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THE 2003 ADVISORY COMMITTEE’S STATEMENT ON THE
2002 COMPETITIVENESSS REPORT OF
THE EXPORT-IMPORT BANK OF THE UNITED STATES

The members of the 2003 Advisory Committee have reviewed the 2002 Competitiveness
Report to Congress and would like to put forward the following statement on the
competitiveness of the Bank with regard to the other major export credit agencies (ECAs).
In the Advisory Committee’s opinion, the Bank continues to fulfill its objective of
supporting the creation and maintenance of U.S. jobs.

The Advisory Committee supports the findings and conclusions of the Report that Ex-Im
Bank is competitive, and in some cases, highly competitive with its G-7 ECA counterparts.
Specifically, we agree that Ex-Im Bank’s core financing elements such as interest rate,
premia/exposure fees, and cover policy are the “best of the breed.” However, in those
situations in which public policy or philosophical issues arise, the Report aptly notes that the
conditions of Ex-Im support can result in significant competitive challenges to U.S. exports
— conditions of support that our ECA counterparts are not required to impose. Nevertheless,
the Committee recognizes the importance of public policy in its broad scope.

The individual element over which Ex-Im has primary control that appears to be lagging
behind its ECA counterparts is co-financing. In addition, the basis for determining
eligibility for tied aid to counter foreign offers seems particularly onerous from the U.S.
exporters’ perspective. Accordingly, the Advisory Committee strongly urges the Bank to
both take the necessary steps to establish a co-financing program, and to provide more
workable parameters for the use of tied aid.

The Advisory Committee commends Ex-Im Bank’s effort to respond to the 2002 Advisory
Committee’s recommendation to quantify the overall and the element-by-element
competitiveness of the Bank vis-a-vis the G-7 ECAs. The “scorecard” approach used
represents a valuable and communicative yardstick that we hope will be repeated in future
Reports. While some modifications/refinements to the scoring system may be appropriate,
the scorecard presented serves as a basis for future comparisons. The Advisory Committee
also applauds the reorganization the Bank undertook in 2002. The reorganization will
provide an improved response to its customers’ needs as well as greater accountability for
performance.

To conclude, in a highly volatile, vulnerable and uncertain international environment, U.S.
exporters need every possible tool to effectively compete, and Ex-Im Bank seems to have
generally fulfilled that mandate during 2002. Looking ahead, the Advisory Committee
supports the effort of the export community in pressing Ex-Im to adapt to a changing world
more rapidly and fully. Hence, the Advisory Committee believes that while Ex-Im Bank
needs to maintain its competitiveness in the core financing elements, it must also be looking
for ways to provide more value to the U.S. exporting community by repositioning itself and
ing its core competencies in the future.
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Edward A. Monto
Chairman
2003 Ex-Im Bank Advisory Committee
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Executive Summary

The 2002 Competitiveness Report provides an evaluation of the competitiveness of Ex-Im
Bank’s medium and long-term programs during 2002 based on objective and subjective
information gathered from multiple sources. Included in these sources are views from a survey
of the U.S. exporting community and data from the public resources of the OECD and G-7
export credit agencies.

This year's report provides a contextual backdrop of the internationa trade and finance
landscape within which Ex-Im Bank and the G-7 export credit agencies (ECAS) operated during
2002, noting trends and competitive implications for Ex-Im Bank going forward. The most
significant trends appear to be:

= Activity levels are still below long-run trends (although up from the reduced levels of
last year) with an increasing percentage of aircraft in overall volumes.

= The growing globalization of production has created multiple sourcing options for
U.S. companies.

= The nature of the demand for ECA financing is changing (e.g., from sovereign to
private sector and smaller sized borrowers).

Our G-7 counterparts appear to have noticed and have begun to react to these influences.
Specifically, the other G-7 ECAs can be characterized as trying to:

= Provide the highest quality products and service to their respective exporting
communities without jeopardizing financial goals and reputational risk. This trend
seems to have manifested itself in:

Aggressive pursuit of ECA differences and flexibility in the Arrangement;
Niche use of “sweetener” features and initiatives; and
Continued focus on streamlining operations.

» Proactively and strategically pursue opportunities to ensure a presence in key markets
and favored sectors — a form of industria policy.

As part of this context, a brief comparative overview of the philosophical and operational tactics
of our G-7 counterparts is provided, highlighting core differences that have yielded varying

programmatic approaches. From these dissimilarities emerge the outstanding competitive issues
facing Ex-Im Bank and the U.S. exporting community, most of which involve larger national

policy concerns not within the sole control of Ex-Im Bank. The key aspects where empirical

and/or anecdotal evidence indicate a less than competitive position for Ex-Im Bank financing are
(in rough order of priority and wide differences of importance): shipping/PR 17, foreign content,
economic impact, tied and untied aid and market windows.



SUMMARY OF 2002 COMPETITIVENESS REPORT FINDINGS
Core Financing

Ex-Im Bank is considered generally competitive (i.e., equivalent to, if not the, best of the G-7
ECAYS) in the core financing elements of a given transaction. In particular, Ex-Im Bank’s cover
policy and risk attitude are generally considered as open as, and in some aspects more open than,
our foreign counterparts. Moreover, the risk premia Ex-Im Bank charges for sovereign and non
sovereign risks are fully competitive with those offered by our counterparts. Finally, market
financing generated by Ex-Im Bank’s 100% unconditional guarantee aimost always provides
U.S. exporters with a least-cost financing rate.

Program Structures

Ex-Im Bank’s project finance, aircraft and foreign currency guarantee programs are considered
as competitive as, if not better than, our foreign counterparts. Co-financing, however, is an area
in which Ex-Im Bank is seen as lagging significantly behind our European counterparts, due to
the limited number of co-financing agreements the Bank has been able to forge thus far.

U.S. Economic Philosophy

Tied aid (which includes “effectively tied” untied aid) and market windows financing
collectively present a dightly different competitive challenge to Ex-Im Bank and the U.S.
exporting community. Here the conflict is philosophical rather than financial. That is, with both
tied aid and market windows there is a fundamental and long-standing U.S. philosophical
reluctance to engage in the activity.

The United States rejected state capitalism some 200 years ago as incompatible with the U.S.
economic model; similarly, the United States rejected tied aid some 35 years ago as an inefficient
and inappropriate means to provide either development aid or commercia support. Hence, the
United States has focused for decades, both in policy and in practice, on eliminating these
problems (or, at a minimum, achieving greater disciplines) through negotiation. This strategy
has had considerable success in the tied aid area; however, in the market windows area, there has
been no success in achieving transparency or discipline. The issue today is discerning from
conflicting information whether Ex-Im Bank financing is successfully meeting whatever (and it
is not clear that there are many) competitive needs of U.S. exporters exist in these areas.

Public Policy

The public policy issues as a group present the most significant competitive challenge to Ex-Im
Bank and the U.S. exporting community. That is, the U.S. public policies relating to economic
impact, shipping and content all require Ex-Im Bank to consider the longer-term implications for
the broader stakeholder population (e.g., interests of other agencies, labor, NGOs, etc.) when
supporting specific exports using U.S. taxpayer funds. In effect, Ex-Im Bank operates its
programs under both explicit and implicit political (i.e., Congress) guidance on the broader
political and economic cost-benefit analysis of a specific export. The competitive impact stems



from the fact that other G-7 ECAs have very little in the way of smilar constraints. These
policies clearly exert a negative impact of some proportion on the Bank’s competitiveness, and
the U.S. export community rates these policies collectively as the number one disincentive to
using Ex-Im Bank and therefore the number one competitive hindrance on the Bank.

OVERALL

This report has introduced the concept of the report card to facilitate and better communicate
comparisons between Ex-Im Bank and the other G-7 ECAs in specific categories and overall.
On a grading scale from A+ to F, with A being generally competitive, Ex-Im Bank’s core
financing terms receive an A. However, the philosophical and public policy areas sightly reduce
Ex-Im Bank’s overal grade to an A-. See Figure 1 for the competitive definitions of select
grades.

Figure 1: Ex-Im Bank Report Card Definitions

Grade Definition of Select Grades
A+ Fully competitive: equivalent to (or is) the best competitor
A Generally competitive: in almost all cases equivalent to the typical G-7
competitor
A- Selectively competitive: in most cases equivalent to the typical G-7 competitor
B+ Marginally competitive: in significant minority of cases equivalent to the typical
G-7 competitor
B Notch below: can, but only rarely, package a deal equivalent to the typical G-7
competitor
C Much less competitive: can/does provide a product in the class but is rigidly
constrained (or little used)
F Does not provide program







Ch. I Introduction

BACKGROUND

Pursuant to its Charter (the Export Import Bank Act of 1945, as amended), Ex-Im Bank is
mandated to provide U.S. exporters with financing terms and conditions that are competitive
with those made available by foreign governments to their exporters. The purpose of this report,
which is required by Section 2(b)(1)(A) of the Charter, is to measure the effectiveness of Ex-Im
Bank’s programs and policies in meeting the competitiveness mandate during calendar year
2002.

METHODOLOGY

In comparison to previous years Competitiveness Reports, this year's report takes a different
approach to evaluating Ex-Im Bank’s competitiveness vis-avis its foreign export credit agency
(ECA) counterparts. The 2002 Competitiveness Report distinguishes the core financing
elements from the public policy aspects of Ex-Im Bank financing and evaluates the impacts of
each on Ex-Im Bank’s competitiveness. By parsing out the various elements that come to bear
on Ex-Im Bank financing, the Report attempts to provide a more insightful evaluation of Ex-Im
Bank’s competitiveness. With this structure, the Bank better fulfills its Charter mandate to
“indicate in specific terms the ways in which the Bank’s rates, terms, and other conditions
compare with those offered from such other governments directly or indirectly.”

In preparing this report, Ex-Im Bank drew upon: (1) objective policy, programmatic and
procedural information about other ECAs obtained from a variety of sources; and (2) subjective
information provided by the U.S. exporting community based on transactional experience
throughout the calendar year 2002. The Bank is required by its Charter to conduct an annual
survey of exporters and lenders to determine their experience in meeting competition supported
by public export finance. Notwithstanding a lower response rate than usual (see Appendix O),
those that did complete the survey are comprised of highly experienced members of the U.S.
exporting community. Moreover, in addition to the annual survey of the export community, this
year's report also incorporates the results from two focus groups held with commercia lenders
and exporters. The purpose of the focus groups was to provide a venue for members of the
export community to supplement their survey responses with anecdotal experience as well as
more comprehensive information on market trends and transactional experience. Hence, the
views obtained from the survey and the focus groups appear to be representative of the U.S.
exporting community’ s assessment of Ex-Im Bank’s competitiveness.



SCOPE

The comprehensive comparison is primarily limited to the G-7 ECAS, because these countries
have typically accounted for roughly 80% of the medium- and long-term official export credits
offered by the Organization for Economic Cooperation and Development (OECD) countries.
Given the practices of certain nonG-7 ECAs in specific areas, such as tied aid, this report also
provides insight, where relevant, into the activity of these ECAs and their impact on the
competitiveness of the U.S. export finance community. In all cases, the focus is on medium- and
long-term credits, as this sector is the locus of support for capital goods exports and therefore the
arena with the most intense international competition. In addition, only a few of the official
ECAs continue to provide short-term financing assistance; hence, a comparison of
competitiveness in this area would be of limited utility. Quantitative comparisons and
information on each of G-7 ECAs can be found in Chapter 2 Section A regarding trends in
export finance.

EX-IM BANK CHARTER RENEWAL

The U.S. Congress renewed Ex-Im Bank’s Charter through September 30, 2006. The Act was
amended in several areas. Those amendments that directly affect either this Report itself or Ex-
Im Bank’s ability to provide competitive and comparable financing assistance are specifically
noted below and are described in more detail in the specific sections in the body of the Report
devoted to the individual topic.

1. Charter changes pertaining to the annual Report to the U.S. Congress on Export
Credit Competition and the Export-Import Bank of the United States (the
Competitiveness Report):
= The requirement for the preparation and presentation of this Report was amended

with a date certain for final delivery of June 30 each calendar year.

=  The Competitiveness Report is to include a competitive assessment of the use of
market windows by other governments and government-related entities and the
impact on U.S export competitiveness.

= Ex-Im Bank isto use all available sources of information to estimate the annual
amount of export financing available from each government and government-
related agency.

= The Competitiveness Report must include a description of al Bank transactions
classified according to their principal purpose, such as to correct a market failure
or to provide matching support.

=  Ex-Im Bank must report on its efforts to promote the export of goods and services
related to renewable energy sources.



2. The topics noted below represent new or modified language to Ex-Im Bank’s Charter
and are discussed in more detail in this Report:

= Economic impact
» Tied aid and untied aid
=  Market windows

REPORT

The Report proceeds in the following sequence: Chapter 2 lays out both long-term trends that
have changed the export finance market over the past decade and short-term patterns affecting

ECA financing in 2002. A broad overview of the other G-7 ECA philosophies and missions is
also provided for context. Chapter 3 consists of separate sections evaluating Ex-Im Bank’s
competitiveness in the core financing elements of official export credit support. Chapter 4

provides a comparative assessment of how well the financing elements are packaged into major

programs (e.g., arcraft, project finance, co-financing and the foreign currency guarantee).

Chapter 5 addresses overarching U.S. economic philosophy regarding tied aid and market
windows. Finally, Chapter 6 evaluates stakeholder considerations embodied in public policies
and the long-term competitive implications of these policies on Ex-Im Bank activity. The main

body of the Report concludes in Chapter 7 with an overall competitiveness report card grading

Ex-Im Bank against its G7 ECA counterparts, based on the collective evaluation of financing,

economic philosophy and public policy elements. A number of appendices follow the body of

the Report, including a summary of the state of play of international negotiations on export credit
issues, the exporter and banker survey summary and other materials intended to provide greater

detail and insights.






Ch. Il Competitiveness Framework

Section A: Factors Influencing Export Finance

THE PLAYING FIELD

This chapter examines the context within which the developed country official ECAs operate by
addressing the multilateral rules governing official export finance, long-term trends affecting
financing sources and more recent market developments.

The U.S. government is a Participant to the Arrangement on Guidelines for Officialy Supported
Export Credits, or the “Arrangement.” Housed within, but not a formal act of, the Organization
for Economic Cooperation and Development (OECD), these guidelines set the disciplines for
official export finance and serve as the basis upon which member governments cooperate to
minimize the use of government subsidies in export finance. A “gentleman’s agreement,” the
Arrangement has been incorporated into European Union law and is referred to in the World
Trade Organization’s (WTO) Agreement on Subsidies and Countervailing Measures; if aWTO
member country adheres to the interest rate (and related) rules of the Arrangement, its officid
export credits will not be considered prohibited subsidies’. Since the inception of the
Arrangement twenty-five years ago, Participants have established disciplines related to market
oriented interest rates, a harmonized risk differentiated fee regime, the use of tied aid and
limitations on the length of repayment terms for officially supported credits, in addition to
specia sector agreements on ships, large commercia aircraft and nuclear power.

The U.S. exporting community has clearly benefited from Arrangement rules. The financing
rules have succeeded gresatly in leveling the competitive playing field, directing competition to
the quality and price of the product and not the nature of the official financing package.
However, while the multilateral export credit regime has increasingly codified the financing
elements of official export credit support, that success has highlighted a fairly significant
disparity in the application of public policy goalsto officia export credits.

Numerous sources have raised the profile of public policy issues within the ECA world, from the
environment to the IMF s Highly Indebted Poor Country (HIPC) initiative, including local and
international pressure from non-governmental organizations and international events such as the
2002 United Nations World Summit for Sustainable Development. The different missions and
places of ECAs within governments (see Chapter 2, Section B) have led to vastly differing
responses to such pressures from civil society. On one end of the spectrum, some ECAS, such as
Ex-Im Bank, work under numerous statutory public mandates, and some ECAs, such as ECGD,
are tied with inter-ministerial consultation on public issues. Conversely, other ECAS operate
within governmental systems that more rigidly compartmentalize responsibilities. These ECAs
provide export credit support in ways that could contradict or undermine goals supported by their
own national governments in other fora. In other words, the multilateral export credit regime

! The Arrangement has come under increased scrutiny by the WTO over the past several yearsin the ongoing Brazil -
Canada aircraft disputes and in the Doha Round of the WTO. This has led the Participants to the Arrangement to
undertake aredrafting of the Arrangement. See Appendix E for more information.
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currently disciplines the financing elements of ECA support and assures a fairly level playing
field. However, the absence of comparable weighting and less attention to public issues by
guardian authorities tilts the playing field against those ECAs with public policy constraints

LONG-TERM EXPORT FINANCING TRENDS

Another important context for any evaluation of Ex-Im Bank’s (or any ECA’s) performance is
that the stated role of ECAs has changed dramatically over the last couple of decades. Asseenin
Figure 2, official G-7 ECA activity is generaly declining, and ECA financing of total national
exports has dropped from 15%-20% to 3%-5% over the past two decades. Today, ECAS cede
deals to the private market much more often than to each other.

Four key trends have been observed in the nature of export finance. The first mgor trend has
been an increase in local import financing. As large banks appetite for cross-border risk has
declined with crises such as Latin America in the 1980s and Asia in the 1990s, local banking
capacities in emerging markets have gradually expanded. The entrance of multinational banks
has advanced this trend into emerging markets. With localization of banking markets, and
globalization of banks, many traditional ECA markets have been wiped out, with China the most
notable example.

A second key trend has been increased privatization in emerging markets. The sell-off of state
enterprises in major utilities and infrastructure to private entities has resulted in an increased
flow of foreign direct investment, displacing the need for traditional export credits as a source of
capital for investment. Privatization has aso expanded local capital markets by, for example,
parceling out purchasing decisions in small enough chunks for local finance to digest.

Third, new players have entered the export finance market. Major exporters have established
their own finance entities, while capital market participants have used structured finance
approaches to mitigate the risks of lucrative projects in many markets. In addition, multilateral
development banks have created programs to lend directly to private sector borrowers in
emerging economies, while the private political risk insurance market has expanded. All of these
players have reduced the need for ECA financing.

Fourth, the core ECA markets have stagnated. From the 1950s to the 1980s, as one group of
core buyers graduated from needing ECA support, a new group would usualy arise. In the
1990s, however, this pattern deteriorated, with the same group of countries remaining as the core
ECA buyers but demand decreasing due to the af orementioned three factors.

This shift from being a core player to being a critical yet marginal player (e.g., in riskier markets
or cases) has considerable impact on the operational effectiveness and efficiency of any ECA
committed to being both a lender of last resort and a rule abiding member of the international
community (e.g., OECD and WTO). In effect, the basic question facing ECAs today is how,
within specific national policies and institutions, to structure programs and staff to both fulfill
national missions and international responsibilities. For Ex-Im Bank, the pressing issue is how
to be competitive (with the bulk of demand increasingly in riskier situations) and break even
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over the longer term (both ingtitutionally and case-by-case). The variety of responses to this
guestion across ECAs is one of the magjor competitive issues today and will likely be an ever
more challenging factor in the competitive landscape in the years ahead.

TRENDS IN 2002: Focus GROUP DISCUSSIONS

This section summarizes the views shared by U.S. exporters and bankers at the focus group
meetings on export finance trends.

The focus group members collectively painted a picture of a politically and economically
volatile, somewhat unpredictable international marketplace undergoing considerable changes. If
the U.S. export finance community is to compete, these trends will likely dictate changes in their
strategies and business models. Globally, focus group participants explained that Ex-Im Bank
financing continues to play an important role in supporting U.S. exports, especially for longer
term, large amounts and in higher risk markets. In other words, ECAs generally are still viewed
as the most reliable risk management tool available for the riskiest and most expensive
transactions and projects. However, in less extreme circumstances, the risks associated with
many of the emerging markets are increasingly considered acceptable to private sector financia
intermediaries due to the development and implementation of more sound legal, accounting and
financial systems.

In addition to private sector finance, an ever broadening menu of financing options exists for the
U.S. exporting community, including multilateral development banks, such as the EBRD and the
World Bank’s IFC, and other ECAs, via market windows, untied aid and, to some extent, co-
financing. These options reflect the trend toward greater globalization that continues to permeate
virtually every industrial sector in the capital goods arena, with significant impact on the U.S.
exporting community’s strategic decisions. The exporters explained (with the lenders
confirming) that the production of goods and services has shifted from a supply chain supported
predominantly by U.S. components and semi-finished goods to processes characterized by
vertical speciaization. This involves the fragmentation of the production process over national
boundaries and can take the form of: (1) a supply chain that is increasingly reliant on foreign
parts that are incorporated or assembled here in the United States; (2) a supply chain that
includes U.S. content but is produced offshore; or (3) sourcing that occurs entirely outside of the
United States (primarily through a number of offshore production facilities of multinationals).

The exporters are regularly faced with decisions regarding sourcing options in the near term, in
addition to the longer term issue of whether, where and when production locations should be
established. In any event, many large U.S. multinationals, including the larger engineering and
design companies, as well as a growing number of medium-sized corporations, have sourcing
capabilities outside of the United States that they utilize when production and cost efficiencies
dictate. Products that were formerly made domestically are nhow more an amalgamation of
components from multiple sources, many of which are outside U.S. boundaries either because
the United States no longer has a comparative advantage or the parts are smply no longer
manufactured domestically. Hence, the multinationals have the ability to source either from the
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United States a product that has relatively less U.S. content or to source from offshore
production facilities with or without U.S. content.

Given the changes in production and sourcing options, financing options are being developed
that align more closely with the newer business nodels. The major ECAS appear to be adapting
to the more globalized approach to production and sourcing, accommodating exporter needs with
relatively greater flexibility in foreign content support and the implementation of insurance co-
financing structures (with the exception of ECGD) with other government and private sector
export credit insurers. EDC is the most notable example in terms of foreign content flexibility,
while the other ECAs have focused on their co-financing capabilities. The U.S. exporting
community noted that the absence of co-financing agreements forged between Ex-Im Bank and
other ECAs, combined with a less flexible foreign content approach, is undermining their ability
to compete from the United States.

Overdl, the exporting community considers Ex-Im Bank an essential partner in its competitive
pursuit of global market share. However, as the pace of globalization continues to change the
international landscape, U.S. businesses are changing their models in order to adapt and compete
on the basis of price, quality and service. The new business models which U.S. corporations are
being forced to adopt are characterized by multiple sourcing options and therefore require that
export finance support be similarly aligned.

The convergerce of an uncertain political and economic landscape, the materialization of more
atractive emerging markets, and the globalization of production have together yielded an
international marketplace in which official ECAs must redefine their role so as not to be
marginalized. This redefinition is leading to a metamorphosis that began to emerge in the 1990s,
with 2002 revealing ECA strategies characterized by the development of “precisionpoint”
program features, such as loca currency financing, designed to exploit untapped areas of
opportunity.

SUMMARY DATA

This data was accumulated from a variety of public sources. Moreover, the individual ECA data
probably contain transactions outside the definition of “official” export credit (e.g., market
window financing).

A review of G-7 medium and long-term export credit volumes from 1995 to 2002 suggests a
dight recovery from 2001, when support dropped to its lowest level during the sevenyear time
period. The 2002 upturn of 3% still does not bring the G-7 activity up to the recent historical
average of approximately $45 hillion.

In any event, ECAs till play an important role, and, as the data indicate, Ex-Im Bank is solidly
and consistently one of the top players in medium- and long-term support. It should be noted
however, that aircraft plays an increasing role in ECA activity. For example, in 2002, 45% (or
$3.8 hillion) of Ex-Im Bank activity was attributable to large aircraft transactions alone. Support
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for aircraft was also a significant factor in the business activity levels for Coface, Hermes and
ECGD. Infact, aircraft was probably 33% of all G-7 activity in 2002.

Figure 2: G-7 New Medium- and Long-Term Official Export Credit

Volumes ($Bn)

1995 1996 1997 1998 1999 plelele; 2001 2002*

Canada 1.9 2.8 5.1 4.5 4.1 5.2 5.5 5.0
France 10.5 6.6 6.6 8.4 5.4 4.5 4.1 6.4
Germany 9.8 13.6 11.3 8.3 6.7 9.8 5.7 54
3.3 1.2 1.7 1.0 1.6 2.6 0.7 25
13.7 10.2 11.3 11.9 14.9 18.5 16.1 12.0
35 25 3.8 3.2 5.1 5.8 2.3 3.3
7.8 8.0 9.4 6.6 9.4 9.6 6.8 7.7

Total G-7 50.5 44.9 49.2 43.9 47.2 56.0 41.2 42.3

U.S. % G-7 SR 17.8% 19.1% 15.0% 19.8% 17.2% 16.5% 18.2%
*Preliminary results







Ch. Il Competitiveness Framework

Section B: ECAs’ Mission and Place in Government

THE CHANGING ROLE OF EXPORT CREDIT AGENCIES

An export credit agency’s mission and its place in government determines its business strategies
and practices and the extent to which public policies play an important role in its overall business
model. Moreover, an ECA’s ability to adapt to changing market circumstances is also heavily
influenced by its relationship with its national government and the public goals set for it by its
government and specific guardian authorities. While the OECD Arrangement codifies many of
the terms that apply to official export credit support, individual ECAs have significantly varying
degrees of freedom from broader considerations in pursuing their strategies to support domestic
exports.

The next section analyzes Ex-Im Bank’s mission and role in government and the resultant impact
of this broader context on Ex-Im Bank’s ability to respond to market pressures. Following the
analysis of Ex-Im Bank is an overview of the context in which other G-7 ECAs operate.

EX-IM BANK’S MISSION AND PLACE IN GOVERNMENT

Ex-Im Bank is the official U.S. government export credit agency. Ex-Im Bank’s mission and the
parameters within which it is required to operate are codified in its Congressionally approved
Charter (Export-Import Bank Act of 1945, as amended), which was most recently renewed
during the summer of 2002 with the next expiry date of September 30, 2006.

Ex-Im Bank’s core mandate is to provide export financing that is competitive with the official
support offered by other governments. The public policy goa of this mandate is to enable
market forces such as price, quality and service to drive the purchase decision, not government
intervention or temporarily exaggerated perceptions of risk. This mandate effectively directs Ex-
Im Bank to fill market gaps that the private sector is not willing or able to meet, namely
competitive financing (e.g., interest rates and repayment terms) and the ability to assume
reasonabl e risks that the private sector is unable to cover at a moment in time. Within this broad
mandate, Congress has aso mandated that Ex-Im Bank follow additional directives. The more
significant mandates include:

= Ex-Im Bank should supplement, not compete with, the private sector.

= Decisions on transactions should be based solely on commercial and financial
considerations, i.e., the finding of a reasonable assurance of repayment, with the
exception of:

Environment;
Adverse economic impact on the U.S. economy; and
Various statutory and executive branch parameters.
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All of these requirements have a public policy basis and tend to reflect the views of Ex-Im Bank
stakeholders, such as NGOs, other U.S. government agencies, labor and financial intermediaries.
Hence, Ex-Im Bank is required to strike a fine balance among multiple, sometimes competing,
goals and objectives. At the same time, Ex-Im Bank is expected to provide the U.S. exporting
community with financing that is competitive with officially supported offers made by our
foreign government counterparts — counterparts that most often have fewer public policy
constraints to evaluate when deciding whether to provide financing support. Thus, the formula
with which to compare Ex-Im Bank’s competitiveness against our major ECA counterparts is
neither simple nor direct, including both quantitative and qualitative components, as embodied in
public policy considerations.

THE MISSION AND PLACE IN GOVERNMENT OF OTHER G-7 ECAS

Each of Ex-Im Bank’s G-7 ECA counterparts operates with unique goals and supporting
strategies; hence, there is a spectrum of strategies and operating styles. Nevertheless, there are
several broad motivational themes with which each ECA can be associated that helps in
understanding the differences in levels of activity, products and focus.

Lender of Last Resort: Perhaps the only other G-7 ECA that compares similarly to Ex-Im
Bank, in that its primary role is as a lender of last resort, is ECGD of the UK. ECAS with this
focus tend to encourage the active participation of the private sector and step in only when
taxpayer dollars are needed to meet market gaps. Moreover, lenders of last resort tend to assume
a relatively higher level of responsibility for public policy goals as directed by their guardian
authorities.

Private Sector Participant: The European ECAs, most notably Coface and Hermes (but aso
SACE), take on a private sector demeanor due largely to the fact that they are private entities that
handle the medium- and long-term book of business on behalf of their respective governments.
Driven largely by profit, the controls placed on and the risk profiles of their portfolios tend to be
more restrictive (with country exposure limits), resulting in moderate risk-taking. Operationally,
many of the European ECAs behave as private sector companies by taking advantage of the
efficiencies associated with their private sector side. Finally, the assumption of public policy
goals tends to carry less weight for these ECASs because of their narrow focus.

Banker for the Country: For various reasons the Canadian and Japanese ECAs tend to see
themselves as the only international bank of any scale in their respective countries. This larger
role in the implementation of retional trade policy tends to be reflected in broader missions (e.g.,
national content on specific salesis less important) and more expansive responsibilities.



Ch. Ill Core Business Policies and Practices

Section A: Cover Policy and Risk-Taking

INTRODUCTION

Cover policy refers to an ECA’s willingness to provide protection against commercial and
political risksin a particular market. ECAS' cover policies and risk-taking practices significantly
impact an exporter’s ability to effectively compete for sales. Cover policy decisions are based on
an ECA’s underwriting approach and its consideration of whether and how to place limits, in
terms of risk type or volume, on the business it can support. Limits on transaction size,
repayment terms or total commitments per country are the methods many ECAs use to control
the flow of new business.

An ECA’s approach to norntsovereign risk is another important aspect of cover policy. Exporters
whose ECA iswilling to take on new business with entities other than sovereign governments or
first class private institutions can enter markets and gain competitive advantages over foreign
competitors. While most ECAs have historically covered sovereign, public and major bank
business, increasing privatization in the developing world has presented ECAs with increasing
requests to cover private risks, ranging from large corporations to small businesses. The scope
and depth of an ECA’s willingness to cover private sector risk, especially of small private
entities, has become a more critica competitive aspect of an ECA’s cover policy.

EX-IM BANK’S COUNTRY COVER POLICY AND PRACTICE

When open in a market for a given term, Ex-Im Bank is less risk averse than other ECAs in its
willingness to extend credit to buyers, including smaller, private entities. In addition, U.S.
exporters and banks benefit from the absence of country and sector ceilings on Ex-Im Bank’s
cover policy.

U.S. exporters redlize these advantages because Ex-Im Bank takes a different approach to
country cover policy than most ECAs. The goa for Ex-Im Bank is to provide financing for
creditworthy export transactions, regardless of destination, when there is foreign ECA-supported
competition or when private sector financing is unavailable. In other words, restrictions on the
provision of Ex-Im Bank cover in a given market pertain to the creditworthiness issues of a
transaction, as opposed to portfolio controls. Ex-Im Bank will typically support transactions
without size or country limits as long as there is a reasonable assurance of repayment (and
additionality) in each transaction. One exception is when Ex-Im Bank is statutorily prohibited
from doing business in a particular market, generally as aresult of sanctions.

With respect to risk-taking practices, Ex-Im Bank shows a willingness to cover the risk of
smaller, private entities and seeks to minimize the requirement for bank guarantees and other
forms of security in order to reduce the associated costs of these guarantees to U.S. exporters.
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G-7 ECAS’ COVER POLICIES AND PRACTICES

Other G-7 ECAs are willing to take on sovereign government risk; however, with respect to
private sector transactions, these ECAs tend to be risk averse. They control their risk appetite for
private sector business by, for example, imposing country and/or sector exposure limits. In
addition, they prefer to focus on well-known or rated entities (which are usually banks) or rely
(by requiring risk-sharing of 5%-20%) on the due diligence and underwriting approaches of the
banks they cover. The other G-7 ECAs are aso facing new challenges with underwriting an
increasing demand for cover of private sector risk in emerging markets undergoing privatization
efforts.

SUMMARY DATA

Figure 3: Comparison of Medium- and Long-Term ECA Country Cover

Policy

% Markets Where Cover Restrictions Apply

100% 1%
T A I e R
90% 1219 :
| 0 || 25% 24%
0 19%
80% | 1'20/| 28%
70% - 10%] 57%
[10%) 45% 27%
60% 10% )
° 16%
50% 40% 27%
40% 10%
0
30% 57% .
39% ]
20% 310 36% 39% 42%
10%
u.s. Canada France Germany Italy Japan U.K.

| None @ Moderate @ Heavy O Off-Cover |

*1n 6% of the 67 markets, Ex-Im Bank was closed due to legislative sanctions.




19

Figure 3 shows the overall openness of the G-7 ECAs by comparing cover policy in 2002 for a
sample of 67 mgor ECA markets. As illustrated, there is a difference in approach to overall

cover policy and the degree to which ECAs are willing to assume unsecured risks. Specificaly,

Ex-Im Bank is open in more markets than any of the other G-7 ECAs. Further, relative to its
major competitors, Ex-Im Bank generally imposes far fewer restrictions on the provision of

cover than other ECAs. Ex-Im Bank is off cover in 21% of the 67 markets; however, Ex-Im
Bank was closed for business in 6% of the sample markets due to legidative reasons.

With regpect to ECAS' risk-taking practices, Figure 4 provides a broad characterization of the G-

7 ECAS' risk appetite for business with less well-known private entities, as opposed to large
corporations or bank guaranteed borrowers.

Figure 4: ECA Risk-Taking Practices

Taking Credit Risk of Smaller, Less Well-Known Private Entities in a Market:

Never >Infrequent >Frequent----------- >
SACE (ltaly),
NEXI and JBIC Coface (France),
(Japan) ECGD (U.K.) Hermes EDC (Canada) Ex-Im Bank
(Germany)

Most G-7 ECAs continue to prefer to offer support to well-known or rated entities or rely on
risk-sharing to minimize exposure to smaller, private entities. Conversely, Ex-Im Bank is more
comfortable taking the risk of smaller, less well-known private entities than competitor ECAs
and does not follow other ECAs in their risk-sharing practices.

EXPORTER AND BANKER VIEWS

Banks and exporters were asked to comment on the competitiveness of Ex-Im Bank’s country
cover policy and risk-taking practices vis-avis its competitors. Respondents agreed that “Ex-Im
Bank is ahead of the game in risk-taking practices [and] it's the best ....in communicating what
risks it will take.” One bank noted that Ex-Im Bank is “more willing to do sub-sovereign and
corporate risk” than other ECAs. In addition, an exporter stated that “Ex-Im is the best [and it]
should protect and maintain its cover policy.” On the other hand, exporters noted that legidative
sanctions have an adverse impact on their access to markets where there is other officially
supported ECA competition.
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CONCLUSION

Ex-Im Bank continues to be generally competitive in its cover policy and risk-taking practices.
Once Ex-Im Bank is open in a market for a given repayment term, U.S. exporters and banks
benefit from the lack of country and sector ceilings that other ECAs place on their cover policies.
The one exception to this rule is in the few markets where Ex-Im Bank is statutorily closed yet
other ECAs are open. Additionally, Ex-Im Bank is less risk averse in its willingness to extend
credit to smaller private entities.



Ch. Ill Core Business Policies and Practices

Section B: Interest Rates

INTRODUCTION

A key component of the competitiveness of an export finance package is the interest rate that the
buyer is charged. Accordingly, early in the life of the OECD Arrangement on Guidelines for
Officially Supported Export Credits, member countries established a minimum interest rate to be
charged when a member ECA is lending to the buyer (either directly or by providing funding
support to a lender). The minimum interest rate, referred to as the Commercial Interest
Reference Rate (CIRR), is a fixed, market-related rate that is calculated using the government’s
fixed rate borrowing costs plus a fixed spread of 100 basis points. The OECD Arrangement
contains procedures for offering, setting and holding the CIRR for officia lending. Over the past
severd years, officialy supported fixed interest rates have been of declining importance to
overal competitiveness, with only 35% of ECA long-term financing support in 2002 offered
using official fixed interest rates (including both direct lending and interest make-up systems), as
compared to 53% in 1997.

EX-IM BANK’S POLICY AND PRACTICE

Ex-Im Bank provides official support through both a direct lending product and two pure cover?
(guarantee and insurance) products. The interest rate for direct lending is set using the CIRR
procedures detailed in the OECD Arrangement. Monthly, Ex-Im Bank calculates the U.S. dollar
CIRR for three different repayment term scenarios (up to five years, over five to eight and a half
years, and over eight and a half years) and uses the current rate (or a previously offered rate that
meets the “holding” procedures defined in the OECD Arrangement) to set the interest rate for
any direct loans authorized during the month. This interest rate then becomes the fixed interest
rate for the life of the transaction, including the construction, drawdown and repayment periods.
Because a floating rate CIRR has not been established in the OECD Arrangement, Ex-Im Bank
only lends at afixed interest rate.

For pure cover interest rates, the rate is set by the lender, not by Ex-Im Bank or by reference to
the OECD Arrangement. Under pure cover, the interest rate may be either fixed or floating, and
it may contain the flexibility to switch from a pure cover floating rate to a pure cover fixed rate
at the lender’s and buyer’s discretion. Generdly, a floating rate pure cover interest rate will be
based on LIBOR and have a spread in the range of 0 to 100 basis points (for larger transactions)
or 20 to 400 basis points (for smaller transactions).

2 Definition: official support that covers private bank lending and does not involve the provision of interest rate
funding support by the ECA.
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Figure 5: Comparison of CIRR and LIBOR Interest Rates
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Buyers tend to prefer using Ex-Im Bank’s pure cover products because of the greater leve of
flexibility in the products and (thanks to the generally declining interest rates over the past
decade) the lower interest rates that can currently be achieved on a floating basis (see Figure 5).
Reflecting this tendency, in 2002 less than 3% of the more than $8 billion authorized under the
medium- and long-term programs was for direct loans.

G-7 ECA’S POLICIES AND PRACTICES

Generdlly, Ex-Im Bank's competitors offer similar products: direct loans, insurance and
guarantees (see Figure 6). While only Ex-Im Bank offers al three products, five of the six other
G-7 ECAs have a mechanism for offering both CIRR rates and pure cover, and al but Germany
regularly offer official fixed rate support. However, three of the five do so through banks, using
an interest make-up program (IMU). IMU is a means by which governments compensate
commercial banks that provide fixed rate export finance at CIRR but fund the cost of loans at
floating rates. The commercia bank receives an agreed rate of return based on the floating cost
of funds plus an agreed margin. If this return proves to be higher than the fixed rate CIRR, the
commercia bank receives the difference between the fixed rate and the floating rate (plus the
margin). If the floating rate is lower than the fixed rate, the commercia bank pays to the ECA
the difference between the floating rate and the fixed rate (less the margin).
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Figure 6: ECA Product Offerings

Guarantee Insurance |

X
France X X
Germany X
X X
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United Kingdom X
United States X

* |n response to Canadian bank complaints, Canada has recently begun to offer, on a limited basis, a guarantee
program.
** Both France and Germany will offer aguarantee for Airbus aircraft transactions.

The CIRR regime represents a common set of rules that should not yield an inherent advantage
or disadvantage for any particular country. However, there is the potential for a certain degree of
subsidization (either of the administrative costs of banks offering export finance loans or of the
interest rate charged on the portion of the financing not covered by officia financing support) via
IMU schemes. See Figure 7 below for a comparison of indicative returns to banks under CIRR
and IMU.

Under most IMU systems, the floating rate base rate of LIBOR or EURIBOR is used. The
spreads range from about 40 to 90 basis points. There are no agreed rules on the level of spreads
that governments may offer their banks to provide CIRR loans. The rationale for the level of
margin and the purposes for which the margin is intended vary from country to country.
Generaly, IMU support is offered to cover administrative costs. In some programs, the IMU
margin is used to provide a pure profit margin or to cowver liquidity costs. The coverage of credit
risk is also a mgjor use of IMU margins, including the risks associated with the portion of the
financing package that is not covered by the official financing support, i.e., the risk of the 5%
portion that the bank must cover. In any case, use of the IMU system has a competitive
component to it as the profitability can induce better (or more) “side” financing or terms on the
core financing.

On pure cover transactions, the interest rates charged when support is provided by one of the
other G-7 ECAs are generaly higher than those charged when Ex-Im Bank is providing
guarantee support. Banks lending under Ex-Im Bank’s guarantee take no risk on the guaranteed
portion due to the fact that the guarantee is a 100% comprehensive unconditional guarantee. In
contrast, most other ECAs offering pure cover only offer 95% conditional insurance cover.
Under a conditional insurance policy, the commercial bank faces documentary risk, i.e., the
validity of a claim will not be determined until the claim is filed. In addition, the commercial
bank is exposed to credit risk when the ECA cover is less than 100%. Faced with such risks,
most lenders add additional spread over any standard return requirement on official export
credits. For instance, spreads on European insurance cover are generaly in line with their IMU
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spreads, varying between 45 and 90 basis points but averaging closer to 70 to 80 basis points.
See Figure 7 below for a comparison of indicative returns to banks under 100% and 95% cover.

SUMMARY DATA

Figure 7: Indicative Pricing of ECA Supported Export Credit Deals

Interest Rate Margin to Commercial

Cost of Funds Charged Bank
Fixed Rates:
N/A 4.05% N/A
Libor 4.05% 75 bp
Floating Rates:
100% Pure Libor Libor + 20 bp 20 bp
95% Pure Libor Libor + 62.5 bp 62.5 bp

*5.1t0 8.5 year CIRR as of December 31, 2002
EXPORTER AND BANKER VIEWS

Banks and exporters commented in greater depth this year, as opposed to previous years, onthe
competitiveness of interest rates associated with Ex-Im Bank financing. From the banks and
exporters points of view, the CIRR rates offered by Ex-Im Bank are competitive with the CIRRs
offered by other ECAs. However, severa banks raised concerns about the competitive impact of
interest rate make-up systems and how such systems provide excess fee income to the European
banks, which may be used to cross-subsidize the uncovered cash payment portion. On pure
cover interest rates, the majority of both exporters and banks indicated that interest rates under
the Ex-Im Bank guarantee were more competitive in comparison to rates supported by other
ECAs.

CONCLUSION

Overall, the extent and depth of ECA competition in the basic area of officia interest rates has
been gradually declining for nearly two decades. However, differences in the application of that
system offer the possibility of some ECAs gaining modest advantages in select transactions.

The use of IMU schemes by Ex-Im Bank’s competitors puts Ex-Im Bank at a slight disadvantage
on officialy financed cases, as IMU can be used to lower the al-in cost of a financing package.
On the other hand, Ex-Im Bank has a competitive advantage on pure cover cases with the low
interest rates generated under its 100% guarantee cover. The net result is that Ex-Im Bank is
generally equivalent to other G-7 ECAs in its ability to support competitive interest rates.



Ch. Ill Core Business Policies and Practices

Section C: Risk Premia

INTRODUCTION

ECAs charge exposure fees for taking the repayment risk of the borrower. Although many
factors influence the all-in cost of an officially supported export transaction, the exposure fee, or
risk premia, can constitute a considerable amount of the direct financing costs. In 1999, the
OECD adopted the Knaegpen Package, an exposure fee agreement that defined the elements for
the determination of sovereign fees, including the establishment of the principle of minimum
premium benchmarks (MPB) for sovereign risk transactions, below which, with some specific
exceptions, ECAs may not charge.

The sovereign risk minimum premium formula is based on the following factors: (1) the
percentage of cover (100% vs. 95%); (2) the quality of the product (unconditional guarantee vs.
conditional insurance); and (3) the claims payment policy. The latter two factors determine
whether a product is considered “above standard’, “standard” or “below standard.” For example,
standard products include direct loans and insurance with no claims waiting period, whereas
unconditional guarantees are considered above standard. The formula works such that above
standard products are the most expensive, and below standard products are the least expensive.
Beyond the MPB, the system alows each ECA to use its own fee system to determine whether
additional surcharges need to be applied to sovereign transactions. Hence, a common floor
exists, but ECAs may add a surcharge to the MPB according to their risk assessment process.

With regard to non-sovereign risk premia, ECAs may not charge less than the sovereign MPB in
a given market. However, beyond that one stipulation, ECAs are free to charge any or no
additional surcharge for a nonsovereign transaction. Consequently, exposure fees for non
sovereign risks can vary.

EX-IM BANK’S POLICY AND PRACTICE

Regarding sovereign risk premia, Ex-Im Bank’s guarantee product is considered to be above
standard due to its unconditional cover — the best coverage available. As a result, all other
factors being equal, the minimum premium benchmark on an Ex-Im Bank guarantee would be
nominally higher than the MPB charged by a competitor ECA that offers a standard product.
Nevertheless, the all-in cost of all levels of MPBs is equivalent for pure cover transactions. That
is, the lower MPB on standard products is paired with a higher spread over LIBOR, whereas the
higher MPBs on above standard products is coupled with lower spreads.

For non-sovereign premia, Ex-Im Bank assesses risk by looking at the non-sovereign borrower’s
risk compared to the sovereign’s credit risk. If the nonsovereign borrower, whether it is a bank
or public or private entity, is viewed as having asimilar or better repayment risk compared to the
sovereign, the exposure fee charged would be the same as for the sovereign (i.e., the minimum
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premium benchmark). On the other hand, if the risk is deemed to be higher, then incremental
surcharges are added to the minimum exposure fees. Ex-Im Bank’s nonsovereign fees tend to
be relatively less expensive than those charged by our major counterparts (see below).

G-7 ECAS’ POLICIES AND PRACTICES

While the Knaepen Package sets the floor for al sovereign and non-sovereign transactions at the
MPB for sovereign risk, ECAs may use their own systems to determine if and under what

circumstances surcharges are added. Generally, the insurer ECAs of Europe tend to add specific
surcharges depending on the type of the borrower risk. For sovereign risk, most of the G-7
ECAs aso add a modest incremental surcharge on many cases. For norntsovereign risk, the
typical approach of European ECAs is based on categories of risk as opposed to specific buyer
risk. For example, a first-rate bank would be charged the sovereign fee plus a surcharge based
on its status as a commercia bank, while a private buyer would be charged the sovereign fee plus
a higher surcharge based on its status as a private non-financial entity. On the other hand, Ex-Im
Bank and most non-European ECAs price on a transactional basis, assessing a non-sovereign
borrower’ s repayment risk case-by-case.

Figures 8 and 9 compare average exposure fee surcharges for the G-7 ECAs with Ex-Im Bank’s
pricing practices for sovereign and norrsovereign transactions respectively. As seen below, on
average, Ex-Im Bank and most other ECAs charge exposure fees at or dightly above the
minimum premium rate allowable for sovereign risk transactions. In addition, most ECAs
impose surcharges for non-sovereign risk transactions. Some ECAs do so on a category basis
while others use a risk-assessment basis.

Figure 8: Average MPB Surcharges on Sovereign Risk Transactions*
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*2002 preliminary data
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Figure 9: Sample MPB Surcharges on Non-Sovereign Risk Transactions

Sample Market ECA | Surcharge
ECA1 87.0%
ECA3 25.0%
ECA4 17.5%
Brazil ECAG6 9.2%
ECA?2 2.2%
Ex-Im Bank 0.7%
ECAS 0%
ECA1 157.2%
ECA3 30.0%
ECA6 26.2%
Philippines ECA4 15.5%
ECA2 14.6%
Ex-Im Bank 10.5%
ECAS 0%

EXPORTER AND BANKER VIEWS

Banks and exporters were asked to provide feedback on the competitiveness of Ex-Im Bank’s
exposure fees, and most respondents agreed that Ex-Im Bank is competitive vis-a-vis competitor
ECAs with respect to transaction pricing. Banks specifically stated that “recent OECD
harmonization rules appear to have reduced the major pricing differentials’ and that “exposure
fees are competitive.”

CONCLUSION

The Knagpen Package placed a sovereign-based floor on exposure fees, which creates a level
playing field with respect to minimum exposure fees charged. While non-sovereign transactions
must meet the same minimum sovereign rates, there can be significant differences in the
surcharges ECAs impose. Ex-Im Bank offers very competitive exposure fees vis-a-vis the G-7
ECAs for both sovereign and non-sovereign risks.






Ch. Ill Core Business Policies and Practices

Section D: Ex-Im Bank’s Core Competitiveness

Both collectively and independently, Ex-Im Bank’s core financing elements are considered to be
generally competitive with (and in many cases, more competitive than) those offered by our G-7
ECA counterparts. Evaluated on a global basis across all programs, Ex-Im Bank’s core
financing elements fall just short of an A+, or fully competitive. In fact, of the 65%-85% of
transactions where CIRR is not relevant, the all-in cost associated with Ex-Im Bank’s medium-
and long-term financing is typically lower than the all-in cost of the other G-7 ECAs most of the

time.

Figure 10: Grading of Ex-Im Bank’s Core Competitiveness

Key Elements Grade

Cover Policy A
Scope of country risk A
Depth of non-sovereign risk A+
Breadth of availability (e.g., restrictions) A
Interest Rates A
CIRR A-
Pure cover A+
Risk Premia A+
Sovereign A
Non-Sovereign A+
Total Average Grade A







Ch. IV Comparison of Major Program Structures

Section A: Large Aircraft

INTRODUCTION

In the context of officially supported export credits, large aircraft refers to airplanes with 70 seats
or more®. Today there are two primary producers of large aircraft in the world: Boeing in the
United States and Airbus SAS (Airbus) in Europe. Airbus is a corporation owned by two
European aerospace companies. the European Aeronautic Defence and Space Company (EADS,
the result of a merger in 2001 between Aerospatiale-Matra of France, DaimlerChrysler
Aerospace of Germany and CASA of Spain) and BAE SYSTEMS of the United Kingdom. The
Russians also build large aircraft; however, their products do not compete globally with U.S. and
European-produced aircraft.

Because the financing requirements of large aircraft exports differ from other manufactured
products (e.g., longer useful life may command longer repayment terms), there is a separate
Annex to the OECD Arrangement setting forth the terms of, and procedures for, ECA-supported
aircraft financings. The section of the Civil Aircraft Annex that pertains to large aircraft is
known as the Large Aircraft Sector Understanding, or LASU. The principa participants to the
LASU are the United States and the European Union, which, in this context, represents the
interests of France, Germany and the United Kingdom.

The LASU establishes the terms, conditions and special guidelines of export credit support that
OECD governments can extend to buyers of large aircraft. It sets a minimum cash payment of
15%, a market-based interest rate for loans extended by an export credit agency (set at 120 basis
points and 175 basis points over 10-year Treasuries for 10- and 12-year repayment terms,
respectively) and a maximum 12-year repayment term. It aso limits the amount of spare parts
that can be included in the financing package and bans ECAs from providing support into
producer country markets (also known as “home market countries’, which historically have
included the United States, France, Germany, Spain and the UK). Finaly, the LASU prohibits
tied aid financing for large aircraft.

Although Ex-Im Bank and the European ECASs that support the export of Airbus aircraft (i.e.,
ECGD of the UK, France' s Coface and Germany’s Hermes; collectively the “Airbus ECAS’) are
subject to the same OECD guidelines, there have been differences in their respective export
credit systems for large aircraft. These differences have enabled each side to capitalize on the
relative strengths of its respective export credit system. For example, until the end of 2002, only
the United States and the UK offered a 100% unconditional guarantee, which enabled the
guaranteed lender to generate attractively priced financing. However, as further discussed
below, historicaly all three Airbus ECAs adopted other policies (e.g., the three-year interest rate
lock) that were intended to compensate for the shortcomings in their insurance product.
Recently, the Airbus ECAs announced that it was their intent that all three would soon offer a

3 Comparably sized aircraft configured for cargo carrying purposes are included in the definition of large aircraft.
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100% unconditional guarantee for financings of large aircraft and dramatically scale back the
interest rate lock flexibility. Although differences in approach still exist, neither side appears to
have a competitive advantage since the resulting financing is very comparable.

Asillustrated in Figure 11, Boeing and Airbus have accounted for roughly equal shares of large
aircraft orders over the past five years. This 50/50 split reflects the highly competitive
environment in which aircraft manufacturers operate.

Figure 11: Orders of Large Commercial Jet Aircraft

1999 plelele;

391 (45%)

656 (54%) 611 (54%) 334 (47%) 251 (46%)

556 (46%) 476 (55%) 520 (46%) 375 (53%) 300 (54%)
1,212 867 1,131 709 551

EX-IM BANK’S POLICY AND PRACTICE

Almost al Ex-Im Bank support for large aircraft transactions is done under Ex-Im Bank's
guaranteed loan program. Under this program, Ex-Im Bank provides an unconditional guarantee
on repayments of 100% of the principa of the loan plus interest at the contractual rate. As a
result, this program results in attractively priced financing on the Ex-Im Bank covered portion of
the transaction

G-7 ECAS’ POLICIES AND PRACTICES

In the past (and during the year 2002), the European ECAs alowed buyers of large aircraft to
lock-in a fixed interest rate up to three years prior to delivery, provided the buyer entered into a
purchase contract with Airbus. Buyers had the choice between this locked-in interest rate or

another market-determined interest rate established between the time of contract signing and

delivery of the aircraft. The effect of this approach was to provide a free interest rate option to
buyers at no additional cost. This approach provided buyers with certainty of a maximum

interest rate cost for up to three years prior to drawing down financing. In avolatile interest rate
environment, the certainty of locking in an interest rate for up to three years in the future was a
highly attractive feature to the buyers of Airbus aircraft.

Beginning in 2003, the Airbus ECAs announced that the “free interest rate lock” described above
was being changed. In the future, a fixed interest rate could only be “locked in” under the

“ Boeing and Airbus received 75 and 67cancellations, respectively, for anet of 176 and 233 orders, respectively, and
atotal of 409 orders.
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following circumstances. (1) up to three or six months in advance of the delivery of the aircraft;
(2) only if the fixed interest rate was the 12-year fixed interest rate (i.e., 175 basis points above
the relevant benchmark); (3) only if “breakage costs’ were paid in the event that the buyer
decided not to use the “locked in” Airbus ECA supported fixed interest rate financing; and (4)
only if al three Airbus ECAs had agreed to underwrite the transaction. Alternatively, the buyer
of the aircraft could elect to use the Airbus ECAS' pure cover program, which enables the buyer
to choose either a fixed or floating interest rate, but it does not permit the buyer to set the fixed
interest rate far in advance of the delivery date for the aircraft.

SUMMARY DATA

The downward trend in total commercia aircraft orders that began in 2001, and that is expected
to continue over the near term, creates additional competitive pressure on both Boeing and
Airbus to offer their customers products that meet technical specifications at the lowest possible
price and at the most attractive financing terms available. This trend is highlighted by the
increased ratio of foreign deliveries shown in Figure 12. In the year 2002, Boeing delivered 381
commercia aircraft (down 33% from last year) of which 178 (or 47%) were delivered to foreign
buyers. Exports (by number of aircraft deliveries) have accounted for 30% or more of Boeing's
deliveries since 1999, and Ex-Im Bank supported exports were about one quarter of Boeing's
export deliveries during the 1999-2001 period. In 2002, exported aircraft accounted for a
significantly larger share of Boeing’'s commercia activity, and Ex-Im Bank played a
significantly larger role, financing more than 41% of its deliveries in 2002, in supporting those
exports.

Figure 12: Deliveries of Boeing Commercial Jet Aircraft (by number of

aircraft)

2000
Domestic 356 (57%) 283 (58%) 363 (69%) 203 (53%)
Foreign 264 (43%) 206 (42%) 163 (31%) 178 (47%)
% Of foreign
deliveries supported
by Ex-Im Bank 27% 27% 23% 41%
620 489 526 381

As shown in Figure 13, Ex-Im Bank and the European ECAs that support Airbus financed more
than $7.7 billion in large aircraft exports during the year 2002. The average volume of U.S. and
European ECA supported large aircraft during the 1997-2001 period was $9.0 billion. Hence,
the lower volume of ECA supported aircraft in 2002 reflects the general downturn in worldwide
aircraft sales.

In 2002, Ex-Im Bank accounted for $5 billion (or 65%) and the European ECAs accounted for
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$2.7 billion (or 35%) of the $7.7 billion total. Large aircraft transactions account for about one-
half of Ex-Im Bank’s and about one-quarter of Coface, ECGD and Hermes medium- and long-
term activity.

Figure 13: 2002 ECA Support for Large Commercial Aircraft by Region

U.S. Ex-Im Bank European ECAs
Total Activity $5 Billion Total Activity $2.7 Billion
Africa/ Africa/
Middle Middle

East

10%
Americas
16%

East
6%

Asia

Europe 55%

26%
Europe
19%

Americas
32%

EXPORTER AND BANKER COMMENTS

In response to a survey that addressed the competitiveness of Ex-Im Bank programs and policies
for large aircraft exports, Ex-Im Bank received comments that addressed several key issues.
Specific comments included:

= The “financia” cost of Ex-Im Bank financing (i.e., interest rate and exposure fees) is
competitive with the cost of financing provided by the European ECAs that support
Airbus. On the other hand, the nature and cost of legal documentation associated
with Ex-Im Bank financing appear to be more complex and more expensive when
compared with the European export credit systems. [Note: In light of the European
ECAS announcement to modify their official export credit financing structures for
large aircraft transactions, the difference in legal documentary requirements is likely
to fade away as the Europeans adopt financing structures similar to those of Ex-Im
Bark ]

= With respect to foreign content, the European ECAs provide more flexibility (for
example, the European ECASs finance the cost of U.S. engines on Airbus aircraft).

Ex-Im Bank’s willingness to alow foreign content to be calculated on an aggregated
basis provides limited benefit to large aircraft transactions but does not address the
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fundamental problem of increasing nonU.S. content in aircraft and installed engines.
Increasing the maximum foreign content allowance (without a reduction in cover)
would be the single most meaningful policy change that would assist in leveling the
playing field with Airbus and the European ECASs.

= Regarding market windows (see Chapter 5, Section B), the response to the survey
indicated that the lack of transparency associated with financing provided by
Germany’s KfW prevents a definitive assessment of how market windows impact
U.S. competitiveness. Nevertheless, anecdotal evidence suggests that KfW is a very
significant presence in support of Airbus aircraft. Consequently, it is believed that
one area where Ex-Im Bank “market window” financing could be useful, particularly
in the current environment where commercial financing is very scarce, may be in
“home markets.”

CONCLUSION

Ex-Im Bank financing for large aircraft exports is generally competitive with financing offered
by its European counterparts. While the comments from the export community indicated that
certain elements of Ex-Im Bank financing could be improved upon (e.g., lower lega fees and
increased support for foreign content) the export community did not cite inferior Ex-Im Bank
financing as a reason for lost U.S. export opportunities.

Over the next year, changes to the European system are likely to emerge which could have
implications for Ex-Im Bank policies, procedures and overall competitiveness. As such, Ex-Im
Bank will consult regularly with the European ECAs and monitor any changes the Europeans
make with respect to fi