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Official involvement in wedium- and long-term export credit deve
eloped in the first instance because of concern in exporting countries
that buyers of their exports of capital goods should have adejuate access
to credit., Later it was extended to softening the terms of credit, chiefly
by subsidizing interest rates. In the past “lLiree years several events
have occurred which have affected both the availability and the terus of
officially supported export credit.

Debt prodblems and economic recession have caused export credit agen-
cies to suffer substantial losses. While this has made them wore cautious,
they have also been under pressure to maintain exports. Charges in the
international Arrangement on export credit have reduced interest rate
subsidies for eaport credit but increased the concessionality of mixed
credits. At the national level, shifts in the policies of individual

countries have occurred in response to political or eccaomic developments.

This paper begins by examining how the export credit agencies have
responded to the deterioration in the internationel economic environment,
It then analyses the changes in the Arrangement and the contimuing debate
about mixed credit. There follows an account of how these issues hav. been
dealt with in each of five countries (France, the Pederal Republic of
Germany, Japan, the United Kingdow and the United States) and of the
evolution of their national policies and practices. Finally, there is
a sumning up section.

Debt, recession and export credit agencies

A1l the major export credit agencies are forwmelly or irformally
requireé to encouragz exports and to avoid maving losses, It is not easy
to strike a balance between these two requirementse even when markets are
buoyant and buyers are in s relatively healthy financial state. When

warkets are shrinking and buyers are unable to pay it bdecomes much more
difficult,

Short-tern export credit insurance forms an important pert of the
business of eome official export credit agencies, All of ther are involved
in mediuo~term and long~term export credit to developir, c¢:.--ries, since
as a rule this is made available only if an official gur-—e:1:¢ has been

obtainei, 1In some cases the guarantee also per:ite e :- ¢ ° finance




provided by the government, often with a subsidized interest rate. If an
official guarantee is withheld, credit will probatly be impoesible to

obtain, or it way be offered only on less favourable terus,

The economic recessicn of the early 19808 and the debt problems
vhich it exacerbated had particularly serious effects in developing
countries, where much of the business of export credit agencies is
concentrated. The combined total of claims paid out each year by agencies
in the OBCD countries was about ﬁ?.7 bn in 1979-61 and then rose to more
than §4 bn in 1982 and more than §5 bn in 1963, Income from premiums
was depressed because developing countries were cutting back on imports,
particularly of mamufactured goods, which account for the bulk of credit
insurance. The anmual total for 1979-81 was about 1,7 bn, but after
rising to just under $2 bn in 1982 it declined to less than 1.6 bn in
1983, Up to 1982 recoveries were sufficient to ensure that at worst the
agencies wade small losses, but in 1983 claims exceeded premiums and
recoveries by about $2,5 bn, and virtually all the agencies of North America,
Western Burope and Japan suffered significant losses,

These losses resulted in pressure on the export credit agencies to
adopt & more cautious approach, This was reinforced in many countries by
cc cern to limit budget deficits, On the other hand, producers of capital
goods faced a decline in demand botb in domestic and in foreign markets
and th> emergence of nevw competitors in some newly industrielizing countries
(NICs), such as Brazil, India and South Korea, Mirecver, the deterioration
in the financial circumstances of many buyers meant thet they were seeking
more rather than less favourable treatment, Bence the export credit agencies

were also under pressure to assume a wmore flexitle ettitude,

Although export credit agencies have not set out to coordinate their
responses to the conflicting pressures exerted on them, their reaction has
been broadly similar., One frumework in which they do seek concerted action
ie Paris Club reschedulings., These deal with government-to=goverument debt,
including officislly guaranteed export credit. Iuring 1980-84 some twenty
developing countries rescheduled their debt, some of tler more than once,
The purpose of the Paris Club is to ensure unifc-. it «f treatment ac-ng
groups of debtors and creditors., In general, cn - e ccuntry regueste &

rescheduling, export credit agencies ter: 1t ¢f: v - f2r new meiiur- ond
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long-terc credits, Views differ somewhat as to when and how cover for

such countries should be resumed, but the trend ie tovarde resuming it
at an eerlier stage,

A regular channel of commnication among credit insurers is provided
by the Berne Union, which is 8 group of 42 agencies (several of thew in
developing countrieg. Among other things, it acts as a clearing house
for information about markets and claims, Although there is no attempt
to establish a common view, this exchange enables sgencies to gain an
insight into one another's attitudes, and hence facilitates some uniformity
of approach, Officials of agencies in European Community countries also
meet frequently in that framevork.

Competition sometimes resulte in convergence of agencies' positions,
An exsaple of this was the contract to build Egypt's first muclear reactor,
In August 1983 the US Eximbank announced that it did not consider the
project viable, and so would not provide insurance cover for US bidders.
It sdded, bhowever, that it would review its position if European bidders
obtained cover from their official export credit agencies. Svdsequently,
French, 1talian an( Japanese bidders secured support from their respecztive
agencier, and the Eximbank then agreed to give Westiughouse cover for part
of the credit. This left only the German bidder without an official
guarantee, The matter went to the Cabinet, wkich in January 1985 decided
to aporcve & guarantee,

On the whole export credit agencies heave become more cautious in
dealing with credit to developing countries, but there are exceptions. A
general exception is France, which, though it has been more careful, has
pot drawn in its horns to the ssme extent ae others, Cofece alone among
the five wajor export credit agencies during 1979-83 increeeud the prop—
ortion of its country's exports which it insured. A wmore specific
exception is that agencies have made more effort to maintain cover in
markets which are jmportant to their expcrtere: the UK in Nigeria, the US
in Brazil, An important sectoral exception is aircraft, which have con-
timed to be covered in warkets where cover has been withdrawr or res-
tricted for other goods. This is & reflectic: of the acute competition
in the sector, psrticularly between Airtu: s Boeing.

The increased caution of tre« exp - - it arencies hes bees meni-




fested in various ways., While taking some countries off cover altogether,
for other countries they have placed ceilings on the amount of zover they
will permit. They have endeavoured %o improve their forecasting ability,
8o that they can curdb their exposure in a market before it gets into
serious difficulty. Projects are evaluated wore rigorously, and the more
marginal projects which wight have been accepted & few years ago are now-
adays refused. In sowe cases agencies have limited their responsibility
for the risk by requiring guarantees or sureties from the exporter or the

icporter, or by guaranteeing a smaller proportion of a credit than they
vould have done in the past.

Besides being more caitious, agencies have sought to maintain their
income by raising the premiums they charge, There is some evidence in the
FRG and the UK that this has been counterproductive in that it has resulted
in the official agencies losing business to ithe private sector. The
business they have lost is the least risky (notably, exports to developed
countries), which the private sector is willing to insure more cheaply.
This means that the quality of these official agencies' portfolios has
deteriorated, and raises the possibility that they will have to increase
premiums further, with the danger that more of their better business will
be diverted to the privete sector,*

The restraint of the official export credit agencies has prompted
exporters and, in particular, banke tc try to develop alternative ways of
ensuring that payment is receivel for gcods scld on credit, The private
insurance sector, as well es insuring some of the better riske more cheaply
than the officiml agencies, hes ir & sxz:z1l way taken on business thet they
would not because it wac in & courtry whicl wes off cover, or it did not
meet their criteria, For both commercial and legel reasons, however, the
private sector ie unable to take on much business of this sort, In London
there has been a rapid expansion in forfaiting (issuing promissory notes
guaranteed by the importer's bank)., It generally entails credit of twc
to five years, but it is unlikely tc be feasible for a country which has
debt difficulties. In absolute terms tlie volume of business is emell,
Countertrade, a systen uced for cory rzares in trade with Eastern Europe,

*Iconomniste refer to thrie tyvps ¢ .- us circle &5 'edvers: gelectior ',




bas recently been extended to trade with a ounber of developing countries,
Arrenging such deals is, however, intricate, time-consuming and gruelling,
and yields a relatively low return to the banks,

There has been more interest in co-financing with the World Bank,
especially since it revised the forwula so that it will now participate
in a loan with commercial banks as well as providing its own parallel lcan,
Nonetheless, the Bank applies bureaucratic procedures, and negotiations are
usually complex and protracted. Greater use has been made of mixed credit,
vhick will be discussed in & later section. Altogether, few practicable
alternatives have been found to the medium- and long-term export credit
insurance extended to developing countries by the official agencies, Ult-
imately. most business that is not considered good enough for an official
agency to insure will not be seen as vorthwhile by the private sector.
Indeed, there bhave been instances where a developing country importer has
obtained an official guarantee but has been unable to raise a commercial
loan to complement the official export credit,

To what should be attributed the steep decline in wedium- and
long-terw export credit to developing countries? The increased risk
aversion of the official agencies has had some impact, The effects of
higher insurance premiums and reduced interest rate subsidies (explored in
the next section) have prcbebly been marginal, The single wost important
factor by far has been the sharp reduction of iwports which the developing
countries have found themeclves obliged to undertake. They have had tc
establish import priorities anc aeve tended to give precedence tc food,
energy, =caical supplies and, in some ceses, armaments, The result has
been very wuc1 lower demani for cepitel goods in almost all merkets outeide
South-East Asia, Most recently the o0il exporters have had to retrench as
vorld demand and prices for oil declined, Official trade credits to Seudi
Arabie were £2.3 ba less in the first half of 1984 than in the second half
of 1983, PFor Algeria the figure wes g2,0 bn, Since both these countries
are considered creditworthy, the explanation is more likely to lie in
reduced demand for crecit than in reduced supply.

If there is no furtl:r ¢ terioration ip the debt situstion, whicl is
probably a strong essucpii:n, ihe export credi: agencies are 1lk-ly -

re-establish balerc. or ¢ (207 eurplus within twe or three yerre, albeit




on a smaller volume of business in most cases. For exporters and banks
the outlook is bleaker. The capital goods sector has been hard-hit by the
recession, In 1983 several important firms had net loeses, a West German
construction equipment group went bankrupt, and Creusot-Loire, the major
French cowpany, had to be rescued from a similar fate, Since then signs
of improvement have been scant. An executive of Kraftwerk Union said in
May 1985 that the present world market for conventional power stations

was enough to keep busy only about one eighth of the mamifacturing capacity
of plant suppliers,

The experience of the banks reflects that of the exporters, There are
fewer contracts, and of those they pursue they are succeesful in only about
half as many cases a8 in the 19708, Furthermore, stiffer competition has
pared down the margins on export finance, so that even when they succeed
the returns are smaller, As a result, a mumber of smaller banks have
withdrawn from export finance business., The larger vanks are still able to
meke mcney, though not handsome profits, from export finance, but even
they will not contimue indefinitely to maintain lurge departments if act-
ivity does not pick up.

Developmente in the OECD Arrangement since 1982

In the summer of 1982 some important charnges were made to the OECD
Arrangement on Guidelines for Officially Supported Export Credits: sa
few countries were moved froz the intermediate to the relatively rich
category, and about forty froc relatively poor to intermeiiete; the min-
imum interest rates for rich and intermediate categories were increased;
the US egreed to stop offering credits with maturities o5f mcre than 10 years;
Japan, because of ite low market interest rates, was mllowec to offer
official credits in yen at & rate below the minimum; mixed credit with a
grant element of less than 20% was outlawed; the period for which a prior
commitment could continue to be offered after e change ir minimum rates
was cut vack to six months; and the overall discipline of the Arreugement
was made tighter,

Since ther there have been further developmsnts regarding bcth in-
terest ratee and mixe: cre.it, Following prolonged &ni ar:.:-ue negotiations,
it was agrceld to alloy off:ciel credits ir other low-interert rete curr-

encies (LIxl: . bee:. r, to be offer=3 &2 rater r..:-ed tc their




market rates; and to introduce & mechanisw for sutomatically adjusting the
matrix of minimum rates in line with changes in market rates, Mixed credit,
not surprisingly, proved to be an even more vexed issue, which has yet to
be fully resolved. A decision has been reached, however, to increase the
minioum grant element to 2%% and to extend motification requiremente.
Progress was made on sector agreements, In July 1984 it was agreed thet
muclear power stations should be brought within the Arrangement with
interest rates 1% higher than those in the matrix and a maximum term of

15 years. necently an agreewent on aircraft was injtialled, and it is now
being examined by the administrations of the four countries involved. Once

trie is signed, only military equipment and agricultural commodities will
be outside the Arrangement,

Agreement on LIRCs was achieved in August 1983, Since, except in
Japan, the commercial banking system did not offer fixed-rate wedium~-term
export finance, the central banks were asked to comstruct a rate which
would be appropriate if such finance existed. These commercial interest
reference rates (CIHRs) were constructed for eight currencies* by their
respective central banks and submitted to other participants for approval,
The principles for calculating the CIRRs are obscure enough to admit diff-
ering interpretetions, Most central banks proposed a CIRE that was signif-
icantly kighsr thar the floating rete at which their own exporters couid
offer comuercial credit with an officiesl guarantee. Some CIBERs were dis-
puted, troug:h ususlly the viev of the currency's central bank prevailed., No
agreement has 8- fer been possible on the CIRR for the US dollar, The CIRKs
for the yen en the other eight currencies are set every morth, Once a
currency's CIEL falle below the highest rate in the matrix (i.e., the rate
for relatively rich countries), it becomes & LIRC, and export credit agencies
are allowed to support fixed-rate finance at the CIRR,

I the alwost two years since these changes were made, the use of
LIRCe has becn moztly confined to exporters in the currency's own country,

*pustriar Sc1:i1ling, Cenadian dollar, Deutschmark, Finnomerk, Dutch guilder,
Sviee franc. ev uing and US dcllex,




The TS dollar continues to be the only currency which is extensively used
for foreign-currency financing of export credit, and it, like the
Canadian dollar and sterling, has yet to become eligible to be a LIRC, The
low use of LIRCs by exporters in other countries is chiefly explained by
the fact that the CIRRs have been 8o much higher than commercial rates,
Exporters have usually been most competitive when offering credit in their
own currencies, An exception may be a situation in which an exporter

fror a non-LIRC country is competing with an exporter from a LIRC country,
It may then be advantageous to offer a LIBC from a country which is not
involved in the competition., For example, a British exporter competing
with a Japanese exporter in the Philippines might offer Swiss franc
financing.

Bankers point out that buyers are becoming more astute in evaluating
offers and may not necessarily be attracted by & currency with a low interest
rate, Also, some borrowing countries prefer credite to be in the exportert's
own currency, They note, too, that in the depressed state of the market there
has been some reticence about pressing an unfamiliar formule on buyers, It
is sometimes Buggested that LIRCs were never expected to be used much by
exporters outside their own countries, but provision had to be made for
thie tc take them politically acceptable to non~LIRC countries. Nonetheless,
pariicipents in the Arrangement have expressed sufficient concern about why
the syetec hae not been working properly for the Chairman, Axel Wallen, to
initiet: e study to investigate the wgy irn which the CIRRs are constructed,
as well et the mergins thet are applied to LiRCs, end the problem of
currenc: swape for credite in non-LIRCs. The signe are that this study will
pugsecst revisions in the rules for comstructing the CIRBs, but is unlikely
to tackie the fundamental difference between governments which want to be
able to subsidize and those which want government involvement ‘o be confined
to pure cover, that is, guaranteeing commercial credits,

Tne wain iesue at stake in Arrangercnt negotistions during 1983 was
the introduction of an autometic mechanisc for adjusting the wmatrix rates,
Some pertic.,ants, notably France, were unvwilling to concur unless it was
acciz . by a eizable (%) reduction ir metrix retes. They argued that
thiz »o7 eppropriate becsuse merkst interel. rewet had declined since the

ehe. 07 Juelv 1982, Ae 1337 pruceszied. foweve:r, market rates began to
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rise again, and their case was weakened, Hence, in October 1455 it was
agreed to reduce the matrix rates by 0.5 for the poorest countries and

for credits with terms of 2-5 years to intermediate countries, and by 0,65
for 5-10 year credits to intermediate countries, and at the same time to
introduce automatic adjustment., This entailed reviewing every six months,
in Jamary and July, changes in the interest rates for government bonds in
the five curreucies which comprise the special drawing right (SIE). wcighted
in accordance with their weighting in tke SDR.,* If in the last wonth of the
previous six months (i.e., December or June) this weighted average of bond
rates has changed by more than 0.5 from the last wonth of the preceding
six-month period (i.e., June or December), then the matrix moves commensur-
ately, If bond rates moved down, matrix rates were to move down by half

as much until the reductions of October 1983 bad been clawed back, Other-
wise the change in the matrix was to equal the change in bond rates,

The first review was in Jamary 1984, Bond rates had risen by only
0.4 so the matrix was left unchanged, In July 1984, however, matrix rates
vere raised by 1,2, By Jamuary 1985, bond rates had declined again, Matrix
rates for rich countries vere reduced by 1.35. Those for intermediate and
poor countries were reduced by the same amount adjusted by the amount of the
October 1983 reductions, Thus the clawback was effected in one go, The
natrix rates from July 1982 to date are shown below:

Reletively Intermediste Relatively
rich Poor

=5 5~8% 2=5 58z 2-5 5-10
years years** yeere yeare years years

July 1982 12,15 12,4 10,85 11,%¢ 10 10
Oct. 1983 12,15 12,4 10.35 1C,.7 9.5 9.5
July 1984 13,35 13,6 11.55 11.9 10,7 10,7
Jan, 1985 12,0 12,25 10,7 1,2 9.85 9.85

*0S dcllsr, 42%; Deutschmark, 19; French franc, yen and sterling, 13% each,

" .-c of more than § years ere rirmizied for reletively rich countries

orly .r exceptional case:z,
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The changes effected in 1983 transformed the interest--rate prov-
isions of the Arrangement., A siungle set of interest rates which was
changed infrequently and irregularly, and could permit large subsidies
when market interest rates were high, was replaced by a system which
peruitted three different forus of officially supported export credit.
For LIRCs there was 1) pure cover finance, i.e. officially guaranteed
comms:cial credit, usually with a floating interest rate, or 2) official
finance at & fixed rate (the CIRR) which was linked to market rates. For
currencies which were not LIRCs, 3) finance had to comply with the matrix
rates, which were reviewed every six months and changed automatically with
changes in market rates, This ensured thet interest rate subsidies would
be limited regardless of movements in warket rates, and ended the need
for laborious negotietionus amwong the participants each time that there
was disagreement about whether the matrix should be changed,

Whether & currency is a LIEC or subject to the matrix is unlikely
to change unless its market interest rate moves mwore quickly or in & diff-
erent direction frow others, The US dollar, in particular, is unlikely
to become a LIRC because of its large (42%) weighting in the SDR. Any
decline of 1,2 or more in the dollar bond rate will trigger & downward
revision of the macrix. Furthermore, if, as tends to be the case, other
interest rates move in line with dollar rates, tnere will be all the more

downwaré pressure on the wmatrix,

Teez sutomatic adjustment wechaniem appears to be operating satis-
factorily. Changes in the metrix are usually loreseeable and may be
ernticipated to some extent, For example, in the weeks before the increase
of July 1984 some bunching of letters of commitment was evident, and there
may have been some posiponexsnt of business running up to the reduction
of January 1985, These are, however, fairly trivial snags compared with
the problem of prior commitments which used to arise when there vere changes
in the matrix under the old syster. Some feult has been found with the
aijustment mechaniex itself, notatly by the French administration, which
questions whether the US dollar should have such & large weight in determin-
ing wovementis in the matrix, particularly since the US share of world trade
is muck less thaer 427, FPrercr officials point out that because the US has
¥apt ite interest rates unueielly nigh, the matrix hes been higher than it
vould heve teer if the dcll o e woizht had been less, It is also suggested
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that instead of comparing rates during the last month of each six-montk
period, it would be preferable to take the last three months or the whole
8ix months.

Governments which have sought to eliminate interest-rate subsidies,
such as the United States and Germany, are sufficiently satiefied with the
reduction and control that have been achieved, that they are prepared to
accept that the system should permit some subsidy. Some concern has been
expressed at the practice of currency swaps. Transforming a loan denomin-
ated in one currency into & loan denominated in another (with an appropriate
juterest rate) is a service which banks can provide, In the context of
officially supported export credit a currency swap is significant when it
is from a matrix currency to a LIRC, If there is a subsidy equivalent
to, say, : on the matrix currency, that subsidy cen be transferred to
the LIRC sc that, for example, a yen credit can carry an interest rate 2%
below the commercial rate for the yen. Since the swap is carried out by a
bank after the official export credit agency has provided the credit, it
is beyond the agency's direct control, but if it becomes clear that this

practice is taking root the Arrangement participants can be expected to
seek ways of eliminating it.*

There is broad agreement that the revisions to the Arrangement have
accomplished their mein objective, namely, to neutralize official export
credit as a ccupetitive element in capital goods exports, This raises the
question whether the distortione which were present before have been removed
altogether or have shifted to enother arena, OSwaps are one instance of a

new distortion. There hes &lso been & significant increase in the use of

*Besides allowing interest rates below commercial rates, the matrix comprises
an innerent subsidy in that rates are lower for poor countries than for richer
ones, and that there is little or no difference between rates for 2-5-year
credits and those for longer waturities. In addition, t“e provision by gov-
ernments of funance or insurance itself embndies a subsidy if the market

woulé not take on the business, or only =t & higher price,
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mixed credit. Many believe, however, that this was a development which
was occurring anyway, because of the difficulty of securing orders in
depressed markets, rather than an effort to boost an alternative formw of

concessional finance as export credit became less concessionsal,

For those countries which were moved from the poor to the inter-
mediate category in July 1982, the increases in the matrix rates were
supstantials frow 10% to 10,05% for credits of 2-5 years and to 11,35%
for wore than 5 years, Increased rates do not, however, appear to have
played a significant role in lowering the volume of export credit, This
has resulted chiefly frou the austerity weasures that many developing
countries have had to adopt and, to a much lesser extent, from greater
risk aversion on the part of export credit agencies, In the past two or
three years developing countries have been obliged to curtail their in-
ternational financing, and when they have sought to borrow have found it
expensive, if not impossible, Less favourable interest rates for export
credit have simply been one more element in & generally adverse climate,
To the extent that developing countries have been willing and able to take
on new medium~ and long-term export credit, they have accepted higher
interest rates, The permanent reduction in irterest rate subsidies brought
about by the sdoption of the automatic adjustment mechanism seems to have
been largely unnoticed by developing countries. This may be partly because
many of ther have negotiated so few new contracts since 1983, and partly
because since July 1982 matrix (nominal) rates have been at or below the
levels set then, except during the six months from July 1984 to January
1985.

Devzlopoents ir mixed credit

The use of mixed credit has increased steadily during the 1980s,
Precise figures are difficult to come by, Participante in the Wrrangement
do not always respect the requirement to report mixed credite, and in any
case the figures eare not normally published. Reported mixed credits reached
a peak of US g5.4 bn in 1982, then declined to US £3.7 bn in 1983, and the
indications are that they rose again in 1984, Mixed credit appears to be
concen‘rated or. & saell number of countries and sectors, Probatly a dozen
coustries rece.ve 7. of all mixed credit, They include Cameroon, Chins,
Iriie, Inc-ui:i.w, Pekietan, Philippines, Thailand, Zaire and Zimbabwe, The
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sectore in which mixed credits ave most prevalent are «¢nergy, steel,

transport and ccmmnications,

Until the mid-19708s mixed credit was in effect the exclusive preserve
of France, A part of Japan's aid programme had similar characteristics
though it was not mixed credit. These practices were r:garded as aberrations
and were acrepted, albeit reluctantly, by other OECD countries, Since the
late 19708 mixed credit or similar facilities have been introduced by a
dozen other countries, and in the past two or three years the repcrting
tL_ ough the Arrangement indicates that more countries are chasing fewer
contracts, with more concessional funds,

This rapid expansion from the end of the 19708 and the prospect of
mixed credit being extensively used to gain commercial advantage caused
concern, Originally the Arrangement, which uses the term 'tied aid credits',
required only that participants should give at least 10 days' motice (prior
notification) before issuing & commitwent to & tied aid credit with a grant
element of less than 19%,and notice at the time of commitment (prompt notif-
ication) for a credit with & grant element of 15%=25%. In July 1982 the
Arrangement was revised 8o as to exclude mixed credits with a grant element
below 20%, tc require prior motification of mixed credits with & grant

elezent between 20% and 2% and prompt notification of those with a higher
grant element,*

*4 £ixed creédit combines an export credit with aid funds., The grant element
of & loan is arrived at by calculating the amount of capital that would nezd
to be invested on commercial terms (conventionally teken as 10%) to yield
the sece stream ¢ repaywents as the loau in question, The more concessional
the loen, the smaller is the corresponding amount of capital, and the larger
the difference between them, It is this difference, usually expressed as a
percentage of the loan, that is the grant element., Hence the grant element
nmeegures the concessionality or 'softness' of a loan: the lower the grant
element, the closer the terms are to market terms, Reising the grant element
of a pixed credit enteils either increasing the'proportion of aid in the
credis, or irproving the terms of the &id through a lower interest rate or

lorg - wetisity,
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The 1962 revisions sought to deter participants froc using mixed credit

by two means: making mixed credit mwore expensive (often referred to as
increasing discipline); and reducing the commercial advantage to be derived
from mixed credit by ensuring that competitors were informed of offers in
advance (increasing transparency). Participants have complied with the
higher minigum grant element and, for the most part,* with the notification
requirements., The result has not been, however, that they have been persuaded
tc use mixed credit less. Rather they have accepted that mixed credit should
be more concessional, The volume of reported mixed credit did decline in
1963, but this was the result much more of developing countries vith financial
difficulties deciding to defer, scale down or abandon projects than of
exporting countries being less willing to offer mixed credit.

The increasing use of aid in a commercial context was also taken up
in another OECD forum, the Development Assistance Committee., In June 1983
the mecbers of the DAC (who are virtually tke same as the members of the
Export Credit Group) subscribed to a set of 'Guiding Principles for the Use
of Aid in Association with Export Credits and Other Market Funds', These
defined associated financing as transactions which associated in law or in
fact a concessional componeat and a non-concessional component, one or both
of which was tied to procurement in the donor country. Hence it included
mixed credit, wixed financing, parallel financing and other coumbinations,
The DiZ members undertock to devote associated firancing primarily to
develcpment objectives; to tailor the teiams to the circumstances of each
develcping country; and to assist developing countries to get value for
ws ey, in particular by seeking to ensure that lerge projects were awarded
on the besis of international competitive bidding.

Ferbers also agreed that there should be regular reporting and review
of associated financing, The first review, in wid-1984, assessed trends in

associated financing during 1981-83, The review noted that the data reported

*A recent exception occurred in March 1985 when France notified other partic-
ipen<s only six days before the bids were due that it intended to offer mixes
cred-t to Thailand for exports of power plant components, This gave rise tc
rrc+zcts from the export credit agencies of Canade, Japan and the United
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by DAC members had to be treated cautiously, It was possible that wembers
had differed in their interpretation of the guiding principles, and that
some had applied them too restrictively. Diplomatically the review added,
1the occurrence of under-reporting cannot be excluded!. Reported commit-
ments amounted to US §3.5 bn in 1981, rose to US £5.1 bn in 1962, and fell
to US £1.9 itz in 1985. This erratic pattern was explained chiefly by the
"lumpy?! nature of such transactions - a few large projects bunching in one
year could have a significant impact on the statistics, The decline in
1983 might be due to retrenchment in developing countries and, to a lesser
extent, to the raising of the minimn grant element, though the fact that
the average grant element of associated financing rose from 18% in 1981 to
2% in 1983 suggests that wembers were more than willing to observe the
higher grant element., In the three-year period 1981-83, France provided
about 4% of all associated financing, the UK 22% and Italy and Japan about

9% each, The remaining 15% was accounted for by eleven other countries,

The reported commitments for associeted financing appear to be smaller
than the sums for tied aid credits reported under the Arrangement. The DAC,
however, also collected data on less concessional aid (i.e., with a grant
element below 50%), which may include transactions whose effect is similar
to that of associated financing, particularly when they are tied to proc-
urement in the donor country.* When the figures for less concessional aid
not related to associated financing are added to those for associated finen-
cing the totals are US £5.7 bn in 1981, US £6.7 bn in 1982 and US £3,7 bn ir
1983, which is similar to the sums for tied eid credits,

As the first review of associated financing showed, the volume is
relatively small, Reported commitments of aesociated financing accounted

in 1981 for 4% of total bilateral aid and 4% of totel export credits, in

*The amounts of less concessional aid not related to associated financing
were US #2.2 bn in 1981, US £1.6 bn in 1982 and US £1.8 bn in 1983, Of the
1983 amount, 55% was available only for procurement in the donor country and
a further 305 only in the donor country or in developing countries.




1962 fer € and %%, and in 1983 for 37 and 2% respectively. Even this

level ceuses eome worries, but whet provokes most anxiety is the danger

that these forms of financing will become much more widespread, unless

they are checked. The United Statee has been especially concerned at

such a prospect, and once the changes in the interest rate provisions of the
Arrangement had been accomplished in 1983, the US began in 1984 to concentrate
its efforts on the issue of mixed credits. This together with the increased
activity in the DAC has generated much diascussion of whether mixed credit
should be further controlled and, if so, how,

Mixed credit is criticized on the grounds that it can distort trade
by deflecting buyers from selecting those bids which &are most competitive
in terms of technical quality and price, and can distort aid by influencing
recipiente to use aic woney in ways which do not particularly benefit their
development, Trade distortion and aid distortion may be two sides of the
same coin: if a sum of aid is used for commercial rather than developmental
purposes then both types of distortion probably occur, Neither, however, is
easy to pinpoint precisely.

Trade distortion is implicit in the fact that sowe markets have been
tppoiled', i.e., that for certain categories of capital goods exports
concessional financing is virtually e prerequisite. A recent report by the
British company Hawker Siddeley reviewed 29 contracts for reilway locomotives
and showed that several of them had been won by competitors ir other expcrt-
ing countries who hed been able to include ean offer of concessional finence
in their initial bid., The report concluded that the British governc:eni's
unwillingness to follow suit ‘effectively precludes British coxpenies froc
& nmuuber of markets!,

Tne wost clear-cut example of a spoiled market is probably Indonecie,
For some years Indonesia has been plied with offers of mixed credit by
exporters of capital goods, Then in October 1984 a presidential decree was
issued declaring that, with certain exceptions, all public-sector developmert
projects for which export credit or mixed credit was offered were to be put
out to intermational tender. At first blush this appears to strike a blow
against the use of mixed credit to gain a commercial asdvantege, but one of
the three exceptions is very significant, This states that internetic:r..
tender:ng can be dispensed with if for the entire project a credit ies c“iere’

with ¢ grace period of at least 7 years, a maturity of at lew:t 2% yei-
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an interest rate of not more then 3,%.* These are typical terws for
Japan's equivalent of mixed credit. That they should set the standard
for an iwmportant and expanding market like Indonesis has caused disguiet

in some exporting countries,

Fears of the igplications of such developments have also been evident
in the response to the recent evolution of China's economy. The planned
modernization of the economy will gener.te sizeable demand for capital
goods exports from OECD countries, China hes been pressing for these to
be financed on concessional terms., If concessional finance became the norm
for capital goods exports to China, it would require a major commitment of
aid funds, This prospect initially prompted the OECD countries to engage
in an informal pact to refrain from offering concessional finance to China,
but this has now been breached on several occasions,

411 the Arrangement participants formelly disapprove of mixed credit
being offered to seize a competitive advantage, Everyone claims only to
use mixed credit either for developmental purposes or defensively to match
a mixed credit proposed by & competitor, Most, however, depari from their
declared policy and use mixed credit to steal a warch on competitors, though
some do it much more then others. Even if they did not, there would still
be some problems, For one thing, although a mixed credit may be genuinely
developmental in intent, it may distort trade, and a competitor mey feel
this justifies a metching offer, Furthermore, donor governments often use
the fact thet & mixed credit has been negotiated with the recipient govern-
ment as part of a bilateral aid package as & demonstretion of izs developmentel
nature, But this does not necessarily follow, A firm in the donor couniry
can usually acquire a good idea of whet projects are in the offing irn the
recipieut country and can seek to have a project which it would like to supply
included in the bilateral aid programme., Such pre-emption of competitive
bidding for & project cen also be a distortion of trade,

Some evidence of aid distortion was presented in the firet review of
associated financing, It found that associated financing was primarily

directed to sectors and projects with relatively high and quick returrs, Of

*The other two exceptions are projects whichk only one country i1: ce; .tle of
supplying and follow-on orders with the same or better credit <

previous order,

. “rzr the
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the total for 1981-83 energy accounted for 30%; icdustry, 20;; trersport,
20%; food and agriculture, 10%; commnications, %%; and heelth and social
infrastructure, 2%. The review also observed that, though in principle

the procedures and monitcring for associated financing should be no diff-
erent from those for all aid, im practice they sometimes were, particularly
when trade considerations entered into the selection of & project., It
further noted that associated financing was often directed to isolated
projects which were not part of a concerted donor programme, and that in
wany cases associated financing projects were the result of initial contacts
between the supplier and the recipient rather than flowing from longer-term
aid programmes, The review identified the most controversial instances of
associated financing as projects which would normally be expected to be
financed commercially or with regular official export credits (motably,
remunerative projects in stronger developing countries), but for which
concessional finance had been offered as & means of gaining advantage against
strong competition,

A nmumber of countries, while not denying that distortion may cccur,
argue that it is wrong to dismiss all mixed credits and comparable forms
of financing. They point out that at a time when aid budgets are restricted
and commercial lending to developing countries has been curtailed, wmixed
credit is permitting & larger flow of funds to developins countries than
would otherwise be possible, Those developing countriee whose capacity
to service their debt is limited are able to obtain finence on better terus
than the market offere them, For countries which heve reached & level of
developaent that werrents access to some concessionel rescurces but not to
large amounts, mixed credit is e particularly appropriete forc of finance,
Furtherwore, the quality of export credit and commerciel finencing in mixed

credit is improved because it is evaluated and monitoreé¢ by aid agencies,

Several of these assertions are open to challenge, but it has been
widely accepted that some mixed credit and less concessional tied aid has
developmental value, This acceptance has called into question the US
approach to controlling mixed credit, namely, to eliminate 8ll credit with
8 grant element below 50%, Increasing attention has beeu giver to ways of
distinguishing between credite which are primarily commer:iel iz intention
or effect and those which are developmental, Ancther ie:.: 1 ec:rge from
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the debate has been the problen of definition. The Arrangement's teruw
ttied aid credit' embraces French and British mixed credit but not Geruwan
or Japanese, Germany reports/%%g-blended credits under the Arrsngement,
but Japan does not report transactious which are effective y tied aid
credits. This has prompted proposals for revising the definition of tied
aid credits.

After a year of arduous negotiation some further revisions to the
Arrangement were agreed in April 1985, The minimum grant element was
raised to 25% and prior notification was introduced for credits with &
grant element of 25% to 50%, For contentious offers of mixed credit there
was to be face-to-face consultation among the participants involved, Fin-
ally, the secretariat of the OECD Trade Committee was asked to prepare by
the end of September a study of how further to reinforce transparency and
discipline, including consideration of characteristics which were common
to aid but not to export credit.

The ares which will probably see some progress 8oon is the definition
of tied aid credit. The mwain obstacle is Japan. The new definition would
cover semi-tied aid, which would jnclude what Japan calls untied develop-
ing country aid. This is aid which can be used for procurement only in
Japan, the recipient country or a developing country recognized by Japan.
Japan is resisting the proposel to classify guch &id es tied, dbut it seewms
likely that a sstisfactory golution will be founi,

The prospects for further raising the minicaz grent element are
less certain, The United States continues to preses for &n increase
to 50%. A smeller increase, €.8. to 35k, would cepture only some countries!
pixed credit (France, UK, Canada) but would lesve cihers untouched {Germany,
Italy, Japan), There would also be & risk thet those participants whose
mixed credits at present have o grant element below 35% would decide to
raise it rather than cut back their mixed crediis. Hence the US argues
for 0% on the grounds that it would cepture virtuellyr all mixed credit,
and that it would be a large enough increase to deter participants frowc
responding by making their mixed credit wore concessionsl, This is resisted
by those who wisb to retain the possibility of cfferitg mixed credit with
s lower grant element. Others object tnet if trns T. & vIong, and ar
increase to 50% is not & sufficient deterrent, i eituetior will be worse

gtill with particiyents allocsting lerse: aroll” -roor eid buigets to
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mixed credit so as to conforw with the higher minimun grant element. Jepan
is thought particularly likely to do this because its grant elemert is
already about 40-4%%, and most of the financing of this sort from Japan goes
to relatively rich countries in South~East Asia which are politically and
economically important to Japan., If Japan were to respond in this way,
other participants might feel that they had to as well,

Estadblishing an effective way of distinguishing tied aid credit with
a commercia) purpose from that with a developmental purpose promises to be
difficult. The motive for a credit offer is not easily pinned down, and
the effect may become evident only after the event., One approach would be
to exclude mixed credit for certain sectors, but this has little support
among Arrangement participants, not least because of the problem of drawing
boundaries between sectors. The DAC Guiding Principles include an underteking
to ensure that if associated financing is provided for least-developed
countriee the grant element is high, &nd to restrain strictly the amount of
financing with an aid cowmponent that is provided for stronger developing
countries, This implies that mixed credit should be limited to middle
income developing countries, Differentiation by country could be applied
by confining mixed credit to the poorest category of countries (particularly
if some countries now in the poorest category were promoted to the intermed-
iate cetegory), but it seems unlikely to meei with the approval of most
participants. The Trade Committee secretariat has been focusing on the process
by which credits are arranged: the tender prccedure; the existence of a
feasibility study; the divieion of responeibility azong governmment departments;
and the speed of decision-making,

A wore limited but more specific suggestion is to eliminate 'doudble
tying!, that is, stipulating that eid must be useZ for procurement in the
donor country and for s particular project. The broadest consensus exists
on reinforcing notification requirements, Longer notice not only rules out
the poseibility of last-minute offers, but elso, bty permitting more effective
matching, dissuades countries from offering mixed credit to gein & commercial
advantage, It is also hoped that more fece-to-face consultation will result
in participants more often adopting a commor. front in refusing to provide
mixed credit for a particular project, Muck - <! i: discussion assumes,

however, that participante want to see arn eni ¢ tu¢ commercial usz of mixed
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credit., Most participants would indeed favour this, if it was respected
by everyone else, But a few (notably France and Japan) probably want to

retain the option to use mixed credit commercielly, and that will further
complicate matters.

Countrv perspectives

a) France

The main innovation of recent years in Prance's export credit policy
has been the introduction of foreign-currency fimancing in 1382, This was
proupted by several considerations. Partly it was thought that French ex-
porters' competitiveness would be enhanced if they could offer financing
in currencies other than francs, particularly those with low interest rates.
Other reasons were that it would reduce the cost of subsidizing interest
rates, and would benefit the balance of payments, and heace the exchange rate,
Budget and balance-of-peyments factors seer to have weighed more heeavily,
gince there is evidence that in some cases foreign-currency financing was
pressed on buyers whose preference was for francs, Lately Frauce has
become more flexible in offering buyers a choice between franc and foreign-
currency financing. The dollar is by far the most freguently used currency,
accounting for 90-9%% of the total, the rest being Deutschmark, Swiss franc
and yen., Recently arrangements have been made for financing in ECU but
but they have not yet been used. In 1983 foreign-currency financing
accourted for 8 of mew credits and in 1984 for 24%., The proportion is
thougtt unlikely to rise mach further,

Export credit policy hes elsc been effected by two more general
develcpzents arieing froz the edverse experiences of the French econoxy
in the eerly 1980s, Firet, the iwmperstive of reducing the budget deficit
has necessitated lowering subsidies, The Treésor ackmowledges that this
has probably caused French exporters some difficulty.but says that the
result is & heaslthier situation. Tre DR=E, though it is less positive,
accepts that there is not as much subsidy availeble movw &8 in the past,
Second, greater emphzsis has been pleced ¢n short-terw trade., This
reflects seversl conciderations:

it coewe 1ese to support; yields quicker

returrc; enteils lowsr riek, becaue it :r spresd over & broeder range of

parkets: and offere betier opportur-ier thor the depressed merket for




projects. The ghift is, however, only partial, France is certainly
not meglecting projects, which 8till represent & to 10% of ite exports.

Coface, the Prench export credit insurance agency, suffered substantial
losses in each of the years from 1979 to 1983, except 19681. Moreover,
these losses are probably understated, since Coface treats e claiu as
recovered as soon as agreement has been reached in & Paris Club reschedul-
iag. The main reason for the Josses has been the high level of claims, The
value of exports insured has declined since 1980 but this reflects the
general decline in French exports, Indeed, &5 & percentage of total ex-
ports, exports jnsured have increased. The effect on premium income of the

decline in the value of exports insured has been partly offset by higher
premiums,

The response of the Tresor to the losses of Coface has been in line
with its overall insistence on cutting budget liabilities, It has instructed
Coface to charge more realistic prices, to teke precautions and not to
assume large risks, Those in the administration who ar:. responsible for
export promotion cowplain that as & result Coface has become expensive,
slov and buresucratic. Coface has displayed more caution in the past few
years, but not to the same extent as the agencies of other countries, L=
other agencies, Coface goes off cover completely for e country undergoing
& res-heduling., In & marxet which offers a possibility of increasing the
ghe~e of French exports, however, Coface will delay going off cover longer
ené will resume cover SOONET ther. otner agencies, Hence, few countries are
off cover, thougt betweer ¢C ani 70 have had ceilings placed on their ex-

posare or are 'under surveillance',

French officiels ergus thet it ie mot gensible to abandor & country
whict has becoms riskier, particularly since this applics to the mejority
of developing countries. Account mst be taken of obligations to former
colonies and otuer political relationships; of the reputation of French
exporters; ani of the 1ikelihcod thet e country such as Brazil will in
the future become &1 iwmportant merret again. Consequently French policy is
to be more selective and more exigent but to avoid coming off cover altogether.
A country which respects ite undé- rtekings is kept on cover even if it is
ir. difficulty. Coflece exar : ot _1-.-vidual contrects more closely and
resucrte thi exprTier ant it Pr.no: emdassy in e country to investigete

Jrofeii LOT e Mullve 100 1. set ur & spociel country risk divisior,




23

Banks and exporters are asked to provide more by way ef guarantees and
suweties, and premiums have been raised. In Bowme cases the provision
of financing hes become less generous in that the French govermment
supports a smeller proportion of the total credit, leaving the buyer

to find a larger proportion of local costs frow other sources,

The changes in the Arrangement are seen &s havi g resulted in a
situstion vhich is less favourable for France, French export fimancing is
nov less competitive, but financing is no longer fundamental, and other
factors, such as & high inflation rate, have probebly influenced cowpetit-~
iveness more. The Tresor hopes that French interest rates will decline
sufficiently for the franc to become & LIRC, There are reservations
about some aspects of the matrix, such as the method for determining auto-
matic adjustment, but France recognizes the meed to control competition
in export credit and broadly accepts the revised Arrangement,

France has also accepted the changes affecting mixed credit, but is
resisting the idea of further wodifications. French mixed credit is
directed chiefly to telecommunications, transport, infrastructure and
energy. It amounts to between FF 2 and 2,5 billion a year, or roughly 104
of the total aid budget of about FF 20 bn, In the past few years this amount
has declined because there have been fewer suitable projects in developing
countries, This smzller amount has, however, been on mcre concessional
terms, French officials point out that the DAC's Btatistics show that
essociated financing frox Jepzr and the UK has been increasing. Mixed credit
ie the ordy form of financiel eid which Prance provides for non-Francophone
countries, though som= 8&lsc goes to Frencophone countries, Altogether mixeéd
credit goee to some thirty or forty countries, the mejor recipients beirg
Erezil, Chine, India, Indonesie, Morocco and Tunieie, There is some diff-
erentieiion among countries, with the poorer ones getting mixed credit with
a8 somewhat higher grant element.

W.thir France's totsl eid budget there are allocetions for individual
countries, French officiale sgy that the initiative for & mixed credit
usuelly comes from the recirient country, which approaches the French

guthorities with & prciect, 7Tihie is first exacined by e commerciel councellor

- 3 - ’ 3 -
or. the €rst, It i€ the: er el in Paris by the Tresor it consultatior. with
tro Morostrier of Dev-lozooot {ooperetion, Trede esl Industry, and Foreign

Piioire. Coorigorat: ~. . to the neture of the priject -~ ite develop—




mental features and its place in the country's development plans - the
country's ability to repsay, and the likely iumpact on French exports, If

all the criterie are met, a financial protocol ie drawn up between the

Tresor and the recipient government, within the overall aid allocation
for the country.

The French government insists that it does not use mixed credit for
competitive purposes and that it does not wish to be the driving force
behind mixed credit, but it sees mixed credit as a way of helping develop-
ing countries, If the minimm grant element of mixed credit is again
increased, the volume will have to be reduced, This will oblige developing
countries to turn more to commercial financing and hence raise their cost
of financing. France would like first to see the existiag rules regarding
notification and matching better respected, It would also welcome rein-
forcement of the notification requirewents, but it opposes any further

increase in the minimum grant element,

b) Federal Repudlic of Germany

The proportion of exports for shich the government provides cradit
insurance and guarantees (through Hermes, & private company) is wuch smaller
in the FRC than in some other major exporting countries, Govermment support
ie highly concentrated on developing countries, and to e lesser extent on
Eastern. Europe. Consequently there have been large claims, particularly in
1983 @ni 1934, Government credit insurance business, after showing & smzll

surplus it 19€2, mzde large losses of IM73lw in 1983 ené It 1,2bn in 1984,

Because of econonic recesgion and debt problems in developing countrie:z,
ordere for exports of capitel goods were declining noticeably ir the second
helf of 1952z, Exporters began to ergue that since exporting to developing
countries was becoring riskier iue government should provide increased cover,
so as to protect employment in the capital goods sector. In February 1983,
the cabinet of Herr Kchl, who had come to office in October 1982, decided thzt
the boundery ¢‘ justifiable risk could be extended if a contract served overall
2c-nozic policy and employment policy. The FRG would, for exa.ple, resume
guerartees for courtriec such as Brazil, Mexico and Yugoslavie which had con-
Fletel gtebili- 2. . eoreements with the IMF., The Hermes schece waes not,

hovever, t- ¥ ~.7:. .ucd, that is, over the yearec surpluses were expected tc




n
n

offeet losuses.

As 1 .83 proceeded and the size of the lusses in store for Hermes
became evident, the government determined to reise premium income, It
linked this to increased cover, saying that if Hermes was to assume greater
risks, exporters would have to pay wore., Aggregate premium was o be raised
by 405.. The increase wouid be relatively greater for credits to public
entities since they would mow be subject to the same rates as private en-
tities, which previously had been higher. Alsc premium rates were now to be
the same regardless of the amount of & credit, whereas before they had been
lower for larger credits, No-one, however, was to incur & premium increase
of more than 50%, At the same time insurance cover would be improved and
claeims for medium- and long-terw credits faciliteted, These changes were
to come into effect at the beginning of October 1983 but after strong

representations from exporters! organizations they were postponed until
1 April 1984,

Although cover has been improved, the German authorities have acted
rather cautiously towards countries in debt difficulties, withholding cover
very promptly as soon &s there has been a technical default and restoring
cover only after s rescheduling agreement has been signed, Industry has felt
thet ir some cases Hermes has been off cover when other agencies have not,
ant¢ ir. latin America, for example, only Colombie and Ecuador ere not subject
to sor= kind of restriction, and most countries are covered only for very

gshorsi-tzrz credits and for sma™ ! amounts., Exporters have pressed for an

]

ezcing of the reguletions but this has beer refused because they are governei
by re

W)

zirezente in the budget lew regarding gov:rnment guzranteed dedbt.

—

Toe voluz: of export credit business insured by Eermes hee dz2clined
since 1567 both in absolute terms and as & proportion of total exports
(froc 9.2 in 1961 and 1982 to 7.7% in 1983 and €.05 in 1984), Part of the
explanztion for this is that fewer German exports are going to developing
countries, In 1984 higher preciums may have been another factor,

;:

¢ changet in the matrix are seen as being very importani, The FRG
does very 1lit:le subsidizing of interest rates and ideally would like such
subsiil o+ o2 ended. Althougl. subsidies are still permitted, the increase
ir poeroyv ret oo cogbinel with the automatic adjustment vechanisz ensure that

tro oo - -icited., Furtherwore, the LIRC systen meens thet, as long
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as the CIRR for the IM remzins below matrix rates, the FRG can offer rates
below the matrix on the small amount of subsidized financing thet is avail-
able. In fact, lately commercial interest rates in the FRG have been so
low as to meke uncompetitive the officially supported fixed-rate finance
from the KfW and the AKA, and the take-up fromw these two sources has been
very low, Hence virtuslly all export credit is currently being provided on
commercial terms, &and government involvement is confined to Berwes insurance
and guarantees. Lower German commercisl rates ‘and high matrix rates have
made German export credit wore attractive., L.porters believe, however, that
this has had little impact on exports of capital goods to developing
countries, These have been far more affected by negative fectors, most of

&1l sleck demand but also restrictions on cover,

Concern about the prospects for employment in the capitel goods sector
together with the increased use of mixed credit by other OECD countries has
proupted & significant shift in German aid policy since 1982, The use of
mixed financing has expanded rapidly to reach 22 completed contracts in-
volving & totel of IM 1,963 m in 1984, This sum comprised DM 1,118 m of
capital aid and IM 845 w of KfW financial credits, and accounted for about
45 of total bileteral aid funds. German officials are at pains to emphasite '
that th:is mixed financing is not mixed financing as defined by the OECD, but |
pre~blended credit, which does, however, fell within the OECD tied aid credit
cetegory. Pre-blending weans thet financial credits are mixed with aid fundis

and offered %o the borrower as a single credit,

Tne initiative for mixed financing almo: «riably comes frow the
Miristry for Economic Cooperetion, which offer: . ieveloping country the

oppirtanity tc eccept wixed finencing for certein projects, Mixed financing

ie eaubjected both to aid procedures and to export credit procedures., The

Kfw evaluates the developmental aspects of e project, and the Intermin-
isterieller Ausschuss and Hermes consider the economic and risk aspects, Toc
Ministry for Economic Cooperation tries to persusde the other ministries

and Berwes to be broed-minded in assessing risks in mixed financing, but in

soxe ceses the terms of paywent or the security offered have been unacceptatle
tc Lerzes,

“ne adrinistretion insists that wixed financing is mot export promction.
¢ .s2é ir particular for large projecte wherc aid needs to be eked out.

“iveticn an? techrigue is the same for mired financing as for eid, bue




27

wixed financing provides some spin-off for German industry, Officials point
to the fact that the process of evaluating & project usually takes about eix
months, and note that there have even been instances where & project has
been drawn up and it has then proved iwpossible to find a German exporter
to undertake it, They acknowledge, however, thet large exporting companies
usually kmow about forthcoming projects in developing countries and wmay ask
the Ministry for Economic Cooperation to seek to include mixed financing for
then in bilateral aid programmes, The increased use of mixed financing is
justified as a marginal adjustment in German aid policy in response to major
changes in the way other countries use mixed credit for export finance, For
some years the FRG avoided emphasizing other countries' use of mixed credit
because it knew that this would generate demands for similer facilities froc

German industry, but as mixed credit practices became more widespread they
could no longer be ignored.

The FRG does not offer mixed financing to the least developed countries,
The grant element of mixed financing depends on how much eid is available for
2 particular country. It averaged 465 in 1982, 60% in 1983, and 54% in 1984,
This compares with a range of 62~84% in any one year for pure aid. Less
than a quarter of mixed financing has & grant element below 50%.

Ko matching fund exists in the FRG, though there has been some pressure
froz industry to esteblish one, The Ministry of Economic Cooperation has res~
isted beceuse aid funds are limited and have to be spread emong & number of
ccurtries, Also matching might not permit a proper evaluation of & project,
beceuse of the need for & speedy response, Tnere have been & few occasions,
however, when exporters have said that they had no chence of vinning an order

..... If spare
eid funds heve been available for the country concerned, and if it has beern

agreeeble, the ministry has then provided wmixed financing,

The government supports all efforts to distinguish between, on the one
hzrd, aid and, on the other, the participation of developing countries in
the world economy, which should be subject to the same market conditions as
for other countries., I4% favours raising the minimum grant element but would
—-eler & level of 3%. rather than 507, It believes that 35 would be suff-
icient to stop trade distortion whereas 50: would touch cred:itc which were
~ nainely aid-motiveted and would run up ageinst serious budget constreini:,

<he winima grart elemsnt were increes:d t. 50, however, Germer. pclicy

i nt be effected,
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c) Jepan

The Export Insurance Department (EID) of the MITI covers a large
volume of exports, representing & higher proportion of total exports than
ECGD of the UK or, until 1983, than Coface., Its premiums are lower than
those of other agencies and its approach to risk is very careful, Because
of this caution the claims EID has had to pay out have been relatively low,
but because premium income is also low it has suffered losses since 1982,
albeit swaller losses than most other major agencies, MITI is required by
law to alter premiums to offset outflows for claims, Hence wedium-terwm
premiums were increased in 1983(by 40%)and again in 1984,

The EID's losses have also had the effect of making its approach to
risk yet wmore cautious, MITI is forbidden by law to offer cover on countries
which are rescheduling public or private debt, or have indicated that they
intend to, though it is allowed to grant special exemptions, It usually
tends to follow closely the principel supplier in a merket and to come off
cover as soon a8 they do, MITI's policy is also to come off cover for all
classes of debt (short- end long-term, public and private) even if the problec
is confined to only one., Before restoring cover for rescheduling countries,
it insistc on three conditions being met: that a bilaterel agreement has
been signed; that debt repayments have proceeded without interruption for at
least a year; and thet they will continue for the immediate future, As s
result, in 1983 there were 30 countries off cover or on very restricted cover,
In Februery 1984 the EID was reported to have taken 25 eountries off cover,
and tc have restricted cover for & further 27. Cover was resum=d for seven
countries in June 1984, but orly for short-term credits of small amounts,
ani only if the exporter took on 305=-40. of the risk and paié & premiuc
surcharge of 2005=5005.. Japanese exportere have beer. dissatisfied with
the EID's conservative sttitude which they believe has put thew at & dis-

advantage with exporters frow countriec whose export credit agencies have beer
more flexible,

Another source of discontent is the changes in the Arrangement, Jap-
anese exporters point out that it is possible to subsidize interest rates on
currencies which are subject to the metrix but not on LIRCe, Moreover, the
CIRY for the yen has been set too high and the margin too large, Hence, while
expert credit egencies in other couniries can offer & subsidy on their doz—

estic ecurrency, the Jepar. Exiobank effectively charges e preciuc, Since 1I51
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is reluctant to provide pure cover and Japanese commercial banks are
reluctant to lend on their own account, Japanese exporters for the

wost part continue to use the Eximdank, particularly for large items, The
Bank is uncomfortably aware of the difficulties and would like to see the
basis for celculating the CIRR changed., The administration, however,

seems to prefer to wait and see if the gap which has opened up between the
prime rate, on which the CIRR is based, and commercial rates will marrow
again and so make Eximbank funds wore competitive, This attitude may be
partly explained by the fact that MITI believes thrt when Japanese exporters
have lost contracts the main reason has been price rather than financing or
any other factor.

In the context of discussion sbout mixed oredit increasing attention
has been fooused on Japan, The channel for Japan's equivalent of mixed
ocredit is the Overseas Economic Cooperation Fund, which derives its resources
roughly equally fros the aid budget and from postal savings deposit funds,
About 85K of the OECP'a disbursements go to 11 countries, all of which are in
Asia, except for Bgypt. The OICY administers the LIC untied aid programme,
which accounts for between a quarter and a third of Japan's bilsteral aid,
This aid can be spent only in Japan, the recipient eountry or a developing
oocuntry recognized by Japan. In practice about 60%4~T0% of LIC untied aid is
spent in Japan, and most of what is spent in developing countries is for
commodities. Eence, in effect LIC untied aid is both associsted finance
and tied aid, but technically it is meither., Jspan has agreed to report it
under the DAC sssociated financing scheme Dut has not yet begun to do so,

It has firuly refused to acoept that LIC untied aid should be reported as
tied aid credit under the Arrangement, Conseguently other participants in
the Arrangement have proposed exanding the definition of tied aid oredit

specifically to include partially tied aid., Japan is unhappy sbout this
but will probably be obliged to accept it,

Japan's stance on tied aid oredit is similar to that of Prance. It
argues that it is a way of stretching aid funds, and that it enadles devel-
oping ocountries to do things which would not othervise be possidle, It also
defoends the idea that mational interest should dbe a oonsideration in determin-
ing the allocstion of aid. The Japanese government is in a particular 4iff-
iculty in that it bas giver international comaitments to incressing aid, but
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there is no oconstitusncy iv Japan for doing this unless aid is tied,

Japan is not keen to see further changes in the tied aid credit
provisions of the Arrangesent, and says that tied aid should be a matter
for the DIAC, not the Trade Committes, It attaches importance to consolid-
ating the existing Arrangement and ensuring fair treatment bdefore proceeding
further. Greater transparency would be welcome, and a rise in the minimus
grant element above 25% would be acceptable if it were well respected. A
ainimia of 50%, however, would be out of the question, at least for the
time Deing. Since less concessional aid is appropriate for LICs at a certain

level of development, it might be necessary to differentiste tied aid oredit
socording to the economic status of the recipient.

4) United Kingdos

The oconflicting forces which impinge on export credit agencies are
perhaps more evident in the UK than elsevbere, The capital goods sector act-
ively defends its case, strongly supported by the Department of Trade and
Isdustry and the National Eoconomic Development Office, but as its role in
the eoconomy has ocontracted it has carried less veight with the Treasury,
which under the Thatcher administration has been partioularly keen to ocurd
pudblic expenditure. Simce debdt prodlems dbegan to emerge the anmmal reports
on BCGD of the House of Commons Public Aocounts Committee and the Comptroller
GCeneral have been given greater prowxinence than usual. In addition there
has been a flurry of special reports,

In October 1982 the Confederation of British Industry issued a report
which asked that ECGD should have more autonomy and more flexibility, In
response to this the government in August 1983 set up s committee (the
Matthevs Commitise) ¢o exazins the siructure, functions and status of ECGD,
Vhen it reported in April 1984 the Matthews Committee recommenied that ECGD
should becoms & private corporstion, Seven msonths later the government
rejected this recommendation and announced that the Tressury and the Bank of
Bngland would investigate the possidility of ECGD becoming & private export
bank, Meanvhile, in January 1984, the government had released a report (the
Ryatt report) completed 14 months before by a group of government economists
led by Treasury economists., This report, which had beer produced as a
oontribution to the 1983 dedate adbout changing the Arrangement, conclude?
that the cost of vinning large overseas orders wes rarely justified on
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economic grounds. The conclusion was rebutted in detail in a document
1ssued by NEDO in April 1984. The oontroversy contimues, and in 1985
ECGD has been the subject of inquiries by committees of both the House
of Commons and the House of Lords, To date, however, BCGD has resained
fundamentally unchanged.

ECGD has suffered losses in eacn of the past three years, chiefly
because of the mounting claims it has bad to meet. As & result, in 1983
4t had for the first time to borrov from the government's oonsolidated
fund, in which it had previously been an investor, Barring unforeseen
dsvelopments, this situation is expected to oontime for a furthsr three
to five years, The effects have been s steady rise in premiums, s red-
uction 4n risk-taking and greater scrutiny by the Treasury and others.

Preniums have been increased by at least 5% each year since 1982,
Exporters vith bad claims records have been required to take on a larger
share of the increases and to assuse responsibility for a higher percentage
of the risk, In addition, temporary surcharges of up to 50% have been
applied to markets with texceptionally high' political risks. This entails
about fifty oountries from categories C and D, the riskisst two of ECGD's
four categories, Despite the efforts to minimize the impact on business with
good risks, BCGD has found that it has Deen adle to attract less of this
business., In the oase of developed countries this is also explained by
changes in the matrix whioh, combined with lower commercial interest rates,
have reduced to megligible amounts the interest-rate subsidy on export
credit guaranteed by ECGD, Consequently, the average risk of ICGD's
portfolio has deteriorated, partly because some markets have become riskier
and partly because it is getiing less business in good markets, In 1979,
of BCCD's total exposure of £17,985m, C and D countries acoounted for
€7,570m (41%); in 1983, thev accounted for €£16,260m (51%) of an exposure
of £32,129u. Another consequence is that ECGD is epsuring s smaller
percentage of UK exports (29.6% in 1963, against an average of more than 354
during the previous decads), Nonstheless, ECGD probably contimies to have s
better balanced portfolio than most export credit agencies,

In seeking to strike s balance between maximizing export promotion and
minimizing risk, BCGD has tended to treat its financial objective of operaticg
st no met oost to public funds as the overriding constraint, perhsps becsuse
c? its acoountability to Parlissent, Io markets which are poor riske it has
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come off or reductl cover much sooner than it would have iz the past,

though in better risk developing oountries it has contimed to be at least
as flexidble, In the course of 1984 it became evident that policy vwas
erring ip the direction of excessive rigour, ocausing vorthwhile business

to be lost., There was pressure both from exporters and froms developing
oountries, and at the end of the ysar the government announced that BCGD
vould resume cover more quickly for ocountries which had rescheduled their
trade dedbts to Eritish suppliers insured by RCGD and for goods and services
which fcontribute to the economic recovery of the dedtor country!, UK
exporters have oomplained, however, that restrictions remain severe compared
with those applying to exporters from France and the United Btates, For
Brazil, for example, ECGD's credit ceiling is reported to be £50m whereas
the US Eximbank's s £1.5bn (€1.1bn). In sddition, it appears thst s marrow
definition is being placed on exports which 'contribute to econoaic recovery',

The changes in the Arrangement have been welcomed by the UK government,
The higher matrix rates together with lower market rates have greatly reduced
the cost of interest rate subsidies. In 1981/82 when the matrix minimm rste
for poor countries vas 8,5%, the average 3-wonth interdank rate for sterling
vas 15,2%, and the average G6-month Burodollar rate vas 17,7%, the cost of
interest support for sterling and foreign ourrency export finance was
£565.3a. By 1963/84 the rates vere respectively 9.5, 10,6% and 11,0%, and
the cost of interest support had declined to £330.6m. It was somevhat
higher in 1984/85 because commercial interest rates rose again, and unless
commercial rates again decline significantly it will resair sizeadble for a
fev yosars, because of ocutstanding commitments meade when matrix rates vere
lover, PFor exports to rich countries the interest subsidies have deer small
or non—existent, and the prospect of commercial rates declining further
bas maide fixed-rate financing less attractive. These feactors, and higher
premniua rstes, have resulted in a shift of business avay froa ECGD, Por
sxports to developing countries the subsidy is smaller than it was but still
vorth having, In most cases the prodlesm is first whether there is a market
and second whether cover is availadle, With a few exceptions, such as India
and Malaysia, the increase in interest rates appears to bave hal very little
iwpact.

The UK's Aid and Prade Provision (ATP), from which it dravs the aid
component of mixed credits, bas for several years stood at tfés, sdout 104
of the totsl aid budget, The most that has been taken up ie £:3¢ in 19:l,
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and it is used alwost exclusively for exports of capital goods, though it
is explicitly intended for services too. Although the ATP is adainistered
by the Overseas Development Administration, and mixed oredits have to meet
dovelopmental conditions, the initiative for a mixed oredit comes from the
exporter, who believes he is competing vith s mixed credit offer from
another oountry. HMixed ocredit offers generally require speedy dscisions,
and often go to countries with which the UK does not bave a contiming aid
programme, Since 1980 the criteria for using ATP funds have been broadensd
in that an exporter no longer has to demonstrste that mixed credit is deing
offered by a competitor for a specific ocontract., Instead, it is sufficient
if the contrsct is in a country where other countries usually make mixed
oredit available., This has had the effect of relaxing the requiresent

that mixed oredit should be used only to match foreign competitors. The
shift vas formally recoguized in Octodber 1984, when the Treasury changed
the rules so a8 to allov British companies to offer mixed credit at the
initial stage of bidding for a contract.

Bankers and exporters, hovever, contimie to be dissatisfied with the
scheme, They argue that many developing countries do mot like mixed oredit
vhick comprises one component on soft terms and another on relatively hard
terms, involving interest at close to market rates and repayment over a
comparatively short period. %hese countries prefer less concessional aigd,
such as the FRG's mixed financing or Japan's partially tied aid, That the
UL's mixed oredit bas the same grant elesent as these other forms of finan-
cing is mot sufficient, Pressure for ohanging the scheme hae intensified
since May, when Purkey awarded the contraot to build the second bridge
across the Bosphorus not to the British company which built the first bridse
but to & Japanese company which had included a substantial amount of aid in
its bid, The Japanese bid 4id pot contravens the Arrangement, and quite
apart from the financing it offered a more competitive price., Bonethelers,
UK exporters bave been msing this opportunity to urge the government to
revise the ATP scheme, In this they are broadly supported by the Department
of Trade and Industry, whioh advocates selective support on the grounds

that where UX industry is capadble of bidding competitively it should mot be
deprived of the chance by édistortions created by competitors.

The Overseas Development Administration, like the Tressury, is ani- it
t0 avoid any change which expands the commercial use of aié, %¥re Ol 4,
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bovever, careful to point out that the use of mixed credit by the UK is less
extensive than DAC figures (frequently quoted by other OECD meabders) indioate,
The reason why the UL is shown as being the source of the second largest
anount of associsted financing (22% of the total) is that any package in-
oluding export credit has to be reported, even if it is only a very small
proportion, BHence the reporting systes has captured items such as a large
package to India, which bad & grant element of more than 85%. While ack-
novledging that the ATP scheme is sometimes abused, the (DA believes that

it 1is more effective than other countries' schemes in minimizing distortions.

In the Arrangement negotiations the UK is seeking further eurbds on
mixed credit, and if agreement can be reached this will probabdbly be acoeptable
to all concerned, An incresse in the minimm grant element to 35¢ would,
hovever, eliminate most of the mixed oredit that the UK does at present while
not impinging on Japan's partially tied aid, ¥The Treasury would certainly
resist on expenditure grounds any pressure to metch Japansse terms and would
favour & minimum grant element of 50X, The Department of Trade and Industry,

for its part, is less keen on 50% because it may limit the donor's lstitude
of discretion,

o) United States

During the past year proposals have been under discussion for the
most radical change in the Exisbank's programmes in its Sl-year history.
Since early in the Reagan Administration the Office of Management and Budget
had made clear its view that the direct lending programme of the Eximbank
should be terminasted, Whether the president shared this view vas uncertain,
In hie Jamuary 19683 state of the union message he varmly endorsed the Exisbank,
By December 19684 the budget deficit was being treated more seriocusly, and
the president declared that it was very important to save monsy on progranmes
which benafitted only a fev, and he singled out Eximbank as an example, Con~-
sequently the OMB proceeded with a proposal which would end the direct lending
programne and replace it with an interest rate make-up scheme, known as I-Match.
At the same time the Eximbank's guarantee suthoriszation world be raised from

US #10 tn to US f12 bn a year to enable it to support more export finance fros
the commercial banks,

The OME objects to the direct lending programme partly because it
incorporates a subsidy whiock is distorting, and partly because the anx
suthorization of US £3,.8 bn s a burden on the budget. Toe I-Mctch scleos
vould clearly identify the subsidy, and st US F136x would be orly s sa: "

charge op the budget, The OC ¢ - ..elr~c t_fn:'. i L b
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direct lending is treated as an expropriziion whereas in fact it is & loan
whioch is repaid, but says this is irrelevant. The proposals have caused an
outcry within the capital goods seoctor, whioh has substantial influence in
Congress. The House Banking Commxittee passed a resolution opposing the change,
but the Senate Puiget Committee passed a Dudget resolution which assumed it
vould happen, The issues is nov part of the broader controversy adbout the
budget and may in the end be settled as part of s trade-off with some unrelated
issue, rather than on the basis of considerations about the role of Eximbank,
The adninistration claims that the change vould have very little impact on
borrovers who would contimne to deal with Eximbank as defore. The difference
would be that Eximbank instead of lending out of its bdudget anthorisation
would arrange financing through the Private Export Punding Corporation.
Exporters, hovever, are sceptical about how it would function and about the
cost. They also believe that US £136m is too small & sum to enable Eximbank
to provide sufficient interest-rate support. One point which seems quite
clear is that under the I-Match scheme it would be virtually impossible for
the United States to offer mixed credit,.*

Bince Octodber 1983 the Foreign Credit Insurance Association has been
fuily controlled and undervritten by the Exiwbank, Between them they cover
only a small proportion of total US exports. 6ince 1983 they have incurred
losses which, though fairly small in absolute terms, are significant in
relation to the volume of tusiness, Despite these lossers the Eximbank has
taken the viev tbhat the industrialised countries should take oo more risk
to help debtor countries to finance their trade, ZThe Treasury too delieves
that it is appropriste for Eximbank to help ease developing countries!
liquidity prodlems, This requires oreativity in devising suitadle finmancing
arrangensnts, BEximbank has, for example, become more flexidle in its treatment
of local costs. Developing countries, for their part, should be willing to

*I¢t should be evident by the end of August whetber I-Match is going to
materialize, If it 18, it may be vorth saying sose more adout it,
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sccept IMP conditions, In practice these efforts have been mainly directed
at major markets in latin Amerios (Brazil and Mexico).

The United States was the chiel protagonist of higher matrix rates
and the sutomatic adjustment mechanisa. Treasury officials are satisfied
that as a result of these changes and the decline in market interest rates
wost, though not all, interest-rate sudbaidy has been eliminated, They are
partioularly pleased that the sutomatic adjustment mechanism provides in-
sulation from the large subsidies which could develop before when interest
rates rose. In the private sector views differ about the implications of
the rednction in the subsidy. Some bankers say that the financing package
is still the most important single item, particularly since the strong dollar
has put US exporters at a disadvantage, Others argue that whereas a fev
years ago - when the dollar vas competitive, the absorptive capacity of
buyers was good, and US interest rates were high - the offer of a concess-
ional interest rate had a significant effect on exports, nov - when the
dollar is uncompetitive, many buyers are restricting imports and are regarded
as poor oredit risks, and US interest rates are comparatively lov - it is
much less important to be adle to offer a concessional interest rate.

The administration has contimed to oppose the use of mixed oredit,
though its attitude has decome somevhat more flexible, There are pressures
from Congress for Eximbank to respond more to other countries' mixed oredits
but they have had little practical effect, A proposal to create s 'war chest'’
of £lbn to enable the Eximbank to offer mixed credit is periodically revived
but has yet to be passed, When the Eximbank's charter was reneved in 1983
Congress included s provisiop permitting mixed credit, but no funds have
been appropristed for this, AID funis are largely committed in advance so
it has fev discretionary funds and these only in a fev countries, Eximbank
has a limited programme of matching, which it finances from ite cwvn reserves,
Beither agency is enthusiastic about offering mixed credits, There have deen
tvo to Egypt, vith vhich the US has a special aid programes, and two offers
which have mot yet resulted in & contract,

The United States objects to the use of mixed credit both because
it distorts trade and dbecauss it diverts aid avay froc the purposes and the
people for whicd 4t is needed most, It ie contimiing to preses for an increase
in the minimus grant element to 501)but there are sigxc of greater understanding
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of the position of countries which claim that there is a gemuine developmental
Justification for mixed credits with a lover grant element., The German case
probadbly arcuses more syspathy than the French or the Japanese, Consideration
s being given to hov ‘aid-worthy' mixed oredits might be distinguished from

others, but the prospect of achieving agreement within the OECD on this is
thought to be remote.






