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Executive Summary

Purpose

Background

Results in Brief

The 1986 Export-Import Bank of the United States (Eximbank)
reauthorization legislation requires GAO to report to the Congress on the
(1) need for government involvement in export credit insurance, (2)
need to employ an agent to deliver the insurance services, and (3) effi-
ciency and effectiveness of continuing to use the Foreign Credit Insur-
ance Association (FC1A) as Eximbank's agent.

The required study was prompted by congressional concerns over
changes in FCIA's function, the private export credit insurance market,
and the risks in export sales to less-developed countries.

In 1961 the Congress authorized Eximbank’s export credit insurance
program to provide insurance against risks of nonpayment by foreign
buyers. The program has broad objectives for assisting in the expansion
of exports and providing a facility comparable to those available to for-
eign exporters in major competitor countries. Other objectives are also
pursued in the program’s execution, such as assisting small exporting
firms, involving the private sector in delivery of the services, and oper-
ating the program on a self-sustaining basis.

In establishing the insurance program, the Congress intended that the
government would fill a gap in the availability of private insurance and
that private insurers would be involved to a maximum extent in deliver-
ing this service. FCIa, a private insurance association, was formed to act
as Eximbank’s agent. FCIA began operations in 1962 as an Association of
71 insurance companies. The Association was a pooling arrangement
whereby participating insurance firms assumed some of the risks on the
transactions underwritten and shared in profits and losses. Ultimately,
it was anticipated that the private sector would directly provide the
insurance.

In 1986 the program insured $3.4 billion of U.S. export sales, which was
less than 2 percent of the $217 billion in U.S. exports. The program,
however, supports larger shares of U.S. exports to countries in riskier
markets. such as in Latin America and Africa. At the end of fiscal year
1986, the program had an estimated cumulative loss of about $360
million.

The level of U.S. exports depends on such factors as exchange rates and
demand for U.S. products and the availability of export credit insurance
alone will not have a significant effect on increasing export sales.
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Principal Findings

The program, however, may be helpful as a defensive strategy. To
ensure that U.S. exporters have a stable and reliable supply of export
credit insurance and to meet some of the congressional objectives (e.g..
facilitating exports to riskier markets, assuring U.S. exporters of a facil-
ity comparable to those of major foreign competitors, and supporting
small exporters) GAO believes that the government would need to pro-
vide this insurance, at least in the near term.

The insurance program incurred large losses in the early 1980s and all
but four FCIA member insurance firms withdrew from the Association.
FCIA presently functions as a servicing agent employed by Eximbank on
a cost-reimbursable basis. While Eximbank does not need to employ an
agent for delivering the insurance services, FCIA's overall performance
and its special expertise support a continuation of that agency relation-
ship at the present time. FCIA has taken steps to improve its operations
and the delivery of its service, but further actions are needed to reduce
costs and improve program efficiency and effectiveness.

Government Involvement
Needed

Private insurers generally were not inclined to insure the smaller
exporters and banks which accounted for much of the government'’s
insurance in 1986. Private insurance is also subject to market forces
which make it an inconsistent source of risk protection for exporters. A
complete withdrawal by the government from the export credit insur-
ance business would likely leave a gap that presently would not be filled
by private insurers. There are, however, some transactions insured by
the government which could be potentially insured in the private mar-
ket, but Ga0 could not quantify the extent of this overlap.

GAO's study also noted that the extent of government involvement in
export credit insurance could be restricted to acting only as an insurer
of last resort. In discussing this concept. Ga0 observed that this
approach could conflict with the current objectives that the program be
both self-sustaining and internationally competitive.
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FCIA Role Changes but Its
Continued Use Is
Beneficial

In the early 1980s, the insurance program experienced a series of major
claims and all but four of the private member companies ended their
participation. FCIA has continued to perform as a cost-reimbursed servic-
ing agent but assumes no risk on the insured transactions. Eximbank,
over time, could assume all or some of FcIA's functions. However, FCIA'S
clients are generally satisfied with the services provided and FCIA has
expertise and flexibility in delivering this specialized line of insurance.
Whether Eximbank could maintain or improve upon the level of service
that has been attained by FCla is unknown.

FCIA's Operational
Efficiency Could Be
Enhanced

The government’s cost of administering the insurance program was
about $15 million in fiscal vear 1986. This yielded a ratio of expenses to
premium income of about 69 percent, which is high in comparison to
both private insurers and major foreign programs. Two factors contrib-
uting to the high expense ratio were the large decline in insurance vol-
ume in the government’s program since 1980 and the characteristics of
the government’s policyholder base. Most of the government policyhold-
ers, for example, are small businesses, which can entail relatively high
administrative costs.

FClA has initiated actions to improve its operations, reduce costs, and
make its service more responsive. While FCIA has restrained the growth
in its general and administrative expenses in recent years, the program’s
overall expense ratio is still relatively high. Areas needing attention
include personnel turnover, financial and information management,
marketing costs, and some inefficiencies in Eximbank and FCIA approval
processes and data processing functions.

FCIA has experienced a high level of employee turnover and problems in
financial and information resources management, as noted by FCLAa and
its independent auditors. If uncorrected, these problems can adversely
affect operating efficiency and internal controls. As part of its audit of
Eximbank financial statements, GAO recommended in August, 1987 that
Eximbank monitor and report on FCIA’s progress in resolving internal
accounting control system weaknesses. Eximbank'’s Treasurer-Controller
acknowledged the need for corrective action and stated that he has been
monitoring this situation.

FCIA's direct marketing program which cost about $1.5 million in 1986
added relatively few new policyholders and its cost-effectiveness should
be compar~d to results obtained through brokers and other
intermediaries. Also, Eximbank and rcia should work together to

Page 4 GAO,/NSIAD-87-189 Export Credit Insurance



Executive Summary

streamline their agency relationship and pursue efforts to assure that
the program is administered in the most efficient and effective manner.
Particular attention should be paid to ways to reduce the times required
for underwriting and claims approvals and ways to better integrate FCLA
and Eximbank’s automated data systems.

GAO makes no recommendations in its report.

Recommendations

GAO discussed a draft of its report with the President of FCla and appro-

Agency Comments priate Eximbank officials. including the Senior Vice President for Insur-
ance and Banking, and the Treasurer-Controller. These officials
considered GAO's assessment of the export credit insurance program to
be fair and agreed that there was a need for FCLa and Eximbank to
address FCIA's employee turnover, the cost-effectiveness of the direct
marketing program, and the inefficiencies in the Fcia-Eximbank
relationship.
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Chapter 1

Introduction

The Export-Import Bank of the United States (Eximbank) was created in
1934 to facilitate U.S. exports. It does this by making direct loans, guar-
anteeing loans made by private lenders, and providing export credit
insurance.

For fiscal year 1986, Eximbank’s estimated program commitments
(authorizations) amounted to $6.1 billion. The export credit insurance
program accounted for $4.4 billion, or 72 percent of this amount.

Largely due to the debt problems in some developing countries in the
early 1980s, the insurance program has incurred cumulative losses
through fiscal year 1986 of about $360 million. [n addition, exports
insured under the program have declined about 48 percent. from $6.6
billion in 1982 to $3.4 billion in 1986. Total U.S. exports in calendar year
1986 amounted to about $217 billion.

The Ei’port-[mport Bank Act Amendments of 1986 (Public Law 99-472,
Oct. 15, 1986) requires that we submit a report to the Congress on the
following topics.

Need for U.S. government involvement in export credit insurance, con-
sidering the current activities of private insurance companies in this
area, private insurance industry trends over the longer term, and ways
Eximbank can encourage private insurers to maximize export credit
insurance activities.

Need to employ an agent in administering government-supported insur-
ance programs which are determined to be necessary.

Efficiency and effectiveness of continuing to use the Foreign Credit
Insurance Association (FCIA) as Eximbank’s agent (including analysis of
the administrative and economic costs to the government and Eximbank
of maintaining FCIA).

The requirement was originated by the Senate Committee on Banking,
Housing, and Urban Affairs.! The Committee was concerned that
Eximbank should not inhibit the growth of private export credit insur-
ance by underwriting transactions that private insurers will take on.
The Committee also noted that FCIA's function had changed in recent
vears and that Eximbank (and rc1A) had shown little interest in under-
writing sales in less-developed countries although Eximbank was cre-
ated specifically to facilitate export financing that commercial
enterprises were unwilling or unable to provide.

ISee Senate Report No 99-273 (1986)
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Insurance Program
Authority and Goals

Chapter 1
Introduction

In 1963 the Congress authorized Eximbank to insure exporters’ overseas
inventories against certain political risks, such as war, revolution, and
civil strife (Public Law 83-30). This program was designed to fill a gap
in the availability of private sector war-risk insurance.

In 1961 Congress changed the type of insurance authorized to cover the
risks of nonpayment by foreign buyers of U.S. exports and substantially
increased the amount of insurance that could be written (Public Law 87-
311). This legislation was part of a national effort to address the bal-
ance-of-payments deficit. The administration and the Congress wanted
to increase exports of goods and services and assist U.S. exporters to
meet foreign competition. In seeking this legislation, the administration
stressed the need for adequate Eximbank programs, comparable to
those offered by other countries to their exporters, and the need to pro-
vide adequate facilities for small and medium sized exporting firms and
the financing of consumer goods.

The 1961 legislation specified that credit and political risks were to be
covered under this insurance.? Congress authorized Eximbank to issue
insurance, guarantees, co-insurance, and reinsurance to exporters, insur-
ance companies, financial institutions, or others and to employ any of
these to act as its agent in these insurance and guarantee functions. The
legislation also required that fees and premiums charged for the insur-
ance be commensurate with the risks covered, indicating that the pro-
gram was intended to be self-sustaining. The legislative history shows
that, like the previous war-risk insurance program, the export credit
insurance program was to fill a gap in the coverage available from pri-
vate insurers. The program was also expected to stimulate private insur-
ers’ involvement in this business and ultimately to result in private
sector provision of the insurance.

Eximbank programs, including insurance, are subject to the broad policy
guidance in Eximbank’s legislation, including the goals of (1) delivering
programs at rates, terms. and other conditions which are fully competi-
tive with government supported programs available to foreign exporters
in principal competitor countries and (2) aiding small exporting busi-
nesses. For all Eximbank programs there is also to be a sufficient likeli-
hood of repayment to justify Eximbank’s support in order to actively
foster U.S. foreign trade and long-term commercial interests.

2political risks are defined in the government msurance policies and include war, civil stafe, currency
mnconvertibility, export license cancellation, expropriation, confiscation, or intervention by a govern-
ment in the business of the buyer Commercial credit risk insurance covers the failure of a buyer to
pay a legally enforceable debt for reasons other than those defined as political risks.
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Profile of Eximbank
Insurance Program

There are also 2 number of legislative restrictions on Eximbank pro-
grams, such as those related to supporting exports (1) of defense prod-
ucts, (2) to Marxist-Leninist countries, (3) to South Africa, and (4) those
which may adversely affect U.S. industries and employment. In keeping
with the intent of Congress that the programs assist U.S. exports,
Eximbank limits its insurance program support to exports of products
meeting a domestic content requirement. For short-term insurance, for
example, the domestic content would have to be at least 50 percent.

Exports insured under the export credit insurance program are based on
shipments reported (generally monthly) by policyholders. About 98 per-
cent of the exports insured in 1986 were short-term credit sales (usually
6 months or less) and most were through multibuyer-type policies. The
multibuyer policies require exporters to insure sufficient amounts of
exports under their policies to provide a reasonable spread of risks.
About 83 percent of the exports insured are through policies covering
both commercial and political risks.

Another major characteristic of the export credit insurance program is
that the risks insured are not subject to traditional actuarial analyses. In
pricing the insurance, various risk perceptions (e.g., countries, types of
buyers, terms of the transactions) are considered together with the goal
that the program be self-sustaining in the long term. Potential losses are
difficult to predict and the program can incur extensive claims during a
short period. (See app. [.)

The program supports a small portion of total U.S. exports, but it sup-
ports larger shares of exports to some of the riskier markets, such as in
Latin America and Africa. Most of the policyholders are classified on
FCIA records as small businesses, but a relatively few policyholders
account for most of the insured exports.

The export credit insurance program insured between 3.2 and 1.5 per-
cent of all U.S. exports during the last 5 years. However, not all U.S.
exports are eligible for or would need government insurance (e.g., cash
sales). Data are not available to determine the amount of exports which
wotld not be eligible for Eximbank’s insurance.

Eximbank’s insurance, although involving a small proportion of U.S.
exports in 1986, covers a higher proportion of exports to certain coun-
tries. About 34 percent of the exports insured under Eximbank's pro-
gram for 1982-86 went to countries in Latin America and Africa—some
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of the riskier markets. In fiscal year 1986, insured exports to Latin
America and Africa accounted for 50 percent of the total insured under
the program. The proportion of total U.S. exports to these geographic
regions in 1986 was 17 percent. (See fig. 1.1.) Within these regions. the
program insured, for example, about 6 percent of U.S. exports to Mexico
and Brazil, over 12 percent to El Salvador, and 42 percent to Nigeria.

Figure 1.1: Distribution of U.S. Exports and Insured Exports by Geographic Region

U.S. Exports CY 1986 -$217.3 billion

4% -

Insured Exports FY 1986=%3.4 billion

—3% - Atrica

. /—1 ] ~. 0
Migale East \ 6% - Alnca
o N\
Latin Amenca : -— 6% - tiadle East
;
[ ) Asia

\ Asia
\ -
\\ Europe and Canada — Europe and Canada
—— — Laun Amenca
Source Department of Commerce and FCIA
Most Exporter According to its records, during fiscal year 1986 FciA had 1.097 policy-

Policyholders Are Small
Businesses, but a Few
Policyholders Account for
Most Insured Exports

holders. Approximately 82 percent of the policyholders were exporters
and 18 percent were financial institutions. Although 648, or 72 percent,
of the exporter policyholders were classified as small businesses.? they
accounted for only $770 million, or 35 percent, of the $2.2 billion of
exports insured for such policyholders.

3FCIA uses the Small Business Administration definition for small businesses; the criteria vary by the
types of businesses and are based generally on number of employees or revenues of the firms.
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In 1986, 75 policyholders (about 7 percent of all policyholders)
accounted for about 70 percent of the insured exports; 46 of these poli-
cyholders were exporters and 29 were financial institutions. Five policy-
holders (3 exporters and 2 financial institutions) insured exports of over
$ 100 million each, accounting for about 20 percent of the insured
exports.

The policies held by financial institutions supported the exports of a
number of exporters. Based on data we obtained from questionnaires to
policyholders, we estimate that at least 788 exporters were assisted
under such policies. While the financial institutions constituted 18 per-
cent of the policyholders, the exporters served by those policies
accounted for about 34 percent of the shipments insured.

The exporters responding to our survey had 1986 total revenues ranging
from $100,000 to $1.5 billion. Most firms had less than $26 million in
revenues, but most of the insured exports were concentrated in firms
with revenues exceeding $100 million. (See table 1.1.)

Table 1.1: Revenues of Exporters
Responding 1o Survey®

U.S. Insurance
Program and Other
Major Foreign
Programs

Figures in percent

1986

Insured

Revenues Policyholders Exporis
$100.000 to $11 million 50 16
$12 million to $25 million 17 8
$26 million to $99 milion 15 21
$100 million to $1.5 billion 18 55
100 100

2based on 101 exporters providing this information

Government export credit insurance programs operate within an inter-
national framework of established rules and practices, including the
Organization for Economic Cooperation and Development's arrangement
on guidelines for officially supported export credit and the General
Agreernent on Tariffs and Trade. Under this latter agreement, countries
work to assure that programs do not operate with premium rates which
are manifestly inadequate to cover long term operating costs and losses.
In addition, international cooperation and acceptance of sound princi-
ples of providing export guarantees and insurance are objectives of the
International Union of Credit and Investment Insurers (known as the
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Berne Union). FCIA and Eximbank are two of the ex
from 32 countries which are members of the Berne Union.

Congress requires Eximbank to report annually on the competitiveness
of its programs with those of other countries. The latest reports {cover-
ing 1984 and 1985) have generally concluded that the U.S. export credit
insurance program is competitive. The 1986 report (covering calendar
vear 1985) compared Eximbank’s short-term program fees to those of
Canada, France, Germany, the United Kingdom, Japan, and Italy. The
U.S. program’s fees were lower than those of all of these countries,
except Japan. The report concluded that the United States was also
highly competitive with the other countries in its willingness to assume
risks, although most of these countries had become more conservative in
taking risks in recent years.

Our analysis of the nine Berne Union members with the largest pro-
grams in 1986 showed that the U.S. program was small compared to the
other programs. (See fig. 1.2.) It should be noted, however, that compar-
isons are difficult because of the diversity in the financial and govern-
mental environments in which these programs operate. These major
members accounted for about 80 percent of the insurance activity
reported to the Berne Union in 1986, and they provide insurance and
guarantees for about 9 percent of the world’s trade. These members’
countries account for about half the world's exports. Some trends (mea-
sured in 1982 dollars) of particular note affecting the major members’
export credit insurance programs from 1980 through 1986 are as
follows.

Overall, real exports declined 12 percent. The low point was in 1983,
and exports have increased somewhat since then. U.S. exports declined
26 percent.

Exports covered by the insurance programs have declined 46 percent.
FCIA had the largest decline, with 69 percent.

Claims paid in 1986 were about 185 percent greater than in 1980. All of
the programs reported cumulative deficits at the end of 1986.
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Figure 1.2: 1986 Exports Insured by

Selected Berne Union Members
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Chapter |
Introduction

Organization and
Responsibilities for
Administering
Program

Eximbank

Overall management and administration of the export credit insurance
program is assigned to Eximbank’s Senior Vice President, Insurance and
Banking Division, in Washington, D.C. The Eximbank Board of Directors
approves all the agreements with FCia and has responsibilities for
review and concurrence or approval of certain insurance applications,
claims, and other actions exceeding specified dollar thresholds.

Eximbank has 320 employees; 20 of these are in the Insurance and
Banking Division and work full time on the insurance program. A por-
tion of the time of Eximbank employees in other units is also used to
support the insurance program. Eximbank estimated its administrative
costs for this program in fiscal year 1986 at $3.3 million. In addition to
general management of the program, it reviews and approves significant
FCLA actions. Eximbank also sets premium rates, determines restrictions
placed on insurance coverage in individual countries (country limitation
schedules), and assists in developing and marketing new insurance
products.

FCIA

FClA is a private association of property and casualty and other insur-
ance firms formed in 1961 to act as Eximbank's agent. It has 160
employees, is headquartered in New York City, and has regional market-
ing offices in five U.S cities.

FCIA operates under agreements with Eximbank which set the delega-
tions of authority to FClA and otherwise govern the relationship between
Eximbank and FCIA. FCLA issues export credit insurance policies and per-
forms marketing, underwriting, accounting, claims, and other services
related to these policies as provided by its agreements with Eximbank.

Since FCIA opened for business in 1962, 77 insurance firms have partici-
pated. Until 1983, FCIA member companies assumed some of the com-
mercial risks under the insurance policies and shared in profits and
losses. After the program experienced heavy losses in the early 1980s,
most of the participating firms withdrew from the Association. At the
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Objectives, Scope, and
Methodology
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time of our review, four member firms remained in FCIA, but on a non-
risk participation basis.

We made this review to provide the Congress with our assessment of the
study topics specified by Public Law 99-472. We did not attempt to eval-
uate congressional objectives for the program which have been estab-
lished over the years or to assess the overall success of the program in
meeting public policy goals.

Our work was performed at Eximbank in Washington, D.C., FCIA head-
quarters in New York City, and FCIA regional offices in New York, Chi-
cago, and Los Angeles. We also employed an industry expert to advise
and assist us on technical aspects of export credit insurance.

In examining the demand for and supply of export credit insurance and
the government'’s role in providing this service, we sent questionnaires
to 167 of the 825 exporters and all 165 financial institutions insured by
FCIA between April and September 1986. The response rates were 77
percent and 78 percent, respectively. We interviewed 10 insurance bro-
kers which received about 97 percent of the brokers’ commissions paid
by FciA during the April-September 1986 period. We reviewed records
and interviewed officials at Eximbank and FC1a, and reviewed existing
studies and analyses. Because some of the detailed information from our
study should be useful to Eximbank and FCIA in managing the program,
such details will be compiled in a separate report.

As part of our review of Eximbank’s use of FCIA as its agent, we inter-
viewed the four current member firms and 30 of the 73 former member
firms of the Association, examined the respective program functions
performed by Eximbank and FCIA, and reviewed agreements governing
the agency relationship.

In examining the efficiency and effectiveness of Eximbank’s continued
use of FCIA, we (1) reviewed FCIA's 1984 strategic plan and subsequent
operating plans, (2) reviewed audited Fcia and Eximbank financial data
for the program, (3) examined Eximbank and Fcia budgeting and control
procedures, (4) analyzed FCIA administrative expenses, (b) analyzed pol-
icyholder characteristics data maintained by FC1A, and (6) reviewed the
assessment of internal controls prepared by FCIA's independent auditors.
We obtained the views of exporters and financial institutions, brokers,
FCIA member firms, and 53 ex-policyholders on the quality of FCLA ser-
vice and areas which may need improvement.
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We also reviewed the legislative history of the export credit insurance
program and discussed the program with officials of the Departments of
Treasury and Commerce. We analyzed Berne Union data showing the
operations of the U.S. program in relation to those of other countries
and reviewed Eximbank reports on competitiveness of the U.S. program.
We interviewed officials of the New York State Insurance Department
about proposed state legislation which might affect the private market
for export credit insurance.

Our review was conducted between October 1986 and May 1987. It was
conducted in accordance with generally accepted government auditing
standards, except that we were not able to assess the reliability of all
the data we obtained on the program because of time constraints and
because FCIA was converting its computer system at the time of our
review.

We did not obtain written comments on this report, but we did discuss a

draft with Eximbank and rcCla officials and obtained and considered the
views of insurance industry experts in preparing the final report.
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Chapter 2

FCIA as Agent for Eximbank in Delivering
Export Credit Insurance Services

Eximbank
Relationship With
FCIA

R

FCIA began operations in 1962 as an association of 71 property and casu-
alty and other insurance companies. The Association was a pooling
arrangement, in which participating firms assumed some of the risks on
the transactions underwritten and shared profits and losses in accor-
dance with the agreements entered into with Eximbank. In 1962, the
maximum one-year risk participation for these firms ranged from
$25,000 to $100,000. This private risk participation grew from an initial
one-year total of $2.8 million in 1962 to a high of $15.0 million in 1980
and 1981. These risk amounts are relatively small compared with the
government's total contingent risk exposure under the program during
any given year. Over time, 77 private insurers, including some of the
largest in the United States, participated in FCla. At present, there are
four member firms that assume no risks on the export credit insurance
program. FCla operates as an agent for Eximbank which assumes all the
risks of loss on the program.

Private industry initially supported this program for various reasons.
According to one former Eximbank official, private companies were
motivated to join FCIA out of a desire to keep the government from enter-
ing the insurance business on its own. In our discussions with current
and former FCIA members, most said that they joined FcCia for public ser-
vice reasons with a secondary objective of making a profit.

Under an agreement dated October 27, 1961, FC1A was appointed as
Eximbank’s exclusive agent for issuing and administering export credit
insurance policies within prescribed guidelines. This agreement speci-
fied, among other things, the nature of risks to be assumed by FClA and
Eximbank, the authority delegated to FCiA, and the method for establish-
ing premium rates and sharing profits and losses.

An important aspect of this agreement was the division of business
between FCIA and Eximbank. FCIA was designated as insurer of commer-
cial credit risks and Eximbank as insurer of all political risks as well as
those commercial credit risks for transactions declined by Fc1a but sub-
sequently approved by Eximbank.

In compensation for its services, Eximbank agreed to pay FciA 25 per-
cent of the net premiums received for transactions insured directly by
Eximbank. rciA also shared in net underwriting profits, under a formula
that was negotiated from time to time. FC1A's reinsurance agreement
with Eximbank limited FCIA's exposure per buyer, per country, and in
the aggregate. FC14, in turn, agreed to pay Eximbank 20 percent of the
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net premiums received from comprehensive policies written for FCiIA's
account.! The relationship, however, changed in 1983 when most of the
participating firms withdrew from FClA.

FCIA Membership and
Risk Participation

FCLA is governed by a Board of Directors and operates under a constitu-
tion and bylaws. Its Board is chaired by a senior Eximbank official and
includes other Eximbank officials, FCIA’s President, and representatives
of FC1A member companies. The Board is responsible for electing senior
officers of the Association and adopting the annual expense budget.
Member companies are also represented on the Board’s Audit, Budget,
and Compensation Committees.

Each member’s risk participation share was determined annually as a
percentage of the total private risk participation in the Association.
Membership participation peaked in 1980 and 1981, with 51 companies
subscribing for a total of $15.0 million of one-year risk participation.
Member participation then declined to $14.9 million in 1982 and to $14.1
million in 1983, the last yvear of private industry risk participation in
FCIA. In total, $11.3 million in Association earnings were distributed to
member companies through 1980, but these distributions were later
recalled from the members as FCLA incurred losses.

Eximbank Assumption of
Control and Buyout of
FCIA Member Interests

In 1982, FCiA experienced a large increase in claims due to debt problems
in developing countries and reported an estimated $34 million net loss as
its share of the net loss for the year (net loss of about $44 million less
about $10 million ceded to Eximbank). In early 1983, with losses contin-
uing to increase, FCIA member companies informed Eximbank that they
wanted to significantly reduce their risk participation for 19384,
Eximbank rejected the members’ proposed $2 million level of participa-
tion as too small, and the members then advised that they were with-
drawing from the Association effective September 30, 1983.
Subsequently, an agreement was reached to continue the Association on
a non-risk participation basis in order to preserve FCIA as a separate
entity for operating the export credit insurance program. Eximbank
agreed to reinsure 100 percent of FCIA’s transactions, cover all expenses
in excess of revenues, and hold members harmless from any liabilities
resulting from FCIA operations after September 1983.

IComprehensive policies cover both political and commercial cred:t risks.
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Present Status of FCIA
and Plans for
Reinvolving Private
Risk Participation

K

As part of this restructuring, FCIA adopted a new constitution and
bylaws, giving Eximbank the primary role in FCIA management and poli-
cymaking. The present constitution provides for Eximbank to chair
FCIA's Board of Directors and to control all Board committees. FCIA and
Eximbank also entered into new agreements bringing rate setting,
claims, and major underwriting decisions under Eximbank’s control.

Eximbank, in turn, made a final settlement with FCIA’s member compa-
nies covering all prior years' business. The member companies returned
all prior earnings distributions and made additional cash contributions
in settlement of their obligations. Given indemnification against future
losses, 10 member companies elected to stay in the Association as non-
risk bearing members. That number has since declined to the 4 present
member companies who told us that they continued participation as a
public service.

Although FCIA continues to be a private association, Eximbank has sole
financial responsibility for its operations. The member companies no
longer have any financial interest in FCIA or its underwriting and recov-
ery operations. Presently, all premiums received by FCLA are for the
account of Eximbank, which has sole right to any FCIA income irrespec-
tive of its source. If the Association is terminated, members are required
to assign to Eximbank all rights, title, and interest in FCIA assets.

Eximbank and FCIA recognize that private sector participation was an
important guiding principle behind this program and accordingly have
sought ways to reinvolve private sector risk participation. In 1983, FcClA
conferred with several reinsurance® brokers but found that its overall
pool of business was not attractive enough to interest reinsurers at a
reasonable cost. As part of its efforts to reattract risk participation, FCLA
initiated a project to separate its business into two pools—a national
interest pool and a potentially profitable pool.

In 1986, Fcl1A established criteria for allocating accounts to the two risk
pools based upon a number of factors, including premiums earned, loss
experience, country risks, and administrative costs. Certain types of pol-
icies, including all policies for financial institutions and medium-term,
single buyer policies, were excluded from the potentially profitable pool

?Reinsurance is nsurance obtamed by insurance firms Reinsurance spreads the risks among many
insurance firms, thus reducing the risk of major loss to any one firm. Remsurance brokers help to
arrange for this reinsurance.
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Overlaps and
Complexity of
Program Management

because of their poor loss experience. Small business policies were also
excluded due to their relatively small premiums and high administrative
costs. Of the remaining approximately 600 policies as of October 1986,
FCIA had classified 234, having a total estimated annual premium of $6.3
million, as potentially profitable.

FClA officials said they have not yet developed a methodology for allo-
cating costs to each risk pool. They believe that it would not be advisa-
ble t¢ approach potential member companies or reinsurers to seek risk
participation until they have more data on the potentially profitable
business.

Based on past events and our discussions with FCIA member firms, it is
doubtful, in the near term, that FCIA can attract significant private sec-
tor risk participation through membership in the Association. Eighty
five percent of the present and former member companies we inter-
viewed told us that, under present conditions, they would be unlikely to
renew participation in FCIA. Half of these companies said they would
consider renewing risk participation in FCIA but only under certain cir-
cumstances, principally the reasonable expectation of making a profit
and greater member control over FCLA decisionmaking. The remainder
said that they would not consider renewing participation under any
conditions.

In April 1987, rcia’s President told us that the Association is positioning
itself for an eventual reinvolvement of the private sector by obtaining
reinsurance from the private sector or reattracting members to the
Association. Because of the presently limited availability of private rein-
surance, however, he saw no reason to attempt to obtain reinsurance at
this time.

Several overlaps in program management result from Eximbank’s need
to control FClA operations which place the government at risk. For exam-
ple, Eximbank maintains accounting control over FCIA's cash position,
allowing Fcia enough cash on hand to cover operating expenses but
requiring that all excess cash be remitted and that claims be paid
through an Eximbank account. A system of delegated authority and
approval requirements for underwriting decisions has also been devel-
oped, as shown in table 2.1.
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Table 2.1: FCIA Underwriting Delegations
and Approval Authority

|
Potential exposure Approval authority
Buyer exposures of up to $1 million, FCIA underwriting department

multibuyer nonbank policies up to $1 milion
on new Issues and $5 million on renewals

Buyer exposures from $1 millon to $2 million, FCIA risk committee
multibuyer policies from $5 million to $10

million

Buyer exposures from $2 million to $3.5 FCIA plenary committee with Eximbank
million, multibuyer policies from $10 million to concurrence

$20 milion

Buyer exposures over $3.5 million, multibuyer Eximbank Beard of Directors or Loan
policies over $20 million Committee

Source FCIA

FCLA risk and plenary committees meet three times each week as neces-
sary to review and approve underwriting decisions. If an Eximbank rep-
resentative is not present at a plenary committee meeting, FCla sends its
recommendations to Eximbank by overnight mail and Eximbank telexes
its concurrence or nonconcurrence to FCIA. FCIA also reviews and makes
recommendations on major proposed actions that require approval of
Eximbank’s Board of Directors. According to an FCIA official, such
Eximbank approvals normally take from 2 to 3 weeks.

FCIA's approval authority may be further restricted by Eximbank’s table
of restricted countries and limitation schedules, which establishes the
maximum amounts of coverage and specifies required terms of payment
for selected countries. Certain products and buyers also fall outside the
normal delegations of authority. For example, insurance for sales of

(1) natural gas and petroleum products, (2) aircraft to government enti-
ties, and (3} any product to foreign military or police authorities must
receive prior Eximbank approval.

Eximbank maintains a separate claims and recoveries department,
which processes for approval all political claims and commercial claims
over $750 thousand (commercial claims under $750 thousand are
approved by FCIA). Eximbank also approves political claims payments
and concurs with the payment of commercial claims authorized by FClA.
When there is nonconcurrence, claims are sent to Eximbank for further
consideration. Claims processed by Eximbank are authorized for pay-
ment by the Loan Committee, or the Board of Directors when the
amount exceeds $2 million. Eximbank is also responsible for making
recoveries relating to political claims, whereas FCIA generally handles all
commercial recovery efforts. In some cases, these recovery functions
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can also overlap. Figure 2.1 illustrates the coordination required on
claims payments.

Figure 2.1: Claims Payment Process

Policyholder

Payment

Some Payments

and Notices of ———® Ciaims
Reschedulings FCIA Claims Division Approval Committee
¢
Claim
Claim Fung
Transfer
EXIMBANK
Claims and Recoveries
Division

Approval Approval

Board of Loan
Directors Committee

Fcia and Eximbank accounting and financial management systems also
overlap. FClA maintains separate accounting records for FCIA and
Eximbank business. However, because of differences in Eximbank and
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FCIA Provides Certain
Advantages

FCIA financial management systems, FCIA is required to manually extract
some financial data from its books and records for monthly reports to
Eximbank, and Eximbank manually enters this data into its automated
information system. FCIA also sends data to Eximbank on insured ship-
ments and insurance authorizations for entry into Eximbank'’s data sys-
tem. At the time of our review, rcia and Eximbank were considering
ways to better integrate their automated data systems.

FCIA has served as Eximbank’s agent for 25 years, and there are a
number of advantages to this exclusive agency arrangement. FCIA has an
established identity in the marketplace and has demonstrated its ability
to serve the exporting community in a professional manner. It has devel-
oped a knowledge of its customers and their markets and an interna-
tional underwriting expertise that would, at least for the short term, be
difficult to replace. Having developed a knowledge of trade finance,
international banking, insurance documentation requirements, claims
administration and other legal aspects of the business, FCIA’s staff is
familiar with the needs of exporters and financial institutions that
finance export sales.

FCIA has private industry participation on its Board of Directors, so it
brings private sector influence to the delivery of Eximbank’s insurance
program. Its private association status has also provided flexibility in
both managing its work force and responding to changing forces in the
marketplace. This flexibility is important, especially in an environment
where claims and recoveries and underwriting activities can vary signif-
icantly in a short time period.

During our review, we noted that several officials of private export
credit insurance firms were former FCIA employees. FCIA has thus been
instrumental in providing some of the experience in this specialized line
of insurance that now exists in the private market.
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Major Providers of
Export Credit
Insurance

Export credit insurance is a small and non-traditional line of insurance
offered by few private insurance underwriters in the United States and
Europe. Data concerning this insurance are not systematically compiled
or made public. We obtained a general perspective on the size and activi-
ties of the export credit insurance industry through discussions with
underwriters and brokers and through reviewing data provided by the
underwriters, industry experts’ estimates, and other studies.

We found no evidence that the industry would assume all of the risks
presently insured by the government through Fcia. Some of these risks
would be potentially insurable in the private market, but the magnitude
of this privately insurable segment is not known. One private U.S. based
insurer offers an insurance program that is generally comparable to that
of FCIA, but terms and conditions of coverage and the countries open for
coverage can differ from that available from FcCla.

The private export credit insurance market consists of insurance bro-
kers who assist in placing most of this insurance; insurance firms'
underwriting managers, who issue and service policies; and insurance
firms (including reinsurance firms) that assume risks on the policies.

Figure 3.1 shows the participants involved in the delivery of export
credit insurance in the United States through the Lloyds of London mar-
ket, other private underwriters, or FCIA.

From our discussions with government and industry participants and
our review of prior studies, we identified eight domestic underwriters of
export credit insurance. Two of these underwriters were managers for
Lloyds of London syndicates; two ceased writing export credit insur-
ance; and three entered this market during our review. Only AIU offered
an insurance program generally comparable to that of the FCIA. As
shown in table 3.1, all eight underwriters had entered this market since
1975.
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Figure 3.1: Export Credit Insurance
Industry Participants
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Table 3.1: U.S. Underwriters of Export
Credit Insurance

Private Insurance
Coverage and
Underwriting
Approach

Entered

Underwriter market Comments

American international Underwriters 1975 Offers commercial and political risk

(AlU), a division of AIG, on behalf of coverage for both sovereign and

various AlG insurance firms private buyers.

Universal Investment Consultants 1983 Offers political risk coverage for

Ltd , on behalf of Crum and Forster sovereign buyers.

Insurance organization

American Credit Indemnity Co. 1986 Ofters commercial risk coverage for
sales to private buyers in Western
Europe.

Citicorp International Trade Indemnity, 1987 Planned to be?in operations in May

Inc. 1987 and to offer political risk
coverage for private buyers and
political and commercial risk coverage
far public buyers.

Trade Credit Underwriters, Inc. on 1985 Offered political and commercial nsk

behalf of Aetna Casualty and Surety coverage. Terminated business in

Company October 1986 due primarily to lack of
reinsurance.

CiGNA Worldwide. Inc. 1981 Offered both political and commercial
nsk coverage. Terminated program in
December 1986.

Prafessional Indemnity Agency, on 1087 Began operations at the time of our

behalf of Lloyds syndicates review and offered political risk
coverage for both private and public
buyers.

Global Special Risks. Inc , on behalf of 1987 Began offering political risk coverage

Lloyds syndicates in January 1987 for sovereign buyers
and private buyers with government
backing.

Several European-based private insurers offer export credit insurance.
The Lloyds of London market (underwriting through various syndi-
cates) provides political risk insurance. It also is a major source of politi-
cal risk reinsurance for firms that are primary insurers of export credit
transactions.

A variety of insurance coverages are available in the private insurance
market. All eight of the private firms we contacted offered or had
offered some coverage for some types of transactions insured by FCIA.
Five of them currently offer or planned to offer political risk protection
for export transactions involving public buyers. However, only two of
the domestic underwriters we identified currently offer commercial
credit risk protection for export transactions involving private buyers,
and one of these restricts its insurance to cover exports to Western
Europe.
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Private underwriters offer political risk coverage for investments in
assets as well as trade transactions. The investment-related insurance
covers confiscation, expropriation, and nationalization risks and would
be similar to that provided by the government through its Overseas Pri-
vate Investment Corporation. Because private insurers can provide a
variety of insurance coverage, they can write policies to cover invest-
ment and trade-related transactions and domestic and foreign-sourced
products.

FCIA’s export credit insurance can cover both the commercial credit and
political risks of an exporter’s transactions with public or private buy-
ers. Only one private domestic firm currently offers this coverage on
both a whole or limited turnover basis and an individual transaction
basis.'

The private underwriters we contacted have relatively few employees
underwriting and servicing trade credit insurance compared with FCIA.
The insureds are expected to retain more of the risk and to have the
capability to evaluate and monitor their buyers’ creditworthiness and
collect the trade debts. Private underwriters generally prefer to insure
the larger and more experienced exporting firms because they would
more likely have these needed capabilities. High minimum premiums are
used to screen out smaller exporters that generate low premiums and
entail relatively higher administrative costs to the insurers; one insurer,
for example, has established a usual minimum premium of $50.000 per
year.

Private insurers also require longer waiting periods before claims can be
filed than does FC1a. The longer waiting periods and greater risk reten-
tion are techniques used by private insurers to encourage insureds to
actively pursue collections before filing a claim.

Three private underwriters told us that they were somewhat selective in
the products they insured. One for example, preferred to insure non-
luxury products, such as food, pharmaceuticals, and essential industry
inputs, that would have a greater likelihood of being paid in the event of
country debt problems.

'Whole turnover and limited turnover policies cover all or a meaningful part of the export transac-
tions of the insured. Transaction-by-transaction (single sale) policies cover a particular transaction
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Competition between FCla and the private underwriters could occur on
two levels; (1) technical (i.e., premium rates and policy terms and condi-
tions) and (2) program (i.e., overall insurance coverage provided). As
noted earlier, only one private domestic insurer offered a program that
was comparable to that of FCIA.

Based on our interviews with and data gathered from eight private
insurers of export credit transactions and from our discussions with 10
insurance brokers, we noted that there are some areas of competition for
business between FCIA and private insurers. Four private insurers
believed that the competition had inhibited, or they expect it to inhibit,
the growth of their business and four believed that there was little or no
competition. All the insurers thought that there was a role for both the
government and private insurers in providing export credit insurance.

Two of the insurance firms told us that FCIA had an advantage over pri-
vate firms, particularly in offering lower premiums. Other factors favor-
ing FCIA's insurance included government provision of up to 100 percent
political risk coverage, insurance of interest on the trade debts, and
other underwriting practices, such as short waiting periods for filing
claims.

Private underwriters cited several areas where there was little or no
competition with FC1a, including insuring of foreign-sourced transac-
tions, small and inexperienced exporters, defense products, and finan-
cial institutions. The smaller and inexperienced exporters generally are
not attractive to private insurers because of the relatively high adminis-
trative costs associated with this business. Banks also are not generally
sought by private insurers because of their perceptions that those debts
entailed large risks and that banks are prime candidates to be involved
in debt rescheduling.

FCIA Policyholders and
Insurance Broker Views on
FCIA and Private
Insurance

Forty percent of the exporters and 78 percent of the financial institu-
tions responding to our questionnaires were aware of private insurance
offerings. The respondents noted that FCIA’s advantages over private
insurance involved its backing by the government, its reliability, its
availability for small policies, and its lower cost. Table 3.2 shows the
most frequently cited areas that policyholders rated as of moderate or
greater importance in selecting FCIA as their insurer.
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Table 3.2: FCIA Advantages Over Private
Ingurance

Figures in percent

Cited as Important by

Financial
Area Exporters® Institutions®
Confidence in backing by U S government 76 87
FCIA provides 95 to 100% political risk coverage 67 81
FCIA considered more reliable 58 61
FCIA willing to cover smaller policies 53 51
FCIA premium rates more favorable 58 53

®Based on 45 exporters aware of private insurance

PBased on 94 financial institutions aware of private nsurance

Insurance brokers we interviewed cited the following advantages and
disadvantages of private insurance.

Tabile 3.3: Advantages and
Disadvantages of Private Insurance

Market Development,
Trends, and Future
Prospects

-
RUEEE

A._d;anMQes - o Disadvantages

More flexible in pricing and other terms and ~ Costs more.
in tallonng policies to meet the clients’
needs

More countries open for coverage. Insureds retain more risks.

No foreign content imitation and fewer other  Waiting periods for filing claims are longer
restrictions

Fewer administrative requirements. Capacity of the private insurers 1s uncertain.

Seven of the 10 insurance brokers we interviewed believed that the area
for probable competition between private insurers and FCla was rela-
tively small. The area where FCLA and private insurers compete is for the
larger exporters. They saw, for example, little or no competition for
smaller exporting firms and banks. In some cases the exporters will pur-
chase both rciA and private insurance because of restrictions on types of
transactions which can be insured by FCIA ( e.g., foreign content, defense
products, and country restrictions).

The Lloyds of London market traditionally has been a primary source
for private trade-related political risk insurance. Since 1975, several
U.S. firms have entered the market and some have withdrawn. A 1982
Eximbank study noted that four major domestic firms were then offer-
ing political risk insurance and that one of them also offered coverage
for commercial credit risks. The study observed that the industry was in
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its infancy and that the capacity of the firms and the coverage offered
were limited.

The study estimated that the private capacity for export credit insur-
ance was about $1 billion, compared with about $6 billion insured by
FCIA at that time. Private insurers from whom we obtained data pro-
vided various estimates of current insurance written. Those estimates,
however, could not be directly compared to the $3.4 billion insured by
FCla in 1986. For example, they included insurance for exports from
other countries and excluded some risks which are covered in combina-
tion trade and investment-related insurance policies. Because of these
and other data limitations, we were not able to make a meaningful esti-
mate of the insurance written by private insurers or of the value of
exports insured.

An indicator of the capacity of the private insurance market to provide
export credit insurance is the availability of reinsurance for the primary
insurers. Insurers obtain reinsurance for a large portion of their poten-
tial liability under the policies written. The terms and conditions of the
reinsurance are also important determinants of the nature and extent of
coverage which can be offered by the primary insurers. For example,
the reinsurance agreements in some cases may exclude coverage of
credit sales with repayment terms over 3 years, sales to certain coun-
tries, and certain types of risks.

Reinsurance agreements also limit the amount of risk which can be
assumed, on a per risk basis, per country basis, and in the aggregate.
One private underwriter we contacted said that because of per country
exposure limits, it could not write insurance for the last year in some
countries. Given the small number of private export credit underwriters
at present, the per country (particularly developing countries which
pose substantial political risks) and aggregate risk limits could, we
believe, pose a basic restraint on the ability of the private market to
assume the risks presently insured by the FCIA.

Eximbank’s 1982 study of the private market observed that reinsurance
was not a constraint at that time on the growth of the private export
credit insurance market. Private underwriters told us that reinsurance
availability now was much more constrained. One insurer’s per risk lim-
its for some insurance coverages, for example, are down by as much as
85 percent since 1984. One private underwriter that started operations
in early 1985 ceased operations in 1986 primarily because it was unable
to obtain reinsurance. Private underwriters, from whom we obtained
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information and studies of the market, principally attributed this con-
traction in reinsurance availability to the unfavorable conditions in the
property and casualty insurance industry.

Private export credit insurance is subject to the cyclical swings in the
property and casualty insurance industry as are major lines of insur-
ance. Given the small and non-traditional status of export credit insur-
ance, we believe this class of insurance may be even more vulnerable to
these swings than major lines of insurance.

These cycles affect the profitability of the industry and, consequently,
the capacity of the industry to undertake risks. Some industry analysts
consider the latest cycle to be much more severe than usual. The period
from 1978 to 1984 has been characterized as being a soft market for
property and casualty firms involving intensive price competition, large
underwriting losses, and high interest rates. Underwriting capacity was
generally abundant and insurers (including reinsurers) were actively
seeking new sources of income and ways of maintaining market shares
and clients.

In addition to large annual underwriting losses between 1979 and 1985,
the industry also reported net operating losses in 1984 and 1985. With
insurance industry capital more constrained, the capacity of the indus-
try to assume risks was likewise constrained. Export credit insurance
was affected through reduced limits of liability offered by the providers
of these lines and, in some cases, elimination of the lines altogether.
Nevertheless, some new underwriters have entered the market in recent
years.

The private market for export credit insurance has certain characteris-
tics and problems which may have limited its maturity to date or may
affect its future development. Potential problems in attracting and
retaining private sector participation in export credit insurance include
the non-traditional nature of this insurance, the high visibility surround-
ing recent international debt problems, and the difficulty in predicting
future claims losses.

In addition, there is some uncertainty over the impact of proposed New
York State legislation which would require that financial guarantees be
underwritten by monoline insurance firms rather than the traditional
multiline insurance firms. Should export credit insurance coverage be
deemed to be financial guarantees under this proposed legislation, we
believe this could possibly discourage some insurers from entering the
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market. One domestic underwriter that left the market in 1986 cited this
regulatory uncertainty as contributing to its withdrawal from this
insurance,
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Analysis of Program
Operations

Since its inception, FCIA has insured nearly $70 billion in U.S. exports.
The value of shipments insured grew from an average of $811 million
annually between 1962 and 1974 to a high of about $7.4 billion in 1980.
Program losses during the first 18 years were relatively small. However.
a surge of claims starting in 1978 as a result of adverse economic condi-
tions in Venezuela and the political situation in Iran and continuing
through the developing countries’ debt problems of the 1980s, caused
cumulative program losses of about $360 million as of September 30,
1986. The value of insured shipments declined from $6.6 billion in 1982
to $3.4 billion in 1986 due to decreased demand for FCia insurance.

Until 1980, Fc1a operated at a small profit, but major claims amounting
to more than $290 million between 1981-84 have caused the program to
generally operate at a deficit. Through 1986, Fcia has reported net losses
of $44.6 million {cumulative losses of $221.1 million less $176.5 million
ceded to Eximbank under its reinsurance agreement). In 1986, Fc1a
reported a $62 million profit (on a statutory accounting basis), which
resulted from an accounting adjustment to its loss reserves to reflect an
improvement in its underwriting experience.

Eximbank reported an additional $141.4 million in cumulative net losses
on insurance policies written for its own account, making the combined
net loss of about $360 million as of September 30, 1986. The FCLA and
Eximbank program results we summarized were not directly comparable
because of differences in Fcia and Eximbank accounting methods and
other accounting practices peculiar to the agency arrangement. The
combined program results shown in appendix I, therefore, are estimates
we derived from FcCIA financial statements and Eximbank program
reports.

Insured Shipments and
Exposure

One measure of program effectiveness is the value of exports the insur-
ance program supports. Our analysis of FCIA’s shipment data showed
that the program insured a generally increasing level of export ship-
ments through 1980 before leveling off in 1981 and 1982 and declining
thereafter. From 1962 to 1974 rcLa-insured shipments averaged $811
million per year; from 1975 to 1980 they grew to an average of $4.3
billion per year. Between 1981 and 1984 the insured value peaked at an
average $5.7 billion per year, then fell to $4.1 billion in 1985 and $3.4
billion in 1986. Although total insured shipments have declined. FCLa
continues to insure a significant volume of shipments to some of the
riskier markets in Latin America, Africa, and other regions.
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Figure 4.1 shows rcia-insured shipments by policy type for fiscal years
1982 to 1986. Short-term multibuyer policies accounted for the largest
share of FCIA's insured shipments in each fiscal year. Shipments under
policies held by financial institutions rose from $85 million in 1982 to
$1.9 billion in 1984 before declining to $1.0 billion in 1986. Shipments
under policies which were medium-term (for credit sales usually from 1
to 7 years) fell from a total of $240 million in 1982 to $74 million, or 2.2
percent of total insured shipments in 1986. Shipments under all other
FCIA policies amounted to $111 million, or less than 4 percent of total
shipments in 1986.

Figure 4.1: FCIA Insured Shipments by

Policy Type
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Eximbank and FCIA monitor potential liability for losses through out-
standing insurance exposure, which measures the total of approved
credit limits under all policies outstanding at any point in time. At Sep-
tember 30, 1986, FCIA reported total outstanding insurance exposure of
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nearly $5.2 billion, half of which was in the riskier markets of Latin
America, the Middle East, and Africa. (See table 4.1.)

Table 4.1: Insurance Exposure by
Geographic Region

Exposure

{millions) (percent)
Latin America $2.020 39
Europe 1,522 30
Asia 1,055 20
Middle East 308 6
Afnica 261 5
Canada 15 .
Total $5,181 100

Source FCla

While Eximbank and FCIA tightened up on country limitations and
underwriting policies after the major claim losses in 1982 and 1983, pro-
gram shipment and exposure data indicate that they continue to insure a
significant amount of business in developing countries.

Claims and Recoveries

Analysis of
Administrative
Expenses and Other
Costs

From 1980 through 1986, rFcia and Eximbank paid $735 million in claims
and collected about $205 million in recoveries. Qur analysis of claims
which were open for recovery as of September 30, 1986 ($525 million),
showed that five countries—Mexico, Venezuela, Argentina, Ecuador,
and Saudi Arabia—accounted for 74 percent of the total.

We did not attempt to estimate the portion of potential recoveries that
can actually be realized, but inventories of recoverable claims could rep-
resent a substantial future recoupment of past claims losses.

Cumulative FCIA general and administrative expenses totaled $99.0 mil-
lion through fiscal year 1986, and accounted for 36 percent of total pre-
mium income. In 1986, FCIA spent $9.8 million for general and
administrative expenses—$5.7 million for salaries and employee bene-
fits; $1.6 million for rent and depreciation; $590,000 for auditing, con-
sulting, and employment agency fees; $311,000 for travel and
entertainment; and $1.6 million for all other expenses.

In addition to these FCi1A expenses, Eximbank spent an estimated $37.6

million for administering the insurance program through 1986.
Eximbank allocates a portion of its expenses to the insurance program
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($3.3 million in fiscal year 1986) based on estimates of staff time
devoted to that program. Eximbank’s current estimates of its adminis-
trative expenses for the insurance program were derived from staff time
data for a sample 4-week period in 1983. The Eximbank administrative
expense allocations therefore may not be representative of resources
presently devoted to the insurance program.

The program’s ratio of expenses to premium income has been signifi-
cantly higher than those of other Berne Union member countries and
also is high compared with the average for private property and casu-
alty insurance firms. Private insurance firms’ ratios have ranged
between 25 to 30 percent during the last 20 years. The ratio of Fcia
expenses (including taxes and commissions) to total premium income in
1986 was 63 percent. The expense ratio for the insurance program,
including Eximbank expenses, was 69 percent. The program'’s expense
ratio has been adversely affected by the recent downturn in business
volume. To the extent that some of the expenses are fixed in the short
term, the expense ratio could be reduced by increasing the volume of
insured exports and premium income. Also, as noted in chapter 1, the
program insures a large number of small exporters. These policies entail
relatively high administrative costs. Yet, as a result of staff reductions
and other cost controls, FCIA's general and administrative expenses have
increased little in recent years.

Between 1981-86, FClA's total general and administrative expenses
increased by 6.5 percent, from $9.2 million to $9.8 million, and expenses
for 1987 are again budgeted at $9.8 million. Average salaries and bene-
fits have increased, but FCIA’s total staff declined 34 percent from 1981
to 1986. Personnel turnover has been between 25 to 35 percent annu-
ally, and according to ¥CIiA officials, has contributed to rcia’s financial
and information management problems. (See table 4.2.)

Table 4.2: FCIA Staffing, Salary and
Benefits, and Turnover (Fiscal Years 1981-
86)

Salary and benefits Turnover

Average Total rate

Year staff (millions) Average (percent)
1981 242 $58 $23,967 35
1982 223 6.0 26,906 28
1983 197 59 29,949 32
1984 191 56 29.319 32
1985 173 57 32,948 25
1986 159 57 35849 34

Source FCIA
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FCLA uses annual budget and compensation reviews to control general
and administrative expenses. This budget process requires that each of
its divisions provide the Finance Department with a proposed operating
budget during the last quarter of the fiscal year. Finance reviews the
proposals along with the latest monthly expense report, comparing
actual expenses to the current year's budget and FcIA goals and objec-
tives as established by the Association’s President. Any questions relat-
ing to the budget proposals are discussed and resolved with division
management. The President reviews and approves all budgeted expense
items, after they are compiled by the Finance Department. The consoli-
dated FcCla budget is reviewed by FCIA's Budget Committee, which in turn
makes recommendations to the FCla Board of Directors. The Board nor-
mally approves the budget at its September meeting.

FCIA uses a similar review process for setting annual employee compen-
sation. Compensation levels for all FCIA employees, including senior
executives, are based on job requirements and data developed by a con-
sulting firm. The consultant provides FCIA with an annual survey of sal-
aries paid by more than 1,000 companies nationwide on a regional and
industry basis. FCIA determines the reasonableness of its salaries
through comparisons to the industry-wide averages.

FCIA management recommends annual salary increases for each
employee based on the employee’s performance compared with estab-
lished goals. These recommendations are reviewed by the Human
Resources Department and then submitted to FClA’s President for final
approval. For the President and Senior Vice President, Eximbank
directed that as of January 1, 1987, salaries be increased based on an
inflation factor for the prior year. The factor is developed by the rciA
Compensation Committee and approved by the FCIA Board of Directors.
As with the Budget Committee, the Compensation Committee is com-
posed of two to three Eximbank and member firms’ representatives and
cannot include an officer or employee of FCIA.

FCIA employees are also eligible for special compensation bonuses based
on performance which substantially exceeds requirements. The total
amount of special compensation bonuses is limited to a maximum of one
percent of the budgeted FcCiA payroll.

In our opinion, the budget and compensation oversight procedures pro-

vide Eximbank with an adequate means for overseeing FCIA's general
and administrative expenses.
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Payment of State Taxes on
Premium Income

FCIA Plan to Improve
Program Effectiveness

The payment of state taxes is a program cost associated with the pre-
sent FC1A/Eximbank relationship. State taxes are paid on the portion of
premiums representing commercial credit risks insured. No state taxes
are paid on the political risks insured directly by Eximbank. From 1984
to 1986, this state tax amounted to $957,000.

In 19856, Eximbank asked the Department of Justice to provide an opin-
ion on various aspects of state regulation of export credit insurance. In
1986, after receiving an opinion on one aspect of state regulation,
Eximbank renewed its request on other aspects and included in the
request the issue of whether rc1A and/or Eximbank was required to pay
state premium taxes. At the time we completed our review, the Depart-
ment of Justice had not responded to the renewed request.

In 1984, FciA developed a strategic plan to improve its operations. The
plan addressed Eximbank’s concerns about large claim losses and the
drop in business during 1982 and 1983 and established four major goals:
(1) to make a profit, (2) to promote U.S. exports, (3) to improve cus-
tomer service, and (4) to improve its working relationship with
Eximbank in support of the other goals. The plan outlined steps to rede-
sign products; to improve marketing, customer service, and underwrit-
ing; and to increase recoveries.

In 1985, Eximbank’s Board of Directors accepted FCIA's plan but modi-
fied its overall strategy to provide that FciA develop and implement the
financial, managerial, and underwriting techniques necessary to become
a financially self-sustaining business by the year 1990. The Board also
approved the following long-term objectives for FCIA.

Promote U.S. exports by marketing, selling, and servicing credit insur-
ance policies for the U.S. export community.

Achieve and maintain a high level of service for all program users and a
system to evaluate such service.

Optimize the current and future role of private export credit insurance.
Provide special products, facilities, and other support at the request of
Eximbank.

Develop and maintain a system to evaluate insurance products.

Each year the strategic plan is updated and performance monitored

through an annual operating plan which reviews accomplishments and
progress.
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Product Development

Product development has been one of the areas considered most critical
to FCIA's long-term viability. The strategic plan noted that FCIA's insur-
ance products had remained nearly unchanged since inception and gen-
erally were not flexible enough for the markets they served. The
product improvement plan included steps to develop products that
reflected user needs and simplified existing policy conditions. FciA also
endeavored to develop new products and improve its existing products

for small businesses, recognizing their lack of knowledge about export-
ing, vulnerability to large losses, and need for financing.

In 1984, FCliA established a product development unit for product
research, development, and market introduction, It also formed a
number of industry user advisory groups to help ensure that products
were designed in response to market needs. Product development results
have included the introduction of a number of new insurance policies
and enhancements to existing policy offerings.

Marketing

In addition to using insurance brokers, FCIA uses a direct marketing
approach. Regional offices have primary responsibility for selling Fc1a
insurance. However, most of its insurance premiums are generated
through business serviced by brokers. FciA has attempted to increase its
sales through improving direct marketing efforts and through more
effective use of brokers, banks, and other intermediaries.

FCIA’s marketing department includes a marketing management unit at
headquarters and regional marketing offices in Chicago, Houston, Los
Angeles, Miami, and New York City. The cost of operating the regional
offices accounts for about 80 percent of total marketing expenses (See
table 4.3.) and is more than the amount paid annually in brokerage
commissions.

Table 4.3: FCIA Marketing Expenses and
Brokers’ Commissions

Marketing Regional markzg:lagl Brokers’
Fiscal year management offices expenses commissions
1985 $353,589 $1.879,680 $2,233,278 $1,242,000
1986 438,955 1.548,231 1,987,186 1,395,000
1987 (Budget) 431,600 1.478,080 1,909,680 1,550,000

Source: FCIA
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The decrease in marketing expenses primarily was due to staff reduc-
tions, centralizing underwriting functions at headquarters, and transfer-
ring product development activities from the marketing department.
Prior to 1985, regional offices were responsible for underwriting new
policies, but all underwriting is now performed at FCia headquarters.

FCIA’s Vice President for Marketing told us that the primary new mar-
keting strategy is to identify sales prospects through a direct mail cam-
paign. Regional offices then make follow-up contacts with prospective
clients. During fiscal year 1986, they conducted nearly 22,000 direct
marketing calls and made approximately 3,300 visits to exporters and
distributors, resulting in the addition of about 80 new policyholders.
Data was not readily available to compute the average cost of soliciting
these policies compared with the premium income generated, so we
could not assess the cost-effectiveness of FCIA's direct marketing efforts.

More Effective Use of
Intermediaries

FCIA has attempted to make better use of brokers by liberalizing its bro-
ker registration requirements, increasing financial incentives, and
improving training. At its 1987 meeting with brokers, FCIA agreed to
review a recent suggestion made by the brokers to substitute a higher
first-year commission rate for the one-time bonus presently paid for pol-
icy renewals. The brokers indicated that this would be closer to the pro-
cedures followed by private insurers.

FCIA has also recognized the importance of banks and others (e.g., trade
associations) as distribution outlets for its insurance. FCiA officials told
us that banks often directed exporters to purchase FCIA insurance prior
to financing their foreign receivables. As a result, banks play an impor-
tant role in the sale of FCIA insurance to small and medium-sized busi-
nesses. Administrators of umbrella policies can aiso help FCIA in
reaching small and inexperienced exporters. FCIA officials also noted
that the Commerce Department’s International Trade Administration as
well as state and county agencies could enhance FCIA’s marketing
through promotion of the insurance program.

Overall, rFcla’s marketing efforts during 1986 cost about $2 million and
brought in 350 new insureds. Eighty of these insureds resulted from FCia
direct marketing efforts and the other 270 were obtained through FC1A’s
joint efforts with brokers, banks, and other intermediaries. Based on
these results, we believe that FC1A should examine the cost-effectiveness
of its direct marketing program and consider whether more emphasis
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should be placed on promoting its products through brokers and other
intermediaries.

Customer Service

FCIA’s strategic plan concluded that the general level of its service was
not as good as that of the private sector and cited the loss of some major
customers (representing annual premiums of $1.3 million) to private
insurers as evidence of customers’ desire for more responsive service.
Therefore, its number one priority for the past several years has been to
improve customer service. FCIA's President stated that the previous high
level of customer complaints has been reduced and that rciA is endeav-
oring to streamline its operations while improving service.

Two areas of particular importance in the customer service area include
the processing of insurance applications and processing of claims. For
example, buyer underwriting, for the most part, has been able to process
complete applications within the service standard time of 5 days and
exporter underwriting has been able to renew the majority of the mul-
tibuyer policies prior to their expiration dates. However, underwriting
decisions requiring Eximbank review generally take longer than those
made by Fcla. Our analysis of 100 applications reviewed by Eximbank
showed an average processing time of about 3 weeks for applications
requiring Loan Committee review and 5 weeks for Board of Directors
review.

FCIA officials told us that turnaround time for insurance claims has been
reduced significantly. Moreover, FCla has focused its efforts on promot-
ing customer retention and a service-oriented image and informing
exporters and banks about the value of export credit insurance in devel-
oping their international business activities.

Our survey of FCIA policyholders found that, overall, there was a rela-
tively high level of customer satisfaction with FCiA service. (See fig. 4.2.)
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Figure 4.2: Policyholder Satisfaction With FCIA Service.
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Although a large majority of policyholders expressed satisfaction with
FCIA's services, there were several areas where some policyholders were
not satisfied. About 70 percent of the exporters and financial institu-
tions which applied for buyer or bank credit limits, and which
responded to our question, noted that FCIA took 15 days or longer to act
on these requests; 23 percent of the exporters and financial institutions
considered this response time to be inadequate.

The time required to settle claims was also cited by the policyholders as
an area of concern; 23 percent of the exporters and 39 percent of the
financial institutions which had completed the claims process consid-
ered the settlement times to be unsatisfactory. Another 30 percent of
the exporters and 6 percent of the financial institutions considered the
settlement times to be marginally satisfactory.

Claims documentation requirements were considered to be moderately
or very excessive by 25 percent of the financial institutions and 12 per-
cent of the exporters responding to our survey.

We also surveved a sample of 53 former policyholders; 29 of them, or 55
percent, indicated they had been generally or very satisfied with Fcra
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service. Most of them attributed their satisfaction to having had few or
no problems with FCIA or to the helpful and attentive service they
received. However, 11 former policyholders were generally or very dis-
satisfied with the level of service provided. Our survey also showed that
37, or nearly 70 percent of the former policyholders, would consider
using FCIA insurance again in the future.

Underwriting

FCIA has centralized all exporter and buyer underwriting functions at its
New York headquarters.! In 1985, it transferred all buyer underwriting
from the regional offices to headquarters, and organized it into foreign
geographic areas. This centralization reduced costly and time-consuming
buyer information transfers between the regional offices and headquar-
ters and has enabled underwriters to become specialists in their
assigned geographic areas. In 1986, FC1a also centralized exporter under-
writing at headquarters. According to FCIA records, centralization has
reduced FCIA’s processing time for buyer credit limits to 5 days or less in
most cases; prior to centralization it may have taken weeks, according to
FCla officials. Processing time for policy renewals has also been
improved; for example, during June 1987, 88 percent of policy renewals
were performed on time, whereas previously only about 49 percent were
performed on time.

Increased Emphasis on
Recoveries

SO

Since 1983, FcIA has more than doubled the number of staff in its recov-
ery department. It has reorganized its management of recoveries into
geographic areas of responsibility and presently maintains contract rep-
resentatives in three foreign offices—Guadalajara and Mexico City,
Mexico, and Caracas, Venezuela. Typically, these offices assist the
recovery department by contacting overseas buyers and attorneys on
recovery cases as well as assisting on Eximbank collections. FCIA esti-
mated the cost of operating these offices in 1986 at $215,000.

FCIA's commercial recoveries increased from $3.5 million in 1983 to
$23.2 million in 1986. Recovery expenses in 1986 were about $1.1
million.

'Exporter underwriting is the process used to establish insurance policy limits based on the evalua-
tion of an exporter and 1ts export sales. Buyer underwriting is the process used for establishing credit
limits for specific buyers.
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During its audit of FCiA’s financial statements for fiscal year 1986,
Arthur Andersen & Co. identified accounting deficiencies, staffing prob-
lems (e.g., high turnover, lack of training) and a lack of written proce-
dures for the accounting functions. This created a weak overall internal
control environment, according to the independent auditors.

FCIA's accounting department has lost key management staff and other
experienced personnel during recent years, leaving it with a lack of ade-
quately trained accounting supervisors and personnel. At the time of
our review, FCIA was hiring additional staff and had replaced its chief
financial officer.

Most of the internal accounting control weaknesses identified by Arthur
Andersen & Co. required corrective actions to reconcile or make adjust-
ments to accounting records. These accounting problems raised ques-
tions regarding the reliability of FCIA's records and caused a delay in
completing the annual audit. In a letter to FCIA in July 1987, the auditors
noted that Fcia had addressed the control weaknesses and had corrected
its accounting records. The auditors rendered an unqualified opinion on
FCIA's financial statements for fiscal vears 1985 and 1986.

Problems in Management
of Information Resources

According to an rFciA official, FC1A’s April 1986 conversion to a new auto-
mated information system contributed to the accounting and reporting
deficiencies. For example, during the conversion. shipment data had to
be manually entered into the new system. Because of data entry errors,
some account balances in the new system were inaccurate,

Initially, FCLA computer processing services were provided by an outside
service bureau. However, rcia officials thought it would be more effi-
cient and cost-effective to have their own automated information sys-
tem. In December 1983, Eximbank authorized FClA to purchase a
computer and to develop its own data information system. Completion
of this project was not smooth, in large part because of the early,
unplanned termination of FCIA's contract with its service bureau (which
was going out of business) and the lack of systems expertise at FCIA.

During the testing of the new system, changes and enhancements were
made. Because the new system had to be used earlier than planned, the
FCia staff was primarily devoted to converting data from the old sys-
tems into the new system. Software programs were not sufficiently
tested, and data entered into the new system were not adequately
validated.
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During the conversion, FCiA and Arthur Andersen and Co. identified sev-
eral deficiencies. For example:

converted data were not thoroughly verified against the service bureau
data for accuracy and completeness;

many files were converted through manual data entry with no initial
comparison of the data entered with the source documents to ensure
that the converted files were valid; and

some of the data that should not have been converted were inadver-
tently carried over into the new data base and data that should have
been converted were not.

When it became apparent that Fcia lacked the management information
systems expertise necessary for the conversion, a new director was
hired for the management information department. FCiA, working with
Arthur Andersen & Co. systems consultants, is currently testing the
software, making modifications, improving the programs, and verifying
converted data to ensure their accuracy and reliability. According to
FCIA officials. completion of the conversion project will require an addi-
tional 2 to 3 years.

As part of our audit of Eximbank’s financial statements for fiscal year
1986, we recommended that the Chairman of Eximbank direct the
Eximbank’s Treasurer-Controller to monitor and report on FCIA'S prog-
ress toward resolving internal accounting control system weaknesses,
including completing and implementing the new computer system. to
ensure that financial information is accurately processed by Fcla and
correctly reported to Eximbank for inclusion in its financial statements
(Gao/aFMD 87-61, Aug. 31, 1987).
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Government
Involvement
Necessary to Meet
Present Program Goals

Congressional concern about the government'’s role in export credit
insurance was prompted by changes in the private export credit insur-
ance market, FCIA's function in providing the government insurance, and
the government’s willingness to underwrite export sales in less-devel-
oped countries.

Some of the transactions presently insured by the government are
potentially insurable in the private market. The availability of private
insurance, however, is subject to market forces, which make it an incon-
sistent source of risk protection for exporters. FCIA’s function has
changed from that of an insurer of commercial credit risks to that of a
cost-reimbursed administrator for the government program. Heavy pro-
gram losses, due principally to the debt problems in developing coun-
tries, caused FClA members to withdraw their risk participation. Former
member firms generally are not inclined to return to a risk-bearing role
under present circumstances. While FCIA has experienced some manage-
ment problems, steps have been taken to address many of these matters
and additional measures can be pursued to improve the economy, effi-
ciency, and effectiveness of the program and rciA operations. The extent
of risk that should be taken by the government is a policy decision that
must consider the goal of encouraging exports and a judgement as to
whether there is a sufficient likelihood that the insured debt will be
repaid. In some instances, Eximbank’s underwriting limits and restric-
tions govern FCIA's actions. However, FCIA and Eximbank data show that
substantial risks were taken.

The export credit insurance program has broad objectives for assisting
in the expansion of U.S. exports and providing a facility comparable to
those available to foreign exporters in major competitor countries. Vari-
ous other objectives are also pursued in the execution of the program,
such as assisting small exporting firms, involving the private sector in
delivery of the services, and operating the program to be self-sustaining.
Congressional assessment of the government'’s proper role and the
amount of government resources that would be justified would have to
consider the degree of emphasis desired on these various objectives.

When the Congress established the export credit insurance program in
1961, it recognized that the private market did not provide these ser-
vices. The private export credit insurance market developed somewhat
during the 1970s and early 1980s. However, few firms offer this insur-
ance and only one domestic insurer offers coverage comparable to that
offered by Fc1A. The private market has also been volatile; some firms
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have discontinued business in the last year, and others were starting up
operations at the time of our review. The current private capacity for
export credit insurance is also subject to the cyclical swings inherent in
the property and casualty insurance industry. This can cause severe
contractions or expansions in the availability of private insurance.

Private insurers’ business practices are generally more conducive to
dealing with the larger and more experienced exporters than with small
exporters. Banks also are not generally sought as policyholders by pri-
vate insurers because of the potential for debt rescheduling or other
unfavorable claims experience. A complete withdrawal by the govern-
ment from the export credit insurance business would likely leave a gap
that would not be filled by private firms at the present time. Consider-
ing the restrictions placed on FClA insurance and the practices of private
insurers, the marketplace appears to have niches for both the govern-
ment and the private sector.

At the same time, there is some competition for business between FCLA
and private insurers, particularly for certain large and experienced
exporters. How much of this business could or would be assumed by the
private sector if the government withdrew cannot be determined with
any certainty as it would depend on future decisions by the private
underwriters. Some of the business currently underwritten by the gov-
ernment could potentially be insured in the private sector.

Potential Impact of
Program

The level of U.S. exports depends on such factors as exchange rates and
demand for U.S. products. In our opinion, the availability of export
credit insurance by itself will not necessarily have a major impact on
increasing export sales. For example, its availability will not affect the
buying decisions of developing countries attempting to stabilize their
economies. Reducing imports has been one measure taken by countries
with debt problems to help stabilize their economies.

While recognizing the small portion of U.S. exports affected by the gov-
ernment’s insurance, the program may be helpful as a defensive strat-
egy. To ensure that U.S. exporters have a stable and reliable supply of
export credit insurance and to meet certain of the congressional objec-
tives (e.g., assuring U.S. exporters of a facility comparable to those of
major foreign competitors, supporting exports to risky markets, and
supporting small exporters) the government would need to provide this
insurance, at least in the near term.
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As discussed below, FCLA policyholders perceive this insurance as impor-
tant in helping them to expand their export sales as well as to obtain
financing and allay general risk concerns. Also, the policyholders per-
ceive that some of the insured exports would proceed and some would
be halted or be uncertain in the absence of the government'’s insurance.
Considering the small portion of exports covered by FCIA’s insurance,
these perceptions would not necessarily evidence a need for the govern-
ment program overall.

Policyholders’ Perceptions
on the Need for Insurance

During our review, we asked exporters how important several factors
were in their decision to obtain export credit insurance. About 58 per-
cent cited their desire to expand export sales as crucial or very impor-
tant; about 55 percent cited commercial risk of exporting to foreign
countries as crucial, and 47 percent cited the need to obtain bank financ-
ing as crucial or very important.

One of the ways Eximbank supports exports is by supporting the financ-
ing of such transactions. Banks are subject to regulatory as well as inter-
nal limits on foreign lending exposures. Eximbank’s insurance can
reduce the amount of exposure subject to the limits, thereby making
additional financing available. In answers to our questionnaire, 87 per-
cent of financial institutions (predominantly banks) cited political risk
as crucial or very important. Also, about 83 percent cited serving cli-
ents’ needs as crucial or very important; and about 68 percent cited com-
mercial risk as crucial or very important.

Responses to our survey of FClA policyholders also suggested that 11
percent of the dollar value of insured exports of financial institutions
and 73 percent of exporters’ insured shipments would proceed in the
absence of government insurance.

About bb percent of the exporters responding to our survey indicated
that without this insurance they would either halt or be undecided
about 20 percent or more of their exports. About 33 percent indicated
that they would proceed with all their exports if the insurance was
unavailable, while the remaining exporters estimated that from 2 to 10
percent of their exports would be in question.

An even higher percentage of financial institutions said that they would
withdraw significant financing for exports if government insurance was
unavailable. Approximately 95 percent indicated they would withdraw
or be uncertain of financing 20 percent or more of their clients’ insured
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Extent of Government
Involvement Could
Vary

exports. About 63 percent said that they would halt all financing of the
insured exports.

The extent of government involvement could vary from the present pro-
gram, which offers insurance to all applicants that meet the program
eligibility criteria. to a program in which the government would act only
as an insurer of last resort.

Retaining the present level of involvement continues an overlap between
some transactions which may be insured in the private market or by the
government. An insurer of last resort role would place emphasis on
reducing government interference with the private market and would
direct some of the current business to the private sector. Under either
option, there are additional actions that the government could take to
encourage the development of the private market.

Insurer of Last Resort

Under this option, the government would only insure transactions which
the private sector would not insure on reasonable terms and conditions.
This would likely benefit the development of the private market by
shifting the business of some of the larger experienced exporters to pri-
vate insurers. To the extent that this shift in clients’ exports caused the
government program to be concentrated on higher risk and higher
administrative cost business, the program would no longer be based on
spread of risks and, therefore, might represent a direct subsidy to
exporters supported under the program. Retention of an objective for
the program to be self-sustaining could require substantial increases in
insurance premiums, which could make it less attractive to exporters it
sought to help and less competitive with other foreign programs.

Under the last resort approach, controls would be needed to ensure that
the government did not write insurance in cases where the private sec-
tor would be willing to do this directly. Giving private insurers the right
of first refusal by requiring all applicants to seek quotes or to fill out
private applications could entail unnecessary delays and costs, since the
private market is not inclined to underwrite many transactions pres-
ently insured by the government. Moreover, determining whether the
terms and conditions offered by private insurers are ‘‘reasonable’” might
also be difficult.
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Underwriters, FCia member firms, and others we contacted pointed out
that one important way to encourage the development of the private
export credit insurance industry would be for the government to decline
to write insurance that the private sector would take on commercial
terms. Other suggestions included providing various forms of technical
and information assistance. Particular support was expressed for the
government to provide reinsurance to private insurers for transactions
for which the private sector lacked capacity.

Providing Reinsurance

The provision of facultative reinsurance (based on transaction-by-trans-
action decisions to underwrite) to qualified private insurers could serve
to stabilize and improve the capacity of the private insurers to take on
some transactions and might encourage some new insurers to enter the
market. Suitable guidelines would have to be developed and underwrit-
ing, risk assumption, and fee-sharing agreements would have to be nego-
tiated to ensure that government objectives were appropriately served.
Under this arrangement it would be important to assure that private
insurance firms retain a sufficient level of risk in the transactions
underwritten to ensure that sound underwriting practices are
maintained.

In addition, this approach would need to consider the availability of pri-
vate reinsurance to keep the government from competing with and dis-
placing private reinsurance. With the capacity fluctuations in the
insurance market, the advisability of providing such reinsurance would
have to be continually monitored.

Assuming that reinsured transactions are those that would have other-
wise been insured directly by the government, there would be little addi-
tional administrative cost to the government for providing the
reinsurance. The government would need to periodically evaluate this
reinsurance to ensure that its objectives were being accomplished in a
cost-effective manner.

Other Government/
Industry Relationships

Other options for government relationships with private insurers
include purchasing reinsurance from private insurers and joint under-
writing of risks (coinsurance).

Purchasing reinsurance places the private insurers in more of a passive
insurance role and leaves the government as the primary insurer. It
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Agent

would reduce the government's potential exposure in the program and

attain some private participation. With the present capacity constraints
in the private insurance market, this approach may not be feasible now.
As noted earlier, FCIA considers this to be a future option. '

Coinsurance arrangements could produce mutual benefits to both the
government and private sector. Coinsurance would require close moni-
toring by Eximbank to ensure that the government did not indirectly
support exports in contravention of existing program guidelines. Such
arrangements would benefit U.S. exporters by broadening the scope of
programs available to them. It would keep private insurers more
directly involved with the underwriting and claims process and also
draw on the relative strengths of the private market in non-traditional
credit terms and supplementary coverages. Such joint underwriting
arrangements are common practice within the insurance industry and
would not entail either the assumption of greater risk or cost to the
government.

Eximbank's use of FCIA has provided for private sector involvement in
the delivery of its insurance program. Recently FCLA experienced a series
of major claims and, since 1983, all but four of the private member com-
panies ended their participation in the Association. This forced
Eximbank to restructure its agency relationship with FCiA. Since this
restructuring, FCla has continued to operate as a private association, but
with complete indemnification from losses by Eximbank. At present
FCIA, in substance, is a cost-reimbursed contractor existing solely to
serve as administrator of the government’s export credit insurance
program.

The present non-risk-bearing role for FCIA is not what was intended
when the Association was established in 1961. Given the changes that
have taken place in the FclA/Eximbank relationship and the uncertain
prospects for future private sector risk participation, the need for the
present agency arrangement is not as compelling as it was in 1961. In
view of the various functions already performed by Eximbank under
this program, some or all of the functions now performed by FCIA could,
over time, be assumed by Eximbank. Whether Eximbank could maintain
or improve upon the level of service that FCIA has attained, however, is
unknown. A number of significant advantages in this arrangement con-
tinue to exist, however, and FCIA's services would be difficult to replace
in the short term. To do so could involve major program disruption if not
properly planned and implemented.
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FCIA has initiated actions to improve its operations, reduce costs, and
make its service more responsive. Also, its clients are generally satisfied
with the services provided and Fcia has certain advantages, including
recognized expertise and experience for delivering this specialized line
of insurance. It is a flexible resource and personnel can be added or
reduced in an efficient and effective manner to accommodate workload
changes.

FCla considers its present servicing agent status as temporary. However,
its plans to reattract private sector risk invoivement have not been
tested nor have deadlines been established for accomplishing this. Risk
participation through member firms seems doubtful at the present time
and, because of present conditions in the private insurance market, FCLa
is not presently attempting to obtain private reinsurance. Eximbank has
mandated that FCLA become self-supporting by the year 1990. Whether
or not it can achieve that goal depends on many factors, some of which
are beyvond FC1A’s control. Much depends, for instance, on U.S. exporters’
future demand for export credit insurance and on the stability of the
world marketplace.

Overall, we found that rcia has pursued the government'’s objectives for
the export credit insurance program and is providing satisfactory ser-
vices to its policyholders. We therefore support continuing the use of
FCIA as Eximbank’s agent.

While FCIA has restrained the growth in its general and administrative
expenses in recent years, the program'’s overall expense ratio is still rel-
atively high. Areas needing attention include personnel turnover, finan-
cial and information management, marketing costs, and some
inefficiencies in Eximbank and rc1a approval processes and data
processing functions.

FCIA has experienced a high level of employee turnover and problems in
financial and information resources management. If uncorrected, these
problems can adversely affect operating efficiency and internal controls.
As part of our recent audit of Eximbank financial statements, we recom-
mended that Eximbank monitor and report on FCIA's progress in resolv-
ing internal accounting control system weaknesses. Eximbank’s
Treasurer-Controller acknowledged the need for corrective action and
stated that he has been monitoring this situation. We believe that reduc-
ing employee turnover should also be given particular emphasis as a
way of improving FCIA’s internal controls as well as the efficiency of its
operations.
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Agency Comments

FCIA's direct marketing program which cost about $1.5 million in 1986
added relatively few new policyholders and its cost-effectiveness needs
to be compared to results obtained through brokers and other
intermediaries. To the extent that greater use could be made of the bro-
kers and other intermediaries in marketing FC1A insurance, the govern-
ment’s costs might be reduced. Additional assessment of this potential is
needed, however.

Eximbank and rcia should work together to streamline their agency
relationship to assure that the program is administered in the most effi-
cient and effective manner. For example, attention should be paid to
reducing the times required for underwriting and claims decisions.
Underwriting decisions requiring Eximbank approvals take several
weeks in many cases. Some policyholders we surveyed cited lengthy
underwriting processing time and the time required to settle claims as
areas of service that were not satisfactory. In addition, a better integra-
tion of FCIA and Eximbank’s automated data systems would reduce some
of the inefficiencies in the exchange of data between these
organizations.

We discussed a draft of this report with the President of FCLA and appro-
priate Eximbank officials, including the Senior Vice President for Insur-
ance and Banking and the Treasurer-Controller. The officials considered
our assessment of the export credit insurance program to be fair. They
also provided technical comments which were considered in preparing
this report. These officials agreed that there was a need for Fcia and
Eximbank to address FCiA's employee turnover, the cost-effectiveness of
the direct marketing program, and the inefficiencies in the FCLA-
Eximbank relationship.
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Appendix |

1

Eximbank Insurance Program Results Fiscal
Years 1962 - 1986

($ 000 Omitted) B
Cumulative Cumulative
through through
9/30/80 1981 1982 1983 1984 1985 1986 9/30/86
FCIA results
Premiums earned? $96.625 $22 960 $19.412 $11610 $13.232 $13,268 $12.242 $189.34g
Less:

Losses and loss adjustment

expenses Incurred® 42 687 21329 51.435 167 214 73,622 1,073 —60,782 296,578
Commissions and state premium -
taxes 14.904 3.431 4748 1472 1,669 1,554 1.676 29,454
General and administrative B
expenses 42.786 9197 9.387 9.360 9127 9,400 9.774 99,031
Underwniting income ~-3.752 —10997 -—-46158 -—166.436 —71186 1,241 61574 -235714
Other income 8,653 2,403 1.805 1.091 453 162 62 14,629
Net income $4,901 —$8594 —$44353 —8$165.345 —$70,733 $1 403 $61636 —$221,085
Ceded to Eximbank $0 $0 —$10,190 —8$158,595 —$70.733 $1.403 $61636 —$176,479

E;imbank resuits

Net premium income

$37,007 $6,106 $6,037 $7,312 $7.888 $9.780 $9 251 $83.381

Less:

Administrative expenses 20411 2,069 2211 2824 3.215 3.533 3.319 37.582
Claims, net of recoveries 43,673 2576 2,926 9,350 118,485 33,560 37.809 248 379
Lﬁderwrlting income =27.077 1,461 900 —4862 —113.812 —27,313 -31.877 ~-202 580
Adjustments and deferred income 2,576 ~302 —-10 -976 939 58,979¢ —-65 61 141
Net income —$24,501 $1.159 $890 -$5838 —$112873  $31666 —$31,942 —3$141439

Combined net income?

-$19.600 —$7435 —$43.463 —-$171,183 —$183,606 $33.069 $20694 —$362.524

(483451)

v
iy I
i

2Premiums net of unearned premium reserves and allocations to Eximbank for rensurance of compre-
hensive policies Premiums for 1980 through 1383 include fee income of $1 7 mullion for servicing
Eximbank sole risk policies This fee arrangement was disconlinued sn 1983

PGross claims Iosses and loss adjustment expenses net of recoveres
©1885 amount includes a $58 1 milion accounfing adjustment for accrual of claims and recoveres

9Combined net iIncome and losses of FCIA and Eximbank, including mcome and tosses ceded to
Eximbank by FCIA

Source: The insurance program results were derived from FCIA financiai statements and internal
Eximbank program reporis and, accordingly. are not intended te correspend with Eximbank’s audited
financial statements.

Page 56 GAO/NSIAD-87-189 Export Credit Insurance

L8, GLPL0L 1937-201-T5%:40111



“l
-

Requests for copies of GAO publications should be sent to:
U.S. General Accounting Office

Post Office Box 6015

Gaithersburg, Maryland 20877

Telephone 202-275-6241

The first five copies of each publication are free. Additional copies are
$2.00 each.

There is a 25% discount on orders for 100 or more copies mailed to a
single address.

Orders must be prepaid by cash or by check or money order made out to
the Superintendent of Documents.



+
‘i

United States
General Accounting Office
Washington, D.C. 20548

Official Business
Penalty for Private Use $300

Address Correction Requested

First-Class Mail
Postage & Fees Paid
GAO
Permit No. G100






