“Grey-Area” Export Credit:
A Comparative Study

For the past several years United States exporters of capital
equipment and large, turn-key projects have complained that long-
term, low-interest rate credit was available to their competitors in
Western Europe and Japan, particularly for exports to developing
countries. Such credit terms, they said, were not available to them
in the United States, and they could significantly increase exports
if the U.S. government were to facilitate the provision of equivalent
types of credit. The long-term, low-interest rate credit referred to
was usually that falling between maturities of 10 and 20 years
and between interest rates of 3 and 6 per cent. This has come to be
referred to as “ grey-area” export credit. The author undertook
this study to determine whether, in fact, U.S. exporters were
suffering from a lack of this type of export credit.

Definition of ” Grey-Area” Export Credit

This grey-area is so named because it falls between what is
normally considered as foreign aid (20 years or more maturity and
3 per cent or less interest rate) and what has generally been thought of
as commercial cxport credit (1o years or less maturity and a 6 per cent
or more interest ratc). The members of the Berne Union have
agreed not to insure export credits of greater than 10 years in
maturity, and without such insurance it is very difficult to obtain
cornmercial financing, (There are, unfortunately, more and more
exceptions to this Berne rule). This sets a limit for commercial
sources of export credit. And, the DAC (Development Assistance
Committee) has urged all members to offer credit terms on
official foreign aid loans of at least 20 years in maturity.

Given the level of prevailing interest rates, commercial sources




244 Banca Nazionale del Lavoro

could not provide export financing below 6 per cent! The choice of
6 per cent as an upper limit for the grey area is also related to the
interest rate presently charged by the United States Eximbank.

Hence, in any given country, governmental action and policy
would have to be involved in the providing of grey-arca financing,
This would come about in various ways.

1) Foreign aid loans are provided at higher than normal
interest rates and lower than desirable maturities.

2) The government subsidizes the export credits which come
from commercial sources so as to reduce the interest rate below 6 per
cent. This could be done as a direct payment to the commercial banks
or by rediscounting the notes.

3) A governmental institution provides export credit using
funds at least part of which come from the governmental budget
so that the institution can arbitrarily charge an interest rate
below 6 per cent.

4) Through governmental decision, cheap, longterm foreign
ald loans are mixed with normal commercial export credit for
the financing of a given project so that the total financing of that
project has an average financing cost and maturity which falls
in the grey-arca.

Other Factors in the Cost of Credit

Obviously the maturity and interest rate charged on exported
goods and services are not the only factors involved in determining
the desirability of one set of financing terms relative to another.
A complete comparison will also involve a study of the following:

1) Docs the exporter also make provision for the financing of
the local costs associated with the projectr What is the cost of
this financing? May the financing be used to make the down-
payment and pay for other foreign costs?

2) What size of down-payment is required?

3) How long a grace period is given before the first payments
must be made?

1 The research for this study was undertaken during the fall of 19p2.  Unless
otherwise qualified, interest rates referred to were those prevalent at thar time,
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4) Must the cxporter carry part of the financing from his
own resources? (This will normally be reflected in the price).

5} What portion of the credit for financing the total project
can be insured? (This will determine whether e.g. local costs can
be financed in the exporter’s country).

The calculation of the actual cost of credit of a financing
package, discounted to present value, is a complicated job. Also,
the attractiveness of one financing package as compared with
another is somewhat subjective, depending upon the resources and
needs of the buyer. In addition, such comparisons are meaningless
as generalizations; specific packages must be examined and
compared. This could only be done on a case study approach,
and should be the subject of another study. Consequently, this
study looks only at maturities and interest rates, as they relate
to the grey area defined above.

Grey-Area Export Financing in Germany

In Germany essentially all long-term export financing comes
from the Kreditanstalt fiir Wiederaufbau (KfW). Another insti-
tution, the Ausfuhrkredit Akdengesellschaft (AKA) provides
financing for periods up to 8 years. If the credit terms go over
8 years, AKA can provide that portion up to 8 years and the KfW
would finance the portion over 8 years. In addition, it should be
noted that German exporters frequently make use of the Eurodollar
market as a source of financing for down-payments and for local
costs of projects. But, it is difficult to borrow Eurodollars for more
than % or 8 years.

The KifW is a governmental institution and obtains its funds
directly from the government budget. It has authority to lend at
whatever terms it wishes. The KfW also administrates the German
foreign aid program.

The AKA, on the other hand, is a financial institution which
was cstablished by about 50 commercial banks and other private
financial institutions, and there is a ceiling (which varies) on the
funds at its disposal. Part of the export credit paper of the AKA
may be rediscounted at the German Bundesbank at 1%, per cent
above the Bank rate.
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As to costs, Furodollars could usually be obtained at costs
below 6 per cent. The AKA credit, however, costs about ¢.3 to 9.8 per
cent. KfW has a flexibility of maturity and interest rate which permits
the mixture of its credit with the others to bring the total effective
well below 6 per cent and well over 1o years, for guaranteed private
exports. In fact, Germany has held quite strictly to the Berne
Union agreements on maturities and KfW rarely brings the total
interest rate below 6 per cent.

In 1970 there were only two cases in Germany where
guaranteed private credits fell within the grey-arca. Both were
used to finance the sale of ships to India. They bad maturities
of 12.25 years and 115 years respectively and both were at
interest rates of 5.5 per cent.

In 1971 there were no cascs of guaranteed private export credit
in the grey-area. Many were in the range of 10 to 12 years, but
were over 6 per cent interest rate. Most were between 6 per cent and
714, per cent but some were up to g and 1o per cent, depending upon
the amount of KfW admixture and the interest rates on its portion.

As noted earlier, the KfW also administers Germany’s foreign
aid program. Even most grants are now channelled through the
KfW for administration. All of the OOF (Other Official Flows)
and ODA (Official Devclopment Assistance) loans are negotiated
and administered by KEW.

In 1970 the OOF and ODA loans from KfW were a broad
mixture: some were tied, others untied; some as low as 1 per cent
interest and others as high as g per cent. Only about a half-dozen fell
in the grey area, most of them to finance the export of steamships.
But, there was one case of a 15.5 year, 5 per cent interest rate credit to
Madagascar for the sale of a textile plant ($1.4 million) and a
16.75 year, 5.5 per cent interest rate credit to Colombia for a thermal
power plant.

In 1971 only about 18 per cent (in $ volume) of ODA and OOF
loans, from KfW, were tied. Maturities varied from ¢ to 4o years,
but most were between 25 and 30 years. Interest rates varied
from 0.4 to 6 per cent (only one loan was at 6 per cent), but most were
at 2.5 per cent. Only two loans fell in the grey area and these were
loans for the purpose of rescheduling previous credits.

German exporters feel that they are disadvantaged on cost of
export credit insurance as well as on government support of export

credit, vis & vis all major competing countries. They are always
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complaining to the banks. They know that the institutions and
authority exist to do much more. But, they realize that the
government will not do more, particularly in bringing the interest
rate down, as long as the balance of trade and the balance of
payments remain favorable.

It was difficult, in Germany, to find the occurrence of a
.rnixed credit. Officials of KfW state that they are prepared to use it
if, when competing with the French, they find that the French
are doing so. The author heard that this has happened on several
occasions but could not obtain hard data.

"lt‘he only case of mixed credit cited was apparently not a
conscious plan of KfW. Rather an African country reccived a
loan (20 years and 3 per cent) of DM 100 million from KfW to install
a telephone system. Siemens got the contract. Further study showed
the cost would be DM 150 million. KfW refused to increase the
level of credit. Siemens had to get the rest as a commercial credit.
The result was rotal project financing in the grey arca through
a mixed credit. This may have occurred in other cases. The
Germans claim that any such mixing would be the result of
after-the-fact circumstances rather than a conscious pre-planned
effort on the part of KfW, ,

Grey-Area Export Financing in the United Kingdom

In the UK., private export credit may be insured by the
Export Credit Guarantee Department (ECGD). The commercial
banks which provide the credit may rediscount such medium and
long-term credit documents with the Bank of England. The
rediscount rate is set arbitrarily by the Bank of England. In 1970
and the early past of 1971 this rate was 5.5 per cent. As a result, there
were a considerable number of long-term export credits with
maturities over 1o years and with interest costs of 5.5 per cent.

In 1970 there were 22 export contracts totalling $452.3 million
which fell in the grey area, all of them at 5.5 per cent interest, most
of them between 10 and 13 years in maturity, but one of them
(a water turbine for a dam, sold to Argentina for $45.9 million)
at 19 years maturity. In 1971, however, there were only 8 such

cxport contracts totalling $ro8 million, and all of them 13 years
or less in maturity,
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However, in carly 1g71 the Bank of England raised its
rediscount rate to 6.5 per cent, then to 7.0 per ceat, and in 1972 down
to 6.0 per cent, where it remains. '

The ECGD will guarantee 85 per cent of the export valut? ph}s
85 per cent of local costs. With the ECGD guarantee, financing is
obtained on both. If the foreign exchange borrowed to pay for
local costs is used to pay for imports (as is usually the case) about
97 per cent of the export value can be insured, borrowed and redi-
scounted, Hence, the effective interest rate to the foreign buyer is
only slightly above the Bank of England rediscount rate. But, at
present, there is no way that this can be brought below 6 per cent ar'ld
into the grey area unless the Bank of England again reduces its
rediscount rate to below 6 per cent. .

As to foreign aid loans, these all come from two dlﬁer.cnt
organizations. The Commonwealth Development Corporation
(CDC) obtains its funds from the Exchequer for lending (and
investment) to Commonwealth countries. These are often used
to finance exports. However, although the cost of these funds to
the CDC is slightly below the domestic Bank rate, the CDC must
cover all overheads. Its interest rates for export credits consequently

tend to be between 7 and 10 per cent. Hence, although the maturities

on CDC export credits vary from 5 to 25 years, none of them fall
in the grey area. ,
The Overseas Development Administration (OvIDA) (the UK.s
foreign aid agency) administers official dcvclgprnent loans. In
1970 and 1971 these were nearly all at o per cent interest rate and all
were over 20 years in maturity — mostly about 25 years. Hence,
none of these fell in the grey area. .
Officials of the OvDA state that they are very much against
the idea and use of mixed credits, but that, in fact, they have
resorted to it themselves on various occasions, under three rubriques.

(1) Matching: If the French government is ofjr’cring mixed-
credit financing for a project on which British firms are also
bidding, the OvDA will threaten to do likewise and, on several
occasions, has done so. For example, in Chile, the OvDA gave
a loan for some local costs and for down-payment, allied with
ECGD guaranteed export credits, for a steel mill, and again for
a power plant.
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(2) Sporadic Export Asdstance: Uncommitted OvDA funds
already available to a recipient country have been permitted, at
the request of that country, to be used as down-payments for
imports. For example, this has happened for the importing of
locomotives by Pakistan, Sudan and Ghana.

(3) Use of Aid Loan: When a tied loan has been made to
a country but no good development project is found on which
to spend it, it may be used to finance UK. exports to that country.
For example, a tied loan had been made to Peru, and more than
a year passed without its being used. Finally the British firm
obtained the contract to engineer and build the dry dock using
commercial export credit for expenditures other than the machinery.

The above mentioned cases of mixed credits have taken
place over the past five years. There may have been a few others.
In any case, they are sporadic and the annual total is relatively
small.

The other important factor to note about the British system
is that, in March of 1970, the ECGD received authority to draw
on government funds to subsidize the interest rate of export credit,
similar to the method followed by Mediocredito in Italy (as
explained in the following section). This could substitute for the
system of rediscounting at the Bank of England, but could brin
the effective interest rate much lower. Although this authorit
has been on the books since 1970, it has nof been used. It may be
looked upon as a negotiating instrument — a threat — to curb the
system of mixed credits as practiced by the French, for with it
the effective interest rate to the buyer could be brought as low as
necessary to match that offered by foreign competitors.

Grey-Area Export Financing in Iltaly

In Italy there are three types of export credits which reach
into the grey area. There are, first, the normal medium-term
export credits which reach beyond 10 years in maturity. Secondly,
there arc the OOF type of export credits. Finally, there are the
regular bilateral loans (ODA) directly from the Italian government
to foreign governments.

In 1970, there was a total of only seven ODA loans, of
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which two (totalling some $42 million) fell in the grey arca. The
other five ODA loans were above 6 per cent interest rate. All seven
were tied loans.

In the OOF category, the Italian government listed several
hundred loans, almost all of which had maturities of four to five
years and interest rates above 6 per cent. Only one, for about $4
million, fell in the grey zone.

There were, in 1970, only four guaranteed private export
credits, totalling approximately $41 million, which fell in the grey
area. Both of these were at 5.9 per cent interest rate.

The key institution in Italy for making this grey-area finan-
cing available in the guaranteed private export credits is the
Mediocredito Centrale, a governmental organism. It is allocated
a certain amount of funds from the budget, cach year, to subsidize
private export credits. It only gets involved if a credit is insured
by the INA (the Istituto Nazionale delle Assicurazioni). - An
intergovernmental “ Committee for Export Credit” decides what
credits will be insured and for what maturities.

The Mediocredito has three ways of subsidizing export credits:

(1) It may rediscount up to 78 per cent of the credit at an interest
rate of 3.5 per cent.

(2) It may subsidize the interest rate (by a direct payment to
the financial institution which is providing the financing)
to bring the effective interest rate to the buyer down to
6 per cent or less.

(3) It may rediscount 25 per cent of the credit at 3.5 per cent and
subsidize the interest on the remainder (by a direct payment
to the financial institution) to bring the effective interest rate
on the total to 6 per cent or less. -

(Note: Commercial banks rarely lend beyond 12 months. All
of the medium and longterm export credit comes from one of
four financial institutions: IMI, Efibanca, ICIPU, or Mediobanca).

The choice of one of the above three methods is determined
by the availability of funds in Mediocredito for private export
credits. _
The OOF loans provided by Mediocredito are barely distin-
guishable from the guaranteed private export credits. For the
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OOF transactions the Mediocredito has access to another fund
which comes from the governmental budget. But, it uscs thi;
fund solely to subsidize private export credits by payments to
commercial banks to bring the effective interest rate charged the
customer down to about 6 per cent.

Grey-Area Export Financing in France

In France, longterm export credits have been refinanced
through a combination of GICEX (Groupement Interbancaire pour
les Opérations de Crédit 3 PExportation — a pool set up in 1961 by
a group of banks to finance maturities of over five years), the
BFCE (Banque Frangaise de Commerce Extérieur), the Crédit
National and the Bank of France. Recent changes (in 1972) have
eliminated the use of the Crédit National and have also increased
the cost of rediscounting at the Bank of France. All of this
credit still must be insured by COFACE (Compagnie d’Assurance
Frangaise pour le Commerce & I'Extérieur).

Consequently, with the Bank of France rediscount rate at
45 per cent (end of 1g72), but for a limited portion of a long-term
credit, the effective cost of guaranteed export credit of 10 years and
over was about 6.83 per cent.

In past years, the Bank of France rediscount rate has been as
low as 2, 3, and 4 per cent. The historical use of each of these
rediscount rates is seen in the distribution of rediscounted export
credit paper outstanding, held by the Bank of France on December
31, 1971: approximately FF 1.4 billion of 2 per cent paper was being
held; FF 5.5 billion of 3 per cent paper; FF 2.0 billion at 4 per cent;
and FF o.5 billion at 4.5 per cent.

In 1970, even though there was a large volume of guaranteed
private export credit, only ten transactions totalling $54.8 million
fell in the grey area. All of these exports, going to Spain, Yugos-
lavia, Tunisia, Zambia, Iran, and India, were with maturities
between 10 and 12.25 years, and interest rates of 5.75 per cent, except
for 3 sales to India, for refinery equipment, where the interest
rates were 5.25 per cent.

Details of similar credits in 1971 are not available but, as
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the Bank of France rediscount rate was up, the number of transac-
tions in the grey arca was undoubtedly even smaller.

On the other hand, a considerable amount of French foreign
aid (ODA) loans fall in the grey arca. These loans are provided
essentially via two different channels. Approximately two-thirds
of the loans go through the CCCE (Caisse Centrale de Coopération
Economique) all of which goes to French-speaking countries (most
of which are former colonies. and some of which are still French
territories).

The aid to Algeria, Tunisia and Morocco is negotiated govern-
ment to government, project by project, and the CCCE then acts
as the exccuting agent. For the rcst of the French-speaking
countries, the government (and the Assemnblée Nationale) decide
on the total aid and the CCCE allocates it by country and by
product.

The other third of ODA loans is handled directly by the
Ministry of Economics and Finance and flows primarily to the
consortium countries (India, Pakistan and Indonesia) or to several
Latin American countries.

In 1970 there were 60 ODA loans, totalling $1302 million,
which fell in the grey area; 6o per cent of these “foreign aid ” loans
had maturities between 10 and 15 years. The interest rate distribution
shows that half of the credits were between 3 and 4 per cent, one-third
between 4 and 5 per cent, and the remainder between 5 and 6 per cent.

Similar details for all of the ODA loans are not available for
1971. It was learned, however, that in 1971 the 2/3 of total
French ODA loans which are handled by the CCCE totalled $107
million. Of these, a total of $56 million were in the grey area.

Heretofore we have spoken of the ODA loans which, in
themselves, fell in the grey area. In addition there is the matter
of mixed credits. Officials at the CCCE agreed that a policy of
mixed credits was followed systematically as a means of channelling
the maximum amount of goods and services to the recipient count-
ries relative to the amount of ODA funds allocated by the govern-
ment and the National Assembly. It was found that all CCCE
loans to sub-Saharan Africa in 1971 totalled $45.4 million. Of
this, only $7.5 million was loaned without being associated with
other types of financing. The other $37.9 million acted as a
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supplement to other flows, which included $20 million in export
credits.  This shows a mixed-credit ratio of about 2/3 aid to

1/3 private credits.

FRENCH MIXED CREDITS TO ALGERIA 1g67-1971

Guaranteed
Purpose b e L peivate Export | - Total
(miltion §) | (million §)| (million $) |(million §)
Sugar refinery 2.25 2,25 4.5
Cork factory 1.2 Ly 0.4 3.3
Tourist complex | :lJ.6 25 .7 3.8
Tourist complex . 0.4 1.4 o.4 2.2
Truck factory 2.7 19.3 310 53.0
Date factory 4.0 8.0 2.0 14.0
Natura! gas line . — 32 18.0 21.2
Engineering for gas line - 1.4 1.9 33
Olive oil pilot plants . 0.3 0.5 0.2 1.0
Expan-ien of cork factory — 0.2 0.2
Tile factory 0.5 15 a.9 2.9
Modernization of mineral water
bottling plant 0.5 2.4 0.6 35
Date factory 3.0 I1.6 1.9 165
Sugar refinery 4.0 16.0 Ty 3L.7
Modernization of a foundry — 0.2 0.2 0.4
Gas liquification plant — 45.0 90.0 135.0
Modernization of a dairy 0.2 0. 0.5 r.4
Liquid gas tanker . —_ 2.0 13.5 16.5
Fertilizer plant 5.5 212 21.9 48.6
Maodernization of fish cannery 6.7 32 0.8 47
Paper cellulose plant 83 4.0 — 12.3
Expansion of froit and vegetable i
cannery . 0.6 I.4 LI 3.1 !
In order to present details on how France mixes its credits,
the table contains a listing of all of the foreign aid project
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loans to Algeria, administered by CCCE, from 1967 to 19771.
It is seen that nearly all of them are mixed. An analysis of
the totals shows a mixing of about 47 per cent public and 53 per
cent private expori credits.

Less information was available as to mixed credits to non-
French speaking countries. Government officials made vague refer-
ences to the well known mixed-credit loans to Mexico for the
construction of a subway system, but disclaimed having any general

olicy.

d gn the other hand, discussions with the head of the export
credit department of a major French merchant bank revealed that
if a French company comes to the bank for assistance in export
financing and insists that credit terms well below those commerc-
ially available are required to win the contract, the banker will
go to the DREE (Division de Rélations Economiques Extérieures)
in the Ministry of Economics and Finance, or to the CCCE, and
try to convince them to make a parallel ODA loan. It appears
that DREE resists all such requests and a strong case must be
made before they agree to help. This ODA portion is often then
used to finance the local costs of the project and the down-payment
on the imported portion. It appears that the government portion
of the mix must now be about 25 to 40 per cent to make the French
exporter competitive with British and American exporters (on
credit terms), but a 50 to 6o per cent ODA portion is often needed
to compete with Japanese terms.

Of final interest is a case study of the French subsidiary of
an American engineering-construction firm. This firm was bidd-
ing on a large expansion of an oil refinery in Pakistan. It was
working with its usual merchant bank. That bank first went to
DREE to ask it to approve an 1r-year export credit guarantee.
DREE gave the greenlight to COFACE on such a guarantee.
The bank then asked DREE to provide parallel financing out of
some ODA credits outstanding to Pakistan. The total cost of the
project was $15 million, of which §6 million were local costs. Of
the remaining $9 million, the bank obtained a COFACE guarantee
and financed $4.5 million (rediscounting some at the BFCE and
some at the Bank of France) at 11 years and 6.83 per cent. The DREE
arranged for Pakistan to draw on the ODA loan for the other
$4.5 million on terms of 22 years and 3.5 per cent interest. The result
was a mixed credit with credit terms falling in the grey area.
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Grey-Area Export Financing in Japan

In Japan, medium and long-term export credit can be insured
by the MITI (Ministry of International Trade and Industry), but
most of this is medium term (under 5 years). A review of the
guaranteed private export credits from Japan in 1970 reveals that
extremely few were financed at interest rates of less than 6 per cent
and that most of those below 6 per cent were also below 10 years.
Only two cases fell in the grey arca. They were both to Taiwan, one
for $7.8 million and the other for $7.6 million, both with maturities
of 11 years and interest rates of 5.525 per cent. One was for a steam
generator; the other for a turbine generator.

Most of the long-term export credit in the range above 5
years will be financed and guaranteed by the Japanese Export-
Import Bank. Its terms are usually between 1 year and 15 years
but may go up to 20 years. This bank will usually finance an
export credit only in cooperation with a commercial bank, or
with a consortium of commercial banks. The Exim Bank will
usually assume that the importer has made a 10 per cent down-
payment and that there is a 10 per cent profit for the supplier. This
lt?avcs 8o per cent of the contract price. The Exim Bank will then
fni}ancc 8o per cent of this 8o per cent (or 64 per cent of the contract
price) leaving a commercial bank to finance the remainder.

The source of the Exim Bank’s funds is 8o per cent from a go-
vernment Trust Fund Bureau (a Fund in which are kept social secu-
rity retirement funds) and 20 per cent from the government budget.
The Trust Fund Bureau lends money to the Exim Bank at 6.5 per

-cent. That from the government is free. So, the average cost of mo-

ney to the Exim Bank is about 5.3 per cent. But it exercises great
flexibility in its loans; it charges as much as 7 per cent for some loans,
and as little as 4 per cent for others, depending upon the recipient
country’s relationship with Japan and its financial condition, as well
as the competition for obtaining the contract,

The portion of the credit taken by the commercial banks cost
in the neighborhood of 8 to ¢ per cent in 1971 and was between
7 and 8 per cent in late 19v2. So, the weighted average can be as
low as 4.6 per cent, but is usually 5.5 to 6.3 per cent.

‘The Exim Bank also serves as a channel for foreign aid (ODA)
loans. When it acts in this capacity, it may do so with the collabora-
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tion of commercial banks, or without them. Also, it exercises
greater flexibility on the interest rate.

The other institution for channeling economic assistance to
the developing countries is the OECF (Overseas Economic
Cooperation Fund). This organization obtains 50 per cent of its funds
from the government budget and 50 per cent from the Trust Fund
Bureau. Hence, the average cost of its money is 3.25%,.

The OECF may extend export credit, jointly with commercial
banks (the Fund normally finances 70 per cent of the credits -— leaving
30 per cent for the commercial bank) on projects which cannot be
adequately financed by the Exim Bank. In this type of commodity
financing, the net interest rate is typically in the range of 4 per cent.

The OECF also makes direct yen loans to foreign govern-
ments for development projects. In this case no commercial banks
are involved. The terms of these loans now tend to be between
20 and 25 years at interest rates of 3 to 5 per cent.

Administration of foreign aid, in Japan, is characterised by
its ad hoc features and by its complexity. At the top of the
pyramid stands the “Ministerial Meeting on Overseas Coopera-
tion ”, an ad hoc body comprising cabinet members, which was set
up in May 1969 to formulate basic policies. Then, in October
1970 2 “ Meeting for the Coordination of Economic Cooperation”
was formed; it is comprised of director-generals of the various
Ministries which are members of the above mentioned “ Minister-
ial Meeting”. The administration of the aid programs is in the
hands of several Ministries (Foreign Affairs, Finance, Interna-
tional Trade, Agriculture and Education) as well as the Economic
Planning Agency and the cabinet itself. Finally, implementation
of the official loans is carried out by the Export-Import Bank,
the OECF (Overseas Economic Cooperation Fund) and the OTCA
(Overseas Technical Cooperative Agency), which implements
technical assistance programs.

When a potential, large export contract arises, the Japanese
supplier typically makes initial contact with officials in MITI to
discuss the matter of a permit to export on extended credit terms
and the question of export credit insurance. At that point officials
in MITI and the Ministry of Finance decide whether the transac-
tion should be financed by the Exim Bank in cooperation with
commercial banks, or by the Exim Bank itself, or whether the
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OECF should do the financing, or whether the goods might be
financed out of an existing commodity-type direct yen loan to
the government of the recipient country (if such a loan exists).

It 1s seen that this system permits a wide degree of flexibility
and results in a confusion between the giving of aid and the
promotion of cxports. The officials of MITT of the Ministry of
Finance have a variety of choices ecach of which permits a
different combination of interest rate and maturity. Their decision
can be influenced by information from the Japanese exporter as
to the competitive situation.

A review of the statistics on the Exim Bank’s loans indicates
a rapid increase in the maturities. Between 1969 and 1970,
committments on maturities in the range of 10 to 15 years more
than doubled, going from $174 million in 1969 to $373 million
in 1970. At the same time, loans with maturities over 15 years
increased from $40 million in 1969 to $69 million in rg70.
However, most of these loans tended, when combined with the
commercial bank portion, to have an cffective interest cost of
6 per cent or over.

Japan’s ODA loans, as noted earlier, tend to flow either
through the Exim Bank or the OECF, sometimes with and some-
times without parallel financing from commercial banks. In 1970
the Exim Bank scrved as a channel for nine ODA loans, totalling
$88.x million, which fell in the grey area. Four of these were
in cooperation with a commercial bank, All of them had interest
rates between 5 and 6 per cent. In addition, the OECF provided
five ODA loans which fell in the grey arca. All of these, totalling
$60.3 million, went to Indonesia and had maturities of 19.5 years
with interest rates of 3.5 per cent.

In 1971 Japan considerably expanded her ODA loan program.
Complete information was not available, but that which was
indicated that the maturities of her loans were longer — most of
them at about 20 years, but the interest rates remained in the
range of 3.5 to 5.75 per cent, with a few below and a few above this
range. Some of the loans did fall in the grey arca, but detailed
data on them were not available.

The blending and blurring of foreign aid with export credits
and the flexibility of the Exim Bank can best be illustrated by a
case study.
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The case of the export of a wrea plant to Fukistan

This was a joint project between Mitsui and Co. and Toyo Engineer-
ing Co. (TEC). To obtain a contract from the Pakistani government. the
first thing Mitsul-TEC did was to insert a condition that this project
would be financed by the Yea ILoan Program.

The theoretical procedure for use of the Yen Loan Program is that,
first, the government of an underdeveloped country applies to the Ministry
of Foreign Affairs (MFA) for a yen loan explaining the need for such
a loan, and, second, it MFA approves of it, MFA forwards the application
to the OECF for closer feasibility and priority examination, and finally,
the Ministry of Finance approves it.

But what in fact often happens is that a private firm prepares the
setting for a Yen Loan. The firm negotiates with the government of an
underdeveloped country for a contract which includes a clause, subject to
confirmation of the Japanese government. When the conditional contract
is more or less reached, the firm attempts, with the help of MITI, to
induce the MFA to grant a Yen Loan to the country. The firms that lead
in this activity are notably general trading firms and foreign exchange banks.

Mitsut-TEC obtained the contract of $30 million on the condition
that the project would be financed by the 4th, sth, and 6th Yen Loan
Programs. For countrics like India and Pakistan the Yen Loan Program
is not on a project basis, but on an annual basis, so that several projects
could be financed within the Yen Loan Program of any given year. The
4th (1964-10-5), 5th (x9665-6), and 6th (1967-224) programs each provided
$30 million ar an interest rate of 5.5 {a weighted average rate between
the rate of a city bank involved and the Exim Bank’s rate) per cent, with
repayment terms of 15 to ¥8 years, and with a grace period of 5 years.
The proportion of loan is usually 8o per cent from the Exim Bank and 20 per
cent from a city bank. However, in this particular case there was no city bank
involved, that is, 100 per cent of the credit was from the Exim Bank at a rate
of 4.2 per cent.

So while Mitsul-TEC were successfully obtaining an informal O.K.
from the MFA through MITI, the Pakistani government filed an applica-
tion for a loan for the project within the Yen Loan Program(s) with the
MFA. The latter approved it and forwarded the application to the Ex-
imbank. Mitsui TEC went to the Exim Bank to explain the project in
detail. Meanwhile, the Pakistan Industrial Development Corporation (PIDC)
explained the project in detail to the Pakistan Industrial Credit & Invest-
ment Corporation (PICIC), a development bank. (PIDC was the importer
of the urea plant.)

When the government banks of the two countries settled on the
terms and conditions of the loan, Mitsui-TEC was granted an export
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lictzns? from MITI. ‘The Exim Bank then disclosed a payment plan to
Mitsui-TEC indicating that the Exim Bank would pay for each shipment
when the B/L is presented at the Exim Bank by Mitsui-TEC.

An Analysis of the Availability of Grey-Area Export Financing

A review of the situation in Germany reveals that ODA
Ioa.ms are outside the grey area and that the cost of guaranteed
private export credits is over 6 per cent. Hence, the only evidence of
grey-area financing in Germany would be the occasional incidence
f)f a mixed credit. To the extent that the KfW, within the single
institution, negotiates and administers Germany's foreign aid
program and also provides the financing for export credits with
mgtunties longer than 8 years, it is in a perfect position to provide
mixed credits. It appears, however, that the capability is exercised onl
vcry‘sporadically. It exists as a threat to the practice by France, but
the infrequency of use makes it negligible as a factor in interna-
tional export competition.

In the United Kingdom the situation is somewhat analogous.
In 1970 and part of 1971 the Bank of England was rediscounting
cxport credits at a rate of 5.5 per cent. As a result, there were some
exports insured by the ECGD, with maturities of greater than 10
years, which fell in the grey area. In 1g70 these totalled $as2
mllli.OH, out of approximately $8oo million in commercial export
f:rcdlts with maturities greater than 5 years. This was a signif-
wcant amount. However, in ecarly 1g97: the United Kingdom
changed its rediscount rate to 6.5 per cent, later to 7.0 per cent, and
then to 6.0 per cent, which is its present value. Asa result, there is no
export credit available in the United Kingdom which falls in the grey
area. In addition, all of the United Kingdom’s foreign aid is
given at terms which are below 3 per cent interest {nearly all of it is at
o per cent) and above 20 years maturity. Hence, there are now onl
two possibilities of grey-area financing in the United Kingdom, The
first is via mixed credits. The OvDA admitted to the occasional
occurrence of a mixed-credit transaction, but, as in Germany, the
Rracticc is so sporadic (several times per year?) as to not be of
significance. The other possibility is that the ECGD has been
given authority to subsidize commercial export credit to bring the
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effective interest rate down into the grey area. But, funds have
not been voted to implement this authont'y and it has not be‘en used.,
The casc of Italy is somewhat special. The forfngn. aid %rog-
ram does provide. grants, and these are certainly foragnh aid in
the pure sense. But all of Italy’s. ODA loans are really the same
as export credits. In fact, the interest rates and maturmcfs aﬁe
such that they tend to be more expensive than much of t i
commercial credit from other countrics. In 1970 only two OD
loans fell in the grey area — the others had interest rates 0\er1‘ 6 pe;
cent. As to guaranteed private exp'or.ts, Italy does .havc a systetn do.t
using government funds to subsidize commercial export  cre 1
interest rates, but the limitations on such funds result in most
of the interest rates falling above 6 per cent. In 1970 only 4 cases,
totalling $37 million, fell in the grey area. Dctax.lcd data fo; 1971
were not available, but expert opinion 1s that it was analogous
to 19%0.
’ %71 past years, France had a system whereby the Ba}nk of
France could rediscount a large proportion of export credit at a
low interest rate, (2, 3, O 4 per cent) and make guaranteed _prulr:lte
export credit available at less than 6 per cent. Spmc of 11: t 61(711
fell in the grey area. But since March 1972 "chc policy has ¢ angek
and the cost of credit, with part of it rcdlscountcd. at the.Ban
of France, is about 6.83 per cent. Hence, none of it falls in the
grey()ieat.hﬁ other hand, most French ODA loar}s. are given at
intercst rates between 3 and 6 per cent, and much of it is at rr_llai.tuntic;
less than 20 years. Hence, in 1970, 2 total of $126 million o
ODA loans fell in the grey area. It SlthLﬂ‘d be noted, hog‘vcve;
that 8o per cent of this went to French territories or to former Frenc
COIOI:FI:; interesting factor in Francg, hovaevcr, 1s the practice ‘of
mixed credits. It appears that the aid going to French tcrr1tor_1c§
and former French colonies is mixed to a very large extent 'WIFd
private credits and that the ratio would be about 60 per cent pu’blllc ai
to 40 pet cent commercial cred‘its. In 1971 FrancF: gave $278 fmlgm:ig)l
bilateral grants (not inciuding technical assistance or foo id)
plus $193 million in ODA loans. Most of the gre}ntil go by
expenditures which do not lend themselves to mixe cg;:akh
(budgetary suppost, agricultural d‘cvclopment, assmtanccTEJ v
programs, development of educational systems, etc.). €
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loans are divided so that about 2/3 of these are administered by
the CCCE and go to French territories and former French
colonies. This $129 million would presumably be mixed with
about $86 million in guaranteed export credits. However, much
of this will be machinery for French-owned factories. In addition,
even with equal credit facilities, it is difficult for foreign firms
to compete in these markets. It is, therefore, the author’s evaluation
that these mixed credits do not significantly affect exports from
the U.S. or the other countries in this study.

This leaves the $64 million in ODA loans which went to
non-French-speaking countries in 1971. Here the French govern-
ment is more circumspect, the mixing is on more of an ad hoc
basis, and much of it is not mixed. A fair assumption would be
that half of it is mixed and that this is mixed on a 5050 basis,
which would lead to a level of $64 million in mixed, guaranteed
private export credit. Given equal credit facilities, United States
exporters might expect to obtain their “fair” share of this $64
million.

The situation in Japar has its interesting peculiarities, primar-
ily because of the difficulty in differentiating between export
credits and foreign aid. Looking first at guaranteed private export
credits, we find that the Japanese Exim Bank is involved in all
long-term credits of this type. It generally takes 8o per cent of such
credit, leaving commercial banks to take 20 per cent. The Exim Bank
has great flexibility on interest rates, varying between 4 and 7 per
cent. On strictly commercial transactions it tends to charge
somewhat less than 6 per cent. But, when mixed with the commercial
bank credit, the weighted average is rarely less than 6 per cent. In
1970 only two transactions (totalling $15.4 million) fell in the
grey area.

However, Japan’s ODA loans are channeled through two
institutions, the Exim Bank and the OECF, both of which charge
interest rates in the range of 3 to 6 per cent. Most of the OECF
loans are 20 years or over. But some of them fall in the grey area.
More of the ODA loans handled by the Exim Bank fall in the
grey arca. Also, the Exim Bank frequently collaborates with
commercial banks in the financing of ODA loans. Hence, there
is frequently a deliberate mixing of public and private credits.

Also, it is clear that Japanese companies can, by petitioning
MITIL, have a project on which they are bidding become a part

6
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of Japan’s foreign aid program, thus making an ODA loan
available after the fact.

To the extent that OECF is lengthening the terms of its
credits to beyond 20 years, little of this will fall in the grey area.
This is also happening to ODA loans from the Exim Bank.
Thus, the existence of grey-area financing is disappearing in
Japan. The major factor affecting international competition is
the flexibility with which the aid program is operated, making
it largely responsive to the competitive needs of Japanese exporters.
This is a result of the Japanese organization for foreign aid. They
do pot maintain large staffs in the developing countries to study
needs in advance. Loans are negotiated to cover future Japanese
exports to that country and it is left to Japanese private enterprise
to discover projects on which these loans can be spent, or for
which loans should be made, .

In summary, the existence of grey area export financing and
of mixed-credit practices in Germany, the United Kingdom and
Italy is negligible. In France, much of the ODA loans fall in
the grey area, but this does not relate to United States exports.
If these loans were softer, so as to drop out of the grey area, they
would result in even greater exclusion of United States exports.
France has an extensive system of mixed credits, but the results
of this study make it appear that United States and other ex-
porters may lose a total of between $50 million and $60 million
in cxports because of this practice. Finally, in Japan many of
the ODA loans have, in the past, fallen in the grey area, but the
maturities arc lengthening and in 1972 very few were in the grey
area. There will, however, continue to be a confusion between
foreign aid loans and the financing of Japanese exports,

Bloomington, Ind. Lee C. Nesrt






