank could formalize its reluctance to

finance sales to other industrial countri- s by excluding them from eligibility for

direct credit support. Doing so would free up Bank resources for support of exports

to countries where financing is a much more important consideration. For

example, the Bank authorized over $1 billion in loans to Canada alone in FY 1981.

Consistent with the Bank's findings that private sector buyers are less sensitive to

financing in their choice among suppliers, the Bank could implement this as a

criterion by financing only sales to public sector entities.

These criteria are all restrictive in nature, but in a manner consistent with

the Bank's current targeting of resources. These examples are intended to be

illustrati~e of ways the Bank could respond to the need to target resources

effectively by specifying explicit criteria for direct credit support. Denial of

direct credit support on this basis would not be a complete withdrawal of support

from those cases, but a denial of subsidized support. Guarantees and the assistance

of the Bank in arranging commercial financing would still be important means of

support.

The use of more explicit criteria in this manner would reduce the role of

outside influences on individual credit decisions. The determination of whether a

case met Eximbank criteria would be much simpler than in the current assessment

process. Adherence to specific criteria would reduce the Bank's flexibility to

respond to conditions of particular cases, for example, to meet particularly



concessional terms offered in mixed credits, or the granting of Eximbank loans to

further foreign policy or other trade policy goals. However, this loss of flexibility,-

if it actually does prove to be a drawback, must be offset against the progress that

would be made toward the formation and implementation of a consistent, well-

defined export credit program. A decrease in flexibility on individual cases would

also mean a reduction in the ability of other federal agencies to influence board

decisions. However, their influence would be maintained in the formation of Bank

policy and lending criteria. The specification of lending criteria would preempt

individual case assessments as the primary determinant of eligibility, and hence

would redirect the influence of other agencies, as well as industry, to the

formation of policy at the Bank. In addition to the benefits associated with greater

consistency and accountability mentioned above, the emphasis on policy formation

over case decisions would, therefore, help to improve the responsiveness of the

Bank to new policy initiatives.

Targeting by Industry

Targeting to specific industries represents an alternative means of allocating

Eximbank resources that would also be explicit and predictable in their

application. The Bank has avoided explicitly designating industries for support,

preferring to maintain a passive approach that relies on the importance of

financing in each case. However, the resulting pattern of support across industries

is highly concentrated, as was discussed in Chapter 111. Thus, targeting by industry

need not entail a radical redirection of resolrces in the direct loan program.-

Selecting the basis upon which to assess industries for eligibility for direct credit is

not a clear-cut matter, and several approaches could be taken.

S The Bank currently employs several industry-related criteria, both explicitly

and implicitly. The financing of projects as opposed to products results in a
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general classification by industry which supports large project exports. As a result

of this criterion, the Eximbank has become the primary source of export finance

for the aircraft, electric power (especially nuclear) and certain manufacturing

plants such as steel, cement, and chemicals. Competition from other capital goods

exporters has also led to the dependence of these industries on official export

credits. The Bank also monitors industries in order to determine their need for

export credits, as part of its targeting efforts. The characteristics the Bankj

assesses include the competitive position of U.S. firms, the active use of subsidized

credit by foreign competitors, and dependence on export markets, particularly in

'Ideveloping countries. This informal monitoring has proved to be a means of

nominating industries for direct credit support, but has not constituted a viable

basis for screening out industries less dependent on export credits. In order to

target resources on an industry basis, some further means of classifying industries

is needed.

The Bank has attempted a more stringent application of an industry-based

selection criterion in the offshore oil field equipment industry. As was described in

Chapter 11, the determination was made that denial of direct credit support would

not affect the overall health of the industry because of its high-order backlogs,

strong competitive position and lack of high dependence on export markets. This

determination was supported by the Bank's "Follow-up Studies on PC Dispositions,"

which showed a lack of sensitivity to the denial of Eximbank financing in the

industry. 2 The decision was made, however, with the knowledge that it would

mean some export sales lost, but that these would not have a great effect on the

survival or competitiveness of the industry. Industry targeting on a basis such as

this would provide a means of directing Bank resources, and could be applied in a

systematic manner.
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The rationale used in the oilfield equipment case is suggestive of an

alternative approach to industry targeting based on considerations of industrial

policy. In general, the United States has refrained from an activist industrial

policy which singles out "winners" for government support. However, the Bank is

confronted with a need to target its resources effectively, and at a minimum could

identify those industries that are unlikely to remain competitive even with

subsidized export credits, and direct its loans to other sectors. There are several

indicators that are useful in such a determination: a declining market share

(domestic and export), a lack of revealed comparative advantage, the exit of firms

from the industry, a dropoff in new investment, the lack of technological advance

and innovation by U.S. firms, and the emergence of lower-cost competitors. The

effect of denying direct credit support to weak industries would be to speed up the

adjustment process over what it would have been if the Bank had offset foreign
" 9

subsidies with direct loans, and to reallocate resources to those sectors that could

extend their comparative advantage beyond a 'normal' (without Exim support) time

period.

However, the targeting of loans to strong U.S. industries, with the rationale

of encouraging their growth and preempting the emergence of competitors, may be

superfluous. If U.S. firms have a distinct competitive advantage, export credits

will not be a crucial factor in promoting the growth of the industry. Export credits

are an effective tool for promoting an industry where there is competition with

subsidized credit or a lack of access to finance for the importer. If the use of

export credits were expanded by the United States to cover leading industries such

as computers, this would only require that potential competitors also support their

industries with subsidized credit, leading to an increase in the competitive use of

export credits. In the face of determined efforts by other nations to develop

industries to compete with the United States, the aggressive use of export credits

is unlikely to be a persuasive deterrent.
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The most effective means of targeting by industry would be to expand upon

the criteria the Bank currently employs and incorporate considerations of long-

term viability and competitiveness. Within the framework of capital goods

industries which are faced with competition in subsidized credit and dependent on

export markets, a form of triage as. essment would be made. This would involve

identifying those industries that would remain competitive even without Eximbank

support, those that would be disadvantaged by a lack of support, and those that

would contract or cease to be competitive in export markets even with Eximbank

support. Direct credits would then be concentrated on the second group of

industries. With respect to the first group, this triage policy would be a

formalization of the criteria the Bank has applied with respect to the oilfield

industry and in its denial of direct credit support in cases where the U.S. producer

has a significant technological advantage. In the third group of declining

industries, adoption of this type of policy would represent a clear departure for the

Bank. However, the effect on U.S. industry will be small if these industries are

unable to stay competitive for more fundamental reasons than export financing.

Even if U.S. policy called for some means of supporting a declining industry, export

credits would not be as effective as measures aimed directly at the causes of

decline, or more positive adjustment policies such as retraining.

The implementation of any policy that targets loans by industry will prove

problematic given the resistance from those industries left out. In the recent case

involving the oilfield equipment industry, the pressure on the Bank for singling out

a particular industry was immediate and intense, and contributed to the reversal of

that policy. The reaction from industries singled out for demise is likely to be even

stronger. The ability of the Bank to withstand the resulting political pressure will

be the main determinant of the successful implementation of an industry targeting

approach. The Bank's position in this regard would be stronger if it were applied in
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an orchestrated manner based on the need for a triage approach, than it has been in

the isolated applications of industry specific policies.

Options on Rates and Terms

The interest rate, fees, percentage of cover and maturity the Bank offers do

not constitute selection criteria for direct credit support, but together with those

criteria they form the basis of the Bank's competitive posture. In the current

environment of subsidized export credit competition, the Bank's choices on interest

rate policy are a direct function of its willingness and ability to sustain losses in

order to achieve greater competitiveness, If the Bank is to be competitive with

6 subsidized rates in the cases it does support, an interest rate involving some degree

of subsidy is probably required. The problem lies in the determination of a

competitive rate. It is clearly desirable to reduce the subsidy in interest rates to

the lowest degree possible while maintaining competitiveness. One means would be

to offer the same degree of subsidy, or discount from market rates, as competitors

who subsidize rates, on an average basis. This would act to ensure*

competitiveness, perhaps to a degree that is unnecessary in terms of removing the

distortion of foreign subsidies. Implicit in the Bank's current approach is the

* attempt to raise rates until the point where the threshold of competitiveness is

reached. This may involve some trial and error, but it is a point that should be

established. From the perspective of the need to target direct loan resources

selectively, a relatively higher interest rate is desirable because it reduces the

* differential between a direct loan and a financial guarantee.

The alternative of keeping interest rates within a known range of competi-

tiveness with Arrangement rates may require continuing losses. To date there has

6 been no consensus on whether the economic benefits of a highly subsidized, fully

competitive export credit program justify the use of government resources. This
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question has been addressed only in terms of whether the Bank should sustain

* losses, which disguises the issue of whether the federal government should devote

resources to subsidized export credits. This question would be made explicit if

appropriations are required to cover the Bank's losses. This is perhaps the best

reason for subsidizing large, negative spreads through a separate appropriation, if

they are necessary for competitiveness, rather than running down the Bank's

capital and reserves. If the Bank can only be competitive at interest rates below

its cost of funds, then some version of the "war chest" is the best means of

directing resources to this use. It puts the issue in the proper context of budgetary

allocation, rather than keeping it an internal matter of Bank policy. It would also

force the Congress to deal directly with the problem of providing competitive

finance and give some guidance to the Bank as to what U.S. export credit policy

should be.

The problems inherent in the reorientation of Bank policy on losses are

illustrated in the 2 percent commitment fee. The fee was intended to offset the

losses due to loans made in the previous administration. This is placing an

additional burden on current loans that is related to past policies on competitive-

ness. If the policy of the Bank is to operate at a profit, then this should relate to

its interest rate and cost of funds to maintain profitability over the long run. The

preoccupation with short-run results places an extra constraint on the Bank's

current competitiveness beyond what would otherwise be required for profitability.

The percentage of cover the Bank assumes is a means of controlling the term

of private participation and lowering the blended rate to the borrower. However,

the term of participation finance is not the main determinant of the importance of

the percentage the Bank assumes. If this were the case the Bank could reduce its

standard cover below 42.5 percent, especially on loans under 10 years, while still

keeping the participation period in a standard medium-term range for commercial
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bank loans of 3-5 years. The main reason for increasing the cover is to lower the

blended rate. This is done at the cost of utilizing more direct loan resources for a

single case. Hence, there is a direct trade-off between greater competitiveness in

a single case, and the ability to support more cases with direct credits which

extends the breadth of competitiveness. The alternatives must be weighed on this

basis. If the demand for direct loans is relatively great, then cover should be

standardized at a lower percentage in order to extend the Bank's resources over as

many cases as possible.

The extension of maturity has been the major instrument of increasing

competitiveness used by the Bank. These extensions were made selectively, and

have been used primarily to counter grandfathered loans and especially conces-

sional credits. With the recent revisions in the OECD Arrangement, the United

States is bound not to extend maturities beyond the agreed terms. Thus as long as

V
the other members keep to the agreement on rates and terms, the extension of

maturities will not be available as a means of increasing competitiveness. The

strategy of derogation from Arrangement terms on maturity was a relatively easy

step for the Bank to take. Unlike interest rate subsidization, it does not affect the

current income of the Bank. It also does not utilize additional program resources

as does the extension of cover. The ease of funding longer maturities in the U.S.

government bond market, compared to the shorter terms available in most

European capital markets, made the extension of maturities an effective means of

increasing competitiveness and pressuring other countries to revise the Arrange-

ment. In the event of a breakdown in discipline in the Arrangement, derogation on

maturity probably will be used again as a means of improving competitiveness.

The parameters of interest rate, commitment fee, cover and maturity all

determine the relative competitiveness of an Eximbank direct loan. They also

determine the level of subsidy in the loan. Any measure to increase competitive-
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ness also increases the subsidy. The preference of the Bank for the extension of

maturity stems from the fact that it subsidizes in a relatively invisible manner. If

one assumes the restriction that the Bank remain profitable, and be limited in

budget authority, extension of maturity is the only real tool for increasing

competitiveness. However, this is limited if the United States is to stay within the

current terms of the Arrangement. If the Bank must subsidize interest rates to

remain competitive, this should be done through an appropriation for that purpose,

with the magnitude of the subsidy determined as part of the budgetary process, not

as pary of internal Eximbank policy.

,4,

Increasing Private Sector Participation in Export Credits

The role that private sector financial institutions can serve in financing

exports is limited by the level of subsidization in official export credits. In order

to compete effectively against foreign subsidized credit, some element of subsidy

is probably required. With continued progress in the Arrangement in reducing

subsidies, and with a decline in market interest rates in the United States, there

will be opportunities for a greater involvement of commercial banks in export

finance. Capitalization of these opportunities is important for several reasons. An

increase in commercial bank participation would help to extend the resources of

the Eximbank. Major international banks have access to funding in other currency

markets, and can thus facilitate export finance in low interest rate currencies in

cases where buyers prefer those currencies. In general, commercial banks have

been innovative and responsive in developing new financing methods and instru-

ments, and a stronger role for them in export finance would encourage continued

innovation. The export credit function in most major banks has become a kind of

brokerage service among different nations' official export credit services, advising

multinationals on the financing implications of sourcing decisions. While this is a
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natural activity for international banks whose major clients include multinational

corporations and foreign governments, some means of increasing the attractiveness -

for these banks of financing U.S. exports may be desirable.

One means of fostering a greater role for commercial banks would be to

develop a refinancing facility for export credits along the lines of the discount loan

program. This would allow commercial banks to take a more active role in terms

of managing and structuring loans. A refinancing window would be more attractive

for banks because they could collect a fee and get the loan off their books.

Commercial banks in general have preferred this type of export credit system,

which is the basis of most European systems, because it allows them a greater role

* than participating in direct credits, and ultimately is more profitable for them.

Implementation of this type of program would require the specification of explicit

criteria for eligibility, and the Bank could retain control over the types of credits

financed in a manner consistent with explicit criteria for the direct loan program.

This type of program could be initiated experimentally for certain types of exports,

or in specific industries. The most immediate means would be to expand from the

W, medium-term sector where commercial banks have been the primary actors. This

- could be accomplished within the current institutional framework by enlarging the

* discount loan program to include larger transactions and longer maturities, in

eessence turning over the lower range of direct credits to commercial banks. If0

export trading companies prove to be viable instruments of international trade

association, the window could be directed at them. At present, the proposed

-0 export trading company legislation stipulates only the provision of Eximbank

guarantees. The availability of a refinancing facility would also serve to encourage

the development of export trading companies.
4P

* A related area where the Eximbank could be more responsive to the role of

commercial banks is increased flexibility in its guarantee program. At the present
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time the Eximbank offers financial guarantees that cover commercial and political
-Si

risk. In some cases of sales to private buyers, however, a commercial risk

guarantee may have little attractiveness for a commercial bank. They often prefer

to accept the commercial risk in return for a higher spread, while still desiring a

political risk guarantee. In a similar manner, the Eximbank has never clearly

stated any policy on leasing transactions. Leasing is an increasingly important

means of financing capital goods exports, in which commercial banks often assume

the intermediary role. To meet the needs of banks in these types of cases, the

Eximbank could be more flexible in the structuring of its guarantees and the

development of policies to cover transactions such as leasing.

Another means of transferring export finance back to the private sector is

illustrated in the efforts of U.S. aircraft manufacturers to develop new instruments

for the financing of aircraft exports. The instrument being discussed is the

international equipment trust certificate, which would be structured in a similar

manner as equipment trust certificates (with a government guarantee) which are

used extensively to finance domestic sales of capital goods such as aircraft. The

chief advantage of this type of financing mechanism is that it allows longer

maturities at interest rates lower than market rates available either directly from

banks or the bond markets because of the tax advantages to the lender. The

international equipment trust certificate would be aimed at both the sales of

Airbus and competing U.S. aircraft, in order to end the competition in subsidized

credit and extend the maturity to reflect the useful life and payback period of

aircraft. However, in the event of failure of agreement by Airbus partners, such a

mechanism could be instituted unilaterally by the United States if it proved

attractive to purchasers. Efforts such as these can become an important means of

utilizing the strength of U.S. capital markets to increase private sector participa-

tion in export finance.

U I
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Th. Future Environment for Export Credits

The foregoing discussion of alternative criteria for the Eximbank focused on

the current environment for export credits. However, several trends in the world

* economy are likely to have an impact on export credit issues and questions of

policy facing the Eximbank. One of the principal forces behind the competition in

* subsidized export credits of the past few years has been the stagnation in most of

the industrial countries. Subsidized export credits were seen as a means of

maintaining employment in capital goods industries, which faced declining domes-

tic markets due to the recession. While the outlook for the industrial economies

through the mid-1980s is still uncertain, a rapid resumption of sustained economic

growth is unlikely. Continued stagnation or a slow recovery will mean a continued

- emphasis on export credits--as well as other forms of subsidy-as a means of

maintaining employment.

* Aggravating the general economic situation in the industrial countries are the

* trade adjustment problems created by changing patterns of comparative advantage

* in manufactured goods. Increased competition from low cost and high productivity

* countries has increased the demand for protective measures from industry to delay

* or offset the impact of import penetration. While the impact of these imports is

primarily in basic industries, the resulting effect on overall employment levels also

*creates pressure for means of stimulating other industries. The competitive

challenge from the NICs will increase over the coming decade, which will

compound the problem of slow economic growth and trade adjustment. The

expansion of industrial capacity in the NICs will also create a continuing market

for capital goods, and the focus of competition among capital goods exporters will

* increasingly be the developing countries. Thus, as the industrial countries continue

* the shift away from basic manufacturing sectors into services and more sophisti-

cated industries including capital goods, export credits will become increasingly

* important.
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The reliance on a directed industrial policy by European countries and Japan

in this environment suggests that export credits, along with other protectionist and

distorting measures, will continue to be important tools for implementing industrial

policy. The problems of stagnation and trade adjustment have created or

intensified trade disputes among the industrial countries to the point where overall

relations among the Western powers have deteriorated drastically. In this context

of trade disputes in automobiles, steel, agriculture, and East-West trade, interna-

tional agreements on the control of government intervention in trade will be

increasingly difficult to achieve. The GATT Ministerial talks for 1982 are

increasingly jeopardized, and may be stymied altogether by the inability to resolve

outstanding trade disputes. Indeed, in the current environment it is somewhat

remarkable that the OECD nations were able to reach a new agreement on export

credits. However, without a resolution of existing trade tensions, it is increasingly

unlikely that continued progress in reducing the latitude for subsidization in export

credits can be achieved. At the very least, the linkage with other trade issues may

compromise U.S. negotiating efforts within the OECD. It was suggested in the

previous chapter that the Subsidies Code may be a more effective forum for the

international control of export credits; this may become an even more important

aspect of U.S. trade policy if the inability to reach new agreements forces the

reliance on existing mechanisms of control. Even though the same resistance can-

be expected as in the OECD, it may be worth a try. One of the reasons cited there

for treatment of export credits in the Subsidies Code was the emergence of the

NICs as capital goods exporters, and the need to incorporate them into

international agreements.

The increasing role of the NICs as capital goods exporters poses several

problems for U.S. trade policy. I most cases where they have developed capital-

goods industries capable of competing internationally, this has been facilitated by

activist government policies of support and promotion. This support extends to
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export credits, without even the moderating influence of the terms of the OECD

Arrangement. The impact of the NICs will be concentrated in the equipment for

basic industries in which they have an extensive base such as steel, cement, and

transportation equipment. Competition in these sectors will mean an increasing

demand for Eximbank support for U.S. firms in these industries. Offsetting these -

subsidies would entail a redirection of Eximbank lending to plant exports for these

basic industries. In addition, the NICs may utilize other means of capturing

markets in developing countries which are already evident in the pattern of South-

*South trade. Chief among these is a willingness to negotiate barter and

countertrade deals. In addition, a preference by developing countries for increased

4South-South trade is emerging in forums such as UNCTAD. This factor may be AW

even stronger because of the transfer of technology inherent in capital goods

exports: developing countries may prefer to import technology developed or

adapted in other developing countries. Again, these developments will place an

added burden on the Eximbank to offset the support enjoyed by the NIC exporters.

The ability to include the NICs in agreements limiting export credits will be

related to broader efforts to graduate these countries out of preferential trade

agreements and into full compliance with the GAT T and other multilateral accords.

The United States is currently initiating proposals for a new round of trade

4negotiations with the developing countries. In this context, the control of

* subsidized export credits will be an additional objective to be offset against

* greater market access for developing country exports. However, it is within this

type of forum with reciprocal benefits from graduation and closer compliance with

existing trade agreements that the inclusion of the NICs in export credit

agreements is most likely to be effected. Their accession to the OECD Arrange-

4 ment is less likely because of their lack of negotiating leverage and reciprocal

benefits. The importance of incorporating the NICs into an agreement on export
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credits will increase in the future as they become increasingly sophisticated and

competitive in the production of capital goods. The emergence of the NICs is

illustrative of developments which will influence the direction of export credit

negotiation and place new demands on Bank policy.

One of the primary goals of the United States over the past year in the OECD

has been to cut off subsidized credits and otherwise limit sales of Western

technology to the Soviet Union. U.S. policy on East-West trade has been largely a S

function of the status of U.S./U.S.S.R relations, whereas most other Western 0

nations take a less political view of trade with the Soviet Union. Markets in the

Eastern bloc will continue to be a temptation for capital goods exporters due to the

demand for Western technology. U.S. efforts to control technology exports will

focus on credits as well as export controls. The emphasis placed on controlling

credits has necessitated a compromise on other negotiating objectives. One of the

trade-offs in the most recent OECD negotiations was between the increase in

interest rates for rich countries combined with the more rigorous reclassification,

and maintaining the rate for poor countries with only a small increase for

intermediate countries. Continued U.S. emphasis on slowing and ultimately

stopping subsidized credit to the Soviet Union is likely to mean less progress in

reducing subsidization overall than could have been achieved otherwise.

In addition to these issues, the problems associated with subsidization of

capacity and export credits in the U.S. market, discussed in the previous chapter,

are also likely to be exacerbated in the future. The effect of a lack of

concentrated adjustment programs to reduce excess capacity in basic industries,

such as steel in Europe, combined with the continued subsidization of new capacity

in the developing countries will lead to a closing of individual markets through

protection and increased subsidized competition for U.S. producers. The trade

policy problems for the U.S. will include demands for prote ction and support for
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U.S. firms in the basic industries which are fostered by subsidized export credit.

There may be little the Eximbank can do unilaterally to deter the creation of

excess capacity. However, with increasing trade policy problems for all the

industrial countries in basic industries such as steel and chemicals, there will be

more to be gained from sectoral agreements to limit the subsidization of additional

capacity.

The penetration by foreign firms of the U.S. market for capital goods using

subsidized credit will continue or even increase until a series of cases signifies the

firm stand the United States can take to counteract these subsidies. As of this

time, several actions are pending with the ITC in the Budd-Bombadier New York

subway car case and in small aircraft. A definitive case sending a clear signal to

trading partners has not yet emerged. The apparent lack of concern over the

disruptive effect of direct subsidies in other major industrial country markets

stems from the importance attached to exports by most U.S. competitors. The use

of credits in the U.S. market is unlikely to decline until some retaliatory action is

taken to influence an important case. Until that time when a clear-cut stand is

taken, the pressure of competition with subsidized credit in the U.S. domestic

market will bring a series of difficult cases for U.S. trade policy.

Increasing instability in international financial markets, already shaken by

major reschedulings, will place added demands on the Bank. A renewed importance

in terms of providing access to finance will force some reorientation of Bank policy

away from the overriding concern of off-setting foreign subsidies. Such a

development may mean a greater risk for Eximbank, and an additional source of

claims on limited resources.

Ail +hese trends will test the responsiveness of Eximbank policy, and its

ability to juggle multiple, conflicting objectives and demands. In this environment

of increased demands on the Bank the need for careful, deliberate policy planning
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is paramount. In the past, the Bank has responded to the conflicting demands

placed upon it by the formulation of general policy guidelines and a reliance on

individual case decisions in an attempt to meet as many of these demands as

possible. The result has been an often inconsistent adherence to policies across

cases and the succumbing to external pressures. The increasing interrelations

between export credits and trade policy issues point to the need for effective and

consistent policy planning at the Bank.

Several interview respondents expressed the view that as soon as economic

recovery is under way and interest rates fall, the whole export credits issue will

evaporate. In this event there will indeed be an alleviation of demands on the

Eximbank as it will be able to charge rates competitive with the Arrangement and

yet still earn a profit, as in earlier years. The Bank would also be able to make

increased use of guarantees of commercial banks or PEFCO loans, thereby

stretching its limited program authority. Opportunities for private sector partici-

pation will be increasingly viable. In the OECD, the United States will be able to

press for automatic differentiated means of adjustment of the matrix by playing

the recalcitrant role the French have assumed against U.S. efforts to decrease the

latitude for subsidization. Even in this situation, however, the longer-term

problems of export credit competition and Eximbank policy will remain or re-

emerge. Export credit problems have never evaporated fully since the concerned

export credit and insurance agencies founded the Berne Union in 1934. The need

for a more effective means of international control over export credits and the

importance of deliberate policy planning resulting in explicit criteria for direct

credit support at the Eximbank should not be obscured by a temporary easing of

economic conditions.
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NOTES

1. The limitation on cover is part of the agreement with the Airbus consortium.

2. "Follow-Up on Cases Denied Direct Loan Support," November 16, 1981.
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Appendix A

INTERVIEW RESPONDENTS
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INTERVIEW RESPONDENTS

Eximbank

William Draper
Chairman

John M. Duff
Senior Vice President (Direct Credits)

James Cruse
Vice President, Policy Analysis

Margaret Kostic
Direct Credits

George Heidrich
Deputy Vice President, Asia

Richard Craf ton
Vice President, Latin America

Clayton Norris
Vice President, Africa/Mideast

Charles Leik
Loan Officer, Europe/Canada

James Keane
Loan Officer, Latin America

Charles Lord
Vice Chairman, designate

Alexander McCullough
Former Director and Advisor

Susan Whitsitt
Deputy Vice President, Policy Analysis

Theodore Chapman
Deputy Vice President, B.I.R.D.
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INTERVIEW RESPONDENTS (Cont.)

Other Government

Robert Cornell --
Treasury Department

Scott Monier
Department of State

Donald Earnshaw
Department of Commerce

Jan Karcz
Federal Reserve

David Denoon
Department of Defense

William Krist
USTR

Claude Gingrich
Senate Finance Committee ,

William Edgar
State Department

William Donohoe
Commerce Department

John Lange
Treasury Department

Steven Piper
USTR

Phil Kennedy
USTR

Lisa Barry
USTR

Ron Silberman
Office of Management and Budget

Robert Lee
Commerce Department
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INTERVIEW RESPONDENTS (Cont.)

Private Sector

Howard Weisburg
U.S. Chamber of Commerce

Howard Lewis
National Association of Manufacturers

Bengt Kiellgren
Citibank

William Rudolf
Chemical Bank

Robert Scinonini
Westinghouse Electric

George Cashman
Morgan Guaranty Trust

Alfred von Klemperer
PEFCO "

George Miller .-
Pittsburg National Bank

Edward Bruchner
Morgan Guaranty Trust

Harald Malmgren
Trade Consultant
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Append ix B

EURODOLLAR BOND INTEREST RATES
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