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I. I n t r o d u c t i o n 

There i s a g r o w i n g i n t e r e s t i n U . S . Government d i r e c t l o a n and l o a n -

g u a r a n t e e p r o g r a m s , w h i c h have become a s i g n i f i c a n t f e a t u r e of our f i n a n c i a l 

s ys tem [ 2 , 2 2 ] . T h i s s t u d y examines one such d i r e c t l e n d i n g p r o g r a m , t h a t of 

the E x p o r t Impor t Bank of the U n i t e d S t a t e s ( E x - I m ) . Ex - Im l e n d i n g i s s i n g l e d 

out f o r a n a l y s i s because i t i s one o f the l a r g e s t p r o g r a m s , and because i t has 

been the c e n t e r of c o n t i n u i n g deba te i n Congress and e l s e w h e r e - ! / A l s o , 

u n l i k e most o f f i c i a l l e n d i n g o p e r a t i o n s , t hese funds go to f o r e i g n f i r m s o r 

g o v e r n m e n t s . T h u s , i f Ex - Im l o a n s a r e s u b s i d i z e d , a l l o r p a r t o f t he s u b s i d y 

goes to the f o r e i g n s e c t o r and i s no t c a p t u r e d by U . S . f i r m s o r c o n s u m e r s . 

Ex- Im has l o n g m a i n t a i n e d t h a t i s i s s e l f - s u s t a i n i n g , o p e r a t e s a t a 

p r o f i t , and (by i m p l i c a t i o n ) i s c o s t l e s s to the t a x p a y e r . Tha t argument i s 

s i m p l y i n c o r r e c t . E m p l o y i n g a s t a n d a r d b e n e f i t - c o s t f r amework , I c o n c l u d e 

t h a t i n each y e a r s t u d i e d , 1 9 7 6 - 1 9 8 0 , the d i r e c t c o s t s o f E x - I m l e n d i n g e x ­

ceeded the d i r e c t b e n e f i t s , r e s u l t i n g i n a s u b s i d y . Over t h a t p e r i o d t he 

ave rage s u b s i d y i s e s t i m a t e d to be between $168 m i l l i o n and $248 m i l l i o n pe r 

y e a r . The s u b s i d y i n c r e a s e d s u b s t a n t i a l l y ove r the sample p e r i o d and by 1980 

i s e s t i m a t e d t o be between $521 m i l l i o n and $653 m i l l i o n . 

N e x t , I c o n s i d e r the " e x t e r n a l i t i e s " o r i n d i r e c t s o c i a l b e n e f i t s 

t h a t have somet imes been a t t r i b u t e d t o Ex - Im l e n d i n g . These f a l l i n t o t h r e e 

g e n e r a l c a t e g o r i e s . I t has been a l l e g e d t h a t the E x p o r t Impor t Bank : 

- s t i m u l a t e s U . S . e x p o r t demand, and thus d o m e s t i c employment , 

- h e l p s c o r r e c t market f a i l u r e i n e x p o r t f i n a n c i n g , a n d , 

- i s an i m p o r t a n t s t r a t e g i c t o o l i n e x e c u t i n g U . S . f o r e i g n p o l i c y . 
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I a n a l y z e t h e s e arguments and c o n c l u d e t h a t each o f the supposed b e n e f i t s i s 

d i f f i c u l t t o q u a n t i f y , but p r o b a b l y t r i v i a l o r n o n e x i s t e n t . 

A d m i t t e d l y , a r i g o r o u s i n v e s t i g a t i o n o f the s t r a t e g i c v a l u e o f Ex - Im 

i s beyond the scope and e x p e r t i s e o f t h i s s t u d y . I f my a n a l y s i s i s b a s i c a l l y 

c o r r e c t , howeve r , and the s o c i a l c o s t o f Ex - Im l e n d i n g exceeds the d i r e c t and 

i n d i r e c t b e n e f i t s by a s u b s t a n t i a l m a r g i n , p o l i c y i m p l i c a t i o n s a r e o b v i o u s . 

I I . The E x - I m D i r e c t Loan P r o g r am 

A C o n g r e s s i o n a l s t a f f r e p o r t [14] summar ized E x - I m ' s mandate as 
f o l l o w s : 

Ex im has f o u r s e p a r a t e c h a r g e s f rom C o n g r e s s . F i r s t , Ex im i s mandated 
to " a i d i n f i n a n c i n g and to f a c i l i t a t e e x p o r t s and i m p o r t s and the 
exchange of commod i t i es between the U n i t e d S t a t e s . . . and any f o r e i g n 
c o u n t r y o r the a g e n c i e s o r n a t i o n a l s t h e r e o f . " S e c o n d , the bank i s 
r e q u i r e d to a c h i e v e t h i s g o a l on terms t h a t a re c o m p e t i t i v e w i t h  
e x p o r t f i n a n c i n g i n o t h e r c o u n t r i e s , w h i l e a t the same t ime e n d e a v o r ­
i n g to " m i n i m i z e c o m p e t i t i o n i n government s u p p o r t e d e x p o r t f i n a n c - 
i n g . " 

T h i r d , Ex im i s cha rged w i t h s u p p l e m e n t i n g and e n c o u r a g i n g p r i v a t e  
c a p i t a l f i n a n c i n g of e x p o r t s . I t must not compete w i t h p r i v a t e c a p i ­
t a l . The f o u r t h cha rge of the Bank i s t o show net e a r n i n g s . 

O p e r a t i o n a l l y , the p r i m a r y f u n c t i o n o f t he E x p o r t Impor t Bank i s to 

encourage the e x p o r t o f U . S . goods and s e r v i c e s by p r o v i d i n g l o a n s , l o a n 

g u a r a n t e e s and i n s u r a n c e . I n the d i r e c t l e n d i n g p r o g r a m , w i t h wh ich we a r e 

c o n c e r n e d , i t bor rows t h r o u g h the F e d e r a l F i n a n c i n g Bank , u s u a l l y a t f i v e t o 

t e n y e a r m a t u r i t i e s , and then l e n d s to i m p o r t e r s of U . S . goods o r s e r v i c e s . 

Most t y p i c a l l y f i n a n c e d a r e l o n g - l i v e d c a p i t a l e x p o r t s such as a i r c r a f t and 

e l e c t r i c a l g e n e r a t i n g e q u i p m e n t . E x - I m d i r e c t l o a n s a r e o f t e n packaged w i t h 

p r i v a t e e x p o r t f i n a n c i n g i n an a r rangement w h e r e i n the p r i v a t e i n s t i t u t i o n 
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( u s u a l l y a c o m m e r c i a l bank) g e t s i t s p r i n c i p a l back f i r s t , and then p r i n c i p a l 

payments go to E x - I m . The net e f f e c t i s t o g i v e a s h o r t m a t u r i t y l o a n to the 

p r i v a t e s e c t o r and a l o n g m a t u r i t y l o a n to the a g e n c y . In r e c e n t y e a r s , t he 

ave rage m a t u r i t y of new E x - I m l o a n s has been a round seven y e a r s [ 2 3 ] . 

In many ways , E x - I m i s s i m i l a r to a c o m m e r c i a l b a n k . I t bo r rows i n 

one market and l e n d s i n a n o t h e r , i t i s exposed to r i s k of d e f a u l t and r i s k due 

to i n t e r e s t r a t e f l u c t u a t i o n s , and i t u s u a l l y ea rns an a c c o u n t i n g p r o f i t . 

L i k e a p r i v a t e c o r p o r a t i o n , E x - I m i s f i n a n c e d p a r t l y w i t h debt and p a r t l y w i t h 

e q u i t y , the e q u i t y b e i n g composed of a $1 b i l l i o n i n v e s t m e n t by the T r e a s u r y , 

and r e t a i n e d e a r n i n g s of $2 .19 b i l l i o n . 

I n o t h e r ways , E x - I m i s d i f f e r e n t t han a c o m m e r c i a l bank . I t has a 

h i g h l y s p e c i a l i z e d l o a n p o r t f o l i o composed e x c l u s i v e l y o f e x p o r t c r e d i t s , and 

v i r t u a l l y a l l i t s b o r r o w i n g and l e n d i n g i s a t f i x e d r a t e s of i n t e r e s t . I t has 

a l a r g e i n s u r a n c e and g u a r a n t e e p rog ram, w i t h a p p r o x i m a t e l y $6 b i l l i o n o f 

p o l i c i e s i n f o r c e as o f Sep tember , 1980 . M o r e o v e r , Ex - Im i s d i f f e r e n t than a 

p r i v a t e bank by v i r t u e of the s p e c i a l advan tages g i v e n to i t by the C o n ­

g r e s s . I t bor rows a t the r i s k f r e e (government ) r a t e of i n t e r e s t , and pays no 

t a x e s . I t s e q u i t y i s h e l d by the government s e c t o r and i s not r e q u i r e d t o 

e a r n a market r a t e of r e t u r n . Over the p e r i o d 1976 - 1980, f o r examp le , E x -

Im ' s ave rage r a t e of r e t u r n on e q u i t y was about f o u r and o n e - h a l f p e r c e n t , 

w e l l be low the r i s k f r e e r a t e o f i n t e r e s t . 

I I I . The B e n e f i t - C o s t Framework 

I n the b e n e f i t - c o s t f ramework used h e r e , c o s t p e r p e r i o d , C t , i s 

r e p r e s e n t e d by the d o l l a r amount of new d i r e c t l o a n s g r a n t e d by the E x p o r t 

Impor t Bank i n y e a r t . Loans a re t r e a t e d as a form o f d i r e c t government 
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i n v e s t m e n t ; t h a t i s , a r e s o u r c e - u s i n g e x p e n d i t u r e l i k e the b u i l d i n g of a 

subway sys tem o r a dam. B e n e f i t i s r e p r e s e n t e d by the f u t u r e s t r eam o f p r i n ­

c i p a l and i n t e r e s t payments a t t r i b u t a b l e t o the y e a r ' s l e n d i n g a c t i v i t y . 

T h u s , i n y e a r t , c o s t C t p r o d u c e s the b e n e f i t s t r eam = ' ^ t + 2 ' * **^t+n ' 

where b i s p r i n c i p a l p l u s i n t e r e s t and n i s m a t u r i t y i n y e a r s . The p r e s e n t 

v a l u e o f b e n e f i t s , I\ i s : 

t+n . 
r = I b . / ( l - h o ) , (1 ) 

i = t+ l 

* 

where m t i s a d i s c o u n t r a t e f o r f u t u r i t y , and f o l l o w i n g the u s u a l c o n v e n t i o n , 

ne t b e n e f i t , N t , i s : 

(2 ) 

To compute the p r e s e n t v a l u e o f b e n e f i t s , a r i s k - a d j u s t e d p r i v a t e 

* 

market r a t e , m t , i s employed i n t h i s s t u d y . There has been a c o n t i n u i n g 

deba te as to whether the government s h o u l d use a p r i v a t e market r a t e o r some 

o t h e r r a t e i n a s s e s s i n g the v a l u e o f p u b l i c i n v e s t m e n t s [ 3 , 8 , 2 1 ] . In g e n e r a l , 

t h o u g h , i t has been shown t h a t d i s p a r i t y between the p r i v a t e r a t e and the 

a p p r o p r i a t e ( w e l f a r e m a x i m i z i n g ) government d i s c o u n t r a t e depends on two 

f a c t o r s . E i t h e r t h e r e must be i m p e r f e c t i o n s i n p r i v a t e c a p i t a l m a r k e t s , o r 

the government i n v e s t m e n t must be i n a r i s k c l a s s t h a t i s no t a v a i l a b l e i n t he 

p r i v a t e s e c t o r [ 8 ] . 

Now market i m p e r f e c t i o n s a r e a m a t t e r o f d e g r e e , and no r e a l w o r l d 

market i s p e r f e c t i n the sense o f A r r o w - D e b r e u . However , s c o r e s o f e m p i r i c a l 

t e s t s have i n d i c a t e d t h a t the U . S . c a p i t a l market i s e x t r e m e l y e f f i c i e n t , t h a t 

a l l p u b l i c l y a v a i l a b l e i n f o r m a t i o n i s r e f l e c t e d i n p r i c e s , and t h a t few a r b i -
2 / 

t r a g e o p p o r t u n i t i e s e x i s t . — ' I t t h e r e f o r e seems r e a s o n a b l e to assume, a t 

l e a s t as an e m p i r i c a l a p p r o x i m a t i o n , t h a t the p r i v a t e marke t i s c o m p e t i t i v e . 



The p a r t i c u l a r t ype of government i n v e s t m e n t c o n s i d e r e d h e r e , d o l l a r 

denomina ted e x p o r t l o a n s , i s r o u t i n e l y h e l d by p r i v a t e f i n a n c i a l i n t e r m e d i ­

a r i e s , p a r t i c u l a r l y c o m m e r c i a l b a n k s , and t hese f i n a n c i a l i n t e r m e d i a r i e s i s s u e 

debt and e q u i t y c l a i m s t h a t a re p u b l i c l y t r a d e d . T h u s , t h e r e i s r e a s o n to 

b e l i e v e t h a t E x - I m ' s i n v e s t m e n t s a r e i n a r i s k c l a s s a v a i l a b l e to t he p r i v a t e 

s e c t o r . I t f o l l o w s t h a t a p r i v a t e market r a t e s h o u l d be a p p r o p r i a t e f o r 

d i s c o u n t i n g b e n e f i t s . 

I V . E s t i m a t i n g the R i s k - A d j u s t e d D i s c o u n t Ra te 

I n p r i n c i p l e , one c o u l d e m p i r i c a l l y e s t i m a t e the c o r r e c t i n t e r e s t 

r a t e to use i n d i s c o u n t i n g Ex - Im b e n e f i t s by f i n d i n g p r i v a t e a s s e t s i n t he 

same r i s k c l a s s , and o b s e r v i n g t h e i r r a t e of r e t u r n . O p e r a t i o n a l l y , howeve r , 

t h i s i s d i f f i c u l t s i n c e e x p o r t l o a n s a r e r a r e l y t r a d e d , and a r e t y p i c a l l y h e l d 

t o m a t u r i t y by the l e n d e r , a c o m m e r i c a l bank . P u b l i s h e d d a t a on l o a n r a t e s 

a r e of l i t t l e v a l u e f o r t h i s pu rpose e i t h e r , s i n c e the e f f e c t i v e c o s t o f a 

bank l o a n may depend on commitment f e e s , compensa t i ng b a l a n c e s , c o l l a t e r a l 

r e q u i r e m e n t s and a h o s t o f o t h e r terms no t p u b l i c l y d i s c l o s e d . 

An a l t e r n a t i v e a p p r o a c h , the one w h i c h i s adop ted h e r e , i s to e s t i ­

mate the m a r g i n a l c o s t o f c a p i t a l w h i c h wou ld c o n f r o n t E x - I m , i f i t were a 

p r i v a t e f i n a n c i a l i n t e r m e d i a r y . I n t h a t c a s e , i t would be o b l i g e d to pay 

t a x e s , bor row w i t h o u t a government g u a r a n t e e , and e a r n a market r a t e of r e t u r n 

on e q u i t y . M o r e o v e r , i f Ex- Im a t t e m p t e d to max im ize i t s market v a l u e i n the 

manner of o t h e r p r i v a t e c o r p o r a t i o n s , i t wou ld do so by e q u a t i n g the m a r g i n a l 

c o s t o f c a p i t a l w i t h the m a r g i n a l r a t e of r e t u r n on a s s e t s . That r e l a t i o n s h i p 

i s b r i e f l y d e s c r i b e d b e l o w . 
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D e f i n e V = the t o t a l market v a l u e of a p r i v a t e f i r m w h i c h i s f i ­

nanced p a r t l y w i t h d e b t , L and p a r t l y w i t h e q u i t y , E . Bo th debt and e q u i t y 

a r e r i s k y , and r^ and r p a r e the e x p e c t e d r a t e s of r e t u r n w h i c h i n v e s t o r s 

r e q u i r e , r e s p e c t i v e l y , on t h e s e c l a i m s . F u r t h e r d e f i n i n g I = e x p e c t e d 

i n t e r e s t payments and IT = e x p e c t e d p r o f i t s , 

V = L + E = i / r £ + i r / r e . (3) 

I f r = the e x p e c t e d r a t e of r e t u r n on the f i r m ' s a s s e t s , b e f o r e t a x e s , A = 
a 

t o t a l a s s e t s and t = the c o r p o r a t e t a x r a t e , assumed c o n s t a n t : 

H = ( r g A - r £ L ) ( 1 - t ) . (4) 

I assume t h a t the f i r m ' s a s s e t s a r e i n a g i v e n r i s k c l a s s known t o 

i n v e s t o r s , and a b s t r a c t f rom the q u e s t i o n o f o p t i m a l c a p i t a l s t r u c t u r e by 

assuming t h a t i f one e x i s t s , t he f i r m i s a t i t w i t h , 

L / V = K, a c o n s t a n t . (5 ) 

P r o d u c t o r f a c t o r ma rke t s may be i m p e r f e c t so t h a t : 

3 r / 9 A < 0 . (6 ) 
a 

t he f i r m ' s o b j e c t i v e i s to max im ize i t s market v a l u e , V , net o f the c o s t o f 

a c q u i r i n g a s s e t s , A , o r , 

Max : ( V - A ) , (7 ) 

A 

s u b j e c t to 3 ) , 4 ) , 5) and 6 ) . 

A f t e r r e a r r a n g e m e n t , the n e c e s s a r y c o n d i t i o n wh ich s a t i s f i e s (7 ) i s , 

r + A r ' = r ( 1 - K ) ( 1 / 1 - t ) + r , K . ( « ) 
a a e * 
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The l h s . o f (8) i s the e q u i l i b r i u m m a r g i n a l r a t e of r e t u r n on t he 

f i r m ' s a s s e t s , wh i ch i s what we want to e s t i m a t e . L e t us c a l l t h i s m*. I n 

v a l u e - m a x i m i z i n g e q u i l i b r i u m , m* i s se t e q u a l to a w e i g h t e d ave rage of the 

e x p e c t e d r a t e s of r e t u r n on debt and e q u i t y . The w e i g h t s , K = L / V , and 1 - K 

= E / V , a r e i n market v a l u e s and must sum to o n e . F i n a l l y , the r e q u i r e d r a t e 

o f r e t u r n on e q u i t y i s a d j u s t e d by the f a c t o r 1 / 1 - t , r e f l e c t i n g the f a c t t h a t 

r e t u r n s to e q u i t y a r e t a x a b l e a t the c o r p o r a t e l e v e l , whereas r e t u r n s to deb t 

3 / 
a r e not.—' 

E m p i r i c a l E s t i m a t e s : Components o f the C o s t o f C a p i t a l 

The nex t s t e p i s to o b t a i n e m p i r i c a l e s t i m a t e s of the pa ram­

e t e r s r^, r^, K and t w h i c h would have been f a c e d by the E x p o r t Impor t Bank , 

had i t been p r i v a t e . To t h a t e n d , a sample of c o m m e r i c a l banks i s s e l e c t e d , 

h a v i n g o p e r a t i n g c h a r a c t e r i s t i c s as s i m i l a r as p o s s i b l e t o t hose o f E x - I m - ^ / 

As shown i n T a b l e 1, the sample banks s h a r e t h r e e i m p o r t a n t c h a r a c t e r i s t i c s : 

they a r e e x t r e m e l y l a r g e , t hey emphas ize c o r p o r a t e as opposed t o consumer o r 

mor tgage l e n d i n g , and a s u b s t a n t i a l p r o p o r t i o n of t h e i r l o a n s i s t o f o r e i g n 

c o r p o r a t i o n s o r g o v e r n m e n t s . The i d e a i s , had Ex - Im been a p r i v a t e b a n k , i t 

wou ld have been s i m i l a r to t hose i n the s a m p l e . H i s t o r i c a l sample a v e r a g e s 

a r e used to e s t i m a t e the v a l u e s of r g , K and t t h a t Ex - Im would have f a c e d 

o v e r the p e r i o d 1976 -1980 . As e x p l a i n e d b e l o w , r^ i s d i f f e r e n t l y e s t i ­

m a t e d . In what f o l l o w s , a ha t d e n o t e s an e s t i m a t e d v a l u e , a t i t l e d e n o t e s a 

random v a r i a b l e . 
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Name  

Chase Manha t tan C o r p . 

C i t i c o r p 

F i r s t N a t i o n a l B o s t o n C o r p . 

F i r s t C h i c a g o C o r p . 

J . P . Morgan & C o . 

E x p o r t Impor t Bank 

T a b l e 1 

Sample B a n k s , December 1980 

Commerc ia l and 
T o t a l T o t a l L o a n s * I n d u s t r i a l Loans F o r e i g n L o a n s 

A s s e t s T o t a l A s s e t s T o t a l Loans T o t a l Loans 
( B i l l l o n ) (%) (%) (%) 

76 .2 62 61 57 

114.9 61 78 53 

16 .0 55 73 39 

28 .7 59 45 39 

5 2 . 0 51 78 * * 55 

14.1 98 N . A . ~100 

* L o a n s and l e a s e f i n a n c i n g 

* * E s t i m a t e d 
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The Tax R a t e , t 

F x - I m ' s t ax b r a c k e t i s e s t i m a t e d as the a r i t h m e t i c ave rage tax r a t e 

f o r the sample b a n k s , t , and f o r s i m p l i c i t y , i t i s assumed t h a t m a r g i n a l and 

ave rage t a x r a t e s a r e e q u a l . As i n d i c a t e d i n T a b l e 2 , t h e r e was c o n s i d e r a b l e 

v a r i a b i l i t y i n the i n d i v i d u a l t a x r a t e s , bo th c r o s s - s e c t i o n a l l y and o v e r 

t i m e . Tax r a t e s were p a r t i c u l a r l y v o l a t i l e f o r F i r s t C h i c a g o C o r p o r a t i o n 

w h i c h e x p e r i e n c e d s u b s t a n t i a l income sw ings d u r i n g the sample p e r i o d . How­

e v e r , the sample ave rage r a t e was q u i t e s t a b l e o v e r t ime a t about 37 p e r c e n t . 

The Cos t o f E q u i t y , r 

The c a p i t a l a s s e t p r i c i n g model has f r e q u e n t l y been employed to 

e s t i m a t e the c o s t o f e q u i t y f o r p r i v a t e f i r m s J i / In p r a c t i c e r g i s u s u a l l y 

e s t i m a t e d as the r i s k f r e e r a t e of i n t e r e s t p l u s a r i s k premium. Tha t i s the 

p r o c e d u r e employed h e r e . Under the a p p r o p r i a t e a s s u m p t i o n s [11] i t can be 

shown t h a t i n market e q u i l i b r i u m : 

r e = r f + 6 [ E ( r m ) - r f ] , (9 ) 

w h e r e , 

r^ = the r i s k f r e e r a t e o f i n t e r e s t , 

E ( r ) = t he e x p e c t e d r a t e o f r e t u r n on the market p o r t f o l i o o f a l l a s s e t s , 

3 = cov ( r , r ) / v a r ( r ) , 
e m m 

r = t he r e a l i z e d r a t e of r e t u r n on the marke t p o r t f o l i o , and m v ' 

r = t he r e a l i z e d r a t e of r e t u r n on a g i v e n common s t o c k . 

T a b l e 2 
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Tax R a t e s of Sample R a n k s * 

F i r m 1980 1979 1978 1977 1976 

Chase : .330 . 4 3 5 .459 .367 .291 

C i t i c o r p : .399 .375 .417 .336 .356 

F i r s t B o s t o n : . 380 . 4 3 3 .462 .450 .400 

F i r s t C h i c a g o : ( . 2 1 8 ) . 200 .228 .255 .316 

Morgan : .382 .342 .364 .394 .461 

Average [ t ] : . 3 7 3 * * .357 .386 .360 .365 

*The tax r a t e i s d e f i n e d as Tax L i a b i l i t y / I n c o m e B e f o r e Taxes and S e c u r i t i e s 
G a i n s and L o s s e s . 

* * F i r s t C h i c a g o i s e x c l u d e d f rom the 1980 a v e r a g e . 
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F o r p r e s e n t p u r p o s e s , r f i s r e p r e s e n t e d by the 91 -day T r e a s u r y B i l l r a t e and 

e s t i m a t e s o f $ a r e t a k e n f rom V a l u e L i n e . 

M e a s u r i n g E ( r ) i s p r o b l e m a t i c s i n c e t h i s i s a market e x p e c t a t i o n , 

and ove r c o n s i d e r a b l e p e r i o d s o f t i m e , r e a l i z e d r a t e s of r e t u r n may be d i f f e r ­

ent than e x p e c t e d . However , I b b o t s o n and S i n q u e f i e l d , [9] found t h a t o v e r a 

v e r y l o n g p e r i o d of t i m e , 1926 -1978 , the ave rage r i s k premium on t he S&P 500 

market i n d e x was 6.2 p e r c e n t . In my e s t i m a t e s , i t i s assumed t h a t t h i s r e l a ­

t i o n s h i p i s m a i n t a i n e d , o r t h a t E ( r m ) - r^ = . 0 6 2 . E x p e c t e d e q u i t y r e t u r n s , 

computed on t h i s b a s i s , a r e p r e s e n t e d i n T a b l e 3 . The e x p e c t e d r a t e of r e t u r n 

on Ex- Im e q u i t y , r g , i s e s t i m a t e d as the a r i t h m e t i c ave rage of r e t u r n s f o r 

sample b a n k s , and i s shown i n the l a s t row. The s u p e r s c r i p t h i n d i c a t e s t h a t 

these a r e " h i g h " e s t i m a t e s and d i s t i n g u i s h e s them f rom " l o w " e s t i m a t e s , o b ­

t a i n e d by a d i f f e r e n t method and d i s c u s s e d n e x t . 

Ano the r common way to e s t i m a t e the e x p e c t e d r a t e o f r e t u r n on e q u i t y 

i s by c a p i t a l i z i n g an e x p e c t e d s t r eam of f u t u r e d i v i d e n d s . I f , f o r e x a m p l e , 

e x p e c t e d growth i n d i v i d e n d s pe r s h a r e i s E ( g ) ad i n f i n i t u m , c u r r e n t d i v i d e n d s 

and c u r r e n t p r i c e p e r s h a r e a r e D Q and P Q r e s p e c t i v e l y : 

r = Do /Po + E ( g ) . (10 ) 

I n e q u i l i b r i u m , P Q w i l l be se t so t h a t r g j u s t e q u a l s t he m a r k e t ' s r e q u i r e d 

r a t e of r e t u r n , g i v e n the p e r c e i v e d r i s k o f the s t o c k . 

D Q and P Q a r e e a s i l y m e a s u r e d , but E (g ) i s a n o t h e r e x p e c t a t i o n s 

v a r i a b l e wh ich cannot be o b s e r v e d d i r e c t l y . The t ime p a t h o f d i v i d e n d s d e ­

pends on a f i r m ' s payout p o l i c y and on the r a t e o f r e t u r n i t e a r n s on r e t a i n e d 

e a r n i n g s . I f , f o r e x a m p l e , e a r n i n g s grow c o n t i n u o u s l y from p e r i o d 0 to p e r i o d 

t , and 1-p p e r c e n t of e a r n i n g s a r e r e t a i n e d and r e i n v e s t e d a t a c o n s t a n t r a t e 

p: 
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T a b l e 3 

E s t i m a t e s of the E x p e c t e d Rate o f  

R e t u r n on E q u i t y , * r_ 

F i r m 1980 1979 1978 1977 1976 

Chase : .176 .163 .134 .115 .112 

C i t i c o r p : .183 .169 .140 .121 .118 

F i r s t B o s t o n : .164 .150 .122 .102 . 099 

F i r s t C h i c a g o : .179 .166 .137 .118 . 1 1 5 

Morgan : .173 .160 .131 .112 .109 

Ave rage [ r , t ] : . 175 .162 . 132 .114 .111 

* E s t i m a t e d a c c o r d i n g t o e q u a t i o n ( 9 ) . 
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D t = D o e ^ 1 " ^ . (11 ) 

p ( l - p ) i s thus the growth r a t e i n d i v i d e n d s . 

T a b l e 4 shows a n n u a l v a l u e s o f p and p f o r the sample b a n k s . A g a i n , 

t h e s e e x h i b i t e d c o n s i d e r a b l e v a r i a t i o n , b o t h c r o s s - s e c t i o n a l l y and o v e r 

t i m e . However , the sample a v e r a g e s , p and p , were r e l a t i v e l y s t a b l e o v e r the 

f i v e y e a r p e r i o d , and the 1980 a v e r a g e s were q u i t e s i m i l a r to the f i v e y e a r 

a v e r a g e s J l / T h u s , i t i s r e a s o n a b l e t o use the f i v e y e a r h i s t o r i c a l a v e r a g e 

v a l u e s , denoted p and p, to e s t i m a t e t he e x p e c t e d f u t u r e g rowth r a t e o f d i v i ­

dends as o f 1980, E ( g ) i 9 8 0 * 

E ( g ) 1 9 8 0 = P ( l - p ) = . 1 2 1 ( 1 - . 3 8 8 ) = . 0 7 4 . (12) 

D 
(p— ) j a g g w a s d e f i n e d as the a r i t h m e t i c ave rage of d i v i d e n d / p r i c e r a t i o s f o r 

o 
t he f i v e sample b a n k s , as o f the end o f 1 9 8 0 . ^ ' S u b s t i t u t i n g i n ( 1 0 ) : 

D 
r e , 1 9 8 0 = ^ 1 9 8 0 + E ( « > 1 9 8 0 • * 1 3 6 ' ( 1 3 ) 

o 

T h i s e s t i m a t e of the e x p e c t e d r e t u r n on e q u i t y i s c o n s i d e r a b l y l o w e r 

t han t h a t o b t a i n e d u s i n g the c a p i t a l a s s e t p r i c i n g m o d e l , ( . 136 v e r s u s . 175 ) 

and i m p l i e s an ave rage r i s k premium o f o n l y about .022 as opposed t o . 0 6 1 . 

The r e a s o n f o r the d i s c r e p a n c y i s u n c l e a r , s i n c e bo th methods a r e based on 

e x p e c t a t i o n s v a r i a b l e s w h i c h must be p r o x i e d . I t i s p o s s i b l e t h a t I have 

i n c o r r e c t l y e s t i m a t e d the e x p e c t e d g rowth i n d i v i d e n d s , the market r i s k p r e m i ­

um, the b a n k s ' b e t a s , o r some c o m b i n a t i o n of a l l t h r e e . T h e r e f o r e , i n f o l l o w ­

i n g c o m p u t a t i o n s I use two s e p e r a t e e s t i m a t e s o f the c o s t e q u i t y : a " h i g h " 

e s t i m a t e assuming a r i s k premium o f . 0 6 1 , and a " l o w " e s t i m a t e a s s u m i n g a r i s k 

8 / " h ~£ 
premium of .022 .—' These a r e deno ted r g and r , r e s p e c t i v e l y . 
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T a b l e 4 

R e t u r n on Book E q u i t y , p,., and P a y o u t  
R a t i o , P f , [ i n b r a c k e t s ] , In P e r c e n t * 

1980 1979 1978 1977 1976 

Chase 15 .8 
[ 2 7 . 6 ] 

14 .9 
[ 2 7 . 2 ] 

10 .7 
[ 39 .8 ] 

7 .4 
[ 5 7 . 4 ] 

7 .0 
[ 60 .6 ] 

C i t i c o r p 12 .8 
[ 3 5 . 3 ] 

1 5 . 0 
[ 2 9 . 3 ] 

14 .8 
[ 30 .1 ] 

13.1 
[ 34 .8 ] 

15.1 
[ 2 9 . 3 ] 

F i r s t Bos ton 1 4 . 0 
[ 2 7 . 7 ] 

12 .9 
[ 3 0 . 7 ] 

10 .7 
[ 37 .9 ] 

8 .4 
[ 4 9 . 3 ] 

8 .2 
[ 52 .4 ] 

F i r s t C h i c a g o 5 .2 
[ 7 5 . 5 ] 

9 .4 
[ 4 0 . 6 ] 

11.6 
[ 31 .9 ] 

11.1 
[ 34 .0 ] 

11.1 
[ 36 .0 ] 

Morgan 15 .7 
[ 3 4 . 6 ] 

14 .8 
[ 3 6 . 5 ] 

14 .6 
[ 36 .1 ] 

13 .6 
[ 38 .5 ] 

14 .0 
[ 3 6 . 7 ] 

A v e r a g e ; 
P t 

12 .7 
[ 4 0 . 1 ] 

13.4 
[ 3 2 . 9 ] 

1 2 . 5 
[ 35 .2 ] 

10 .7 
[ 4 2 . 8 ] 

11 .1 
[ 4 3 . 0 ] 

* R e t u r n on book e q u i t y i s d e f i n e d as ne t income a f t e r t a x e s d i v i d e d by common 
s h a r e h o l d e r s ' e q u i t y . The payout r a t i o [ i n b r a c k e t s ] i s d e f i n e d as c a s h 
d i v i d e n d s d i v i d e d by net income a f t e r t a x e s . 
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The Cos t o f D e b t , r g 

I t was t e m p t i n g t o e s t i m a t e the m a r g i n a l c o s t o f b o r r o w i n g f o r t he 

sample banks and use t h i s as a p r o x y f o r E x - I m ' s c o s t o f d e b t . However , 

p r i v a t e bank b o r r o w i n g c o s t s a r e t h e m s e l v e s s u b s i d i z e d to some d e g r e e , due to 

R e g u l a t i o n 0 and the p r o h i b i t i o n of i n t e r e s t on demand d e p o s i t s , and f o r 

p r e s e n t pu rposes I wanted a market c o s t o f b o r r o w i n g , no t a s u b s i d i z e d c o s t . 

M o r e o v e r , p r i v a t e c o m m e r c i a l banks bo r row p r i m a r i l y a t s h o r t m a t u r i t i e s , 

whereas Ex - Im bor rows a t i n t e r m e d i a t e t o l o n g m a t u r i t i e s . A l t e r n a t i v e l y , 

t h e r e f o r e , i t was assumed t h a t Ex - Im bor rowed a t the l o n g - t e r m c o r p o r a t e bond 

r a t e . S i n c e i t was u n c l e a r as to how i t ' s debt wou ld have been r e c e i v e d by 

the m a r k e t , two d i f f e r e n t r a t e s were assumed, Moody ' s AAA and A . These a r e 

deno ted r^ and r^, r e s p e c t i v e l y . — ' ' 

T a b l e 5 shows the AAA and A r a t e s ove r the sample p e r i o d and a l s o 

shows the ave rage r a t e o f i n t e r e s t on new debt i s s u e d by E x - I m . The v a l u e o f 

E x - I m ' s government g u a r a n t e e was a p p a r e n t l y s u b s t a n t i a l , r e d u c i n g i n t e r e s t 

c o s t s by an ave rage o f abou t 50 b a s i s p o i n t s v i s - a - v i s the AAA r a t e and abou t 

110 b a s i s p o i n t s v i s - a - v i s the A r a t e . 

The Marke t W e i g h t , K 

I n the e q u i l i b r i u m c o n d i t i o n (8) K i s d e f i n e d i n terms of market 

v a l u e s o f L and V . T h e r e f o r e i t i s n e c e s s a r y t o e s t i m a t e the market v a l u e s o f 

debt and e q u i t y w h i c h wou ld have been o b s e r v e d , had Ex - Im been p r i v a t e . 

P u b l i s h e d b a l a n c e shee t d a t a a r e not good p r o x i e s f o r market d a t a i n t h i s 

c a s e , as Ex - Im earned be low marke t r a t e s of r e t u r n on b o t h debt and e q u i t y . 
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T a b l e 5 

Bond I n t e r e s t R a t e s (%) 

Y e a r 

1980 

1979 

1978 

1977 

1976 

M o o d y ' s AAA 
C o r p o r a t e * 

11 .94 

9 . 6 3 

8 .73 

8 .02 

8 .43 

Moody ' s A 
C o r p o r a t e * 

12 .89 

10 .20 

9 .12 

8 .49 

9 .09 

E x - I n 
I s s u e s * * 

11 .20 

9 . 3 9 

8 . 34 

7 .33 

7 . 8 8 

* A n n u a l A v e r a g e . ( S o u r c e , F e d e r a l R e s e r v e B u l l e t i n , v a r i o u s i s s u e s . ) 

* * T ) o l l a r we igh ted ave rage of new i s s u e r a t e s . ( S o u r c e , A n n u a l R e p o r t s , E x p o r t 

Impor t Bank , v a r i o u s y e a r s . ) 
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The a p p r o a c h adop ted h e r e i s t o e s t i m a t e L and F, by d i s c o u n t i n g t he 

r e l e v a n t c a s h - f l o w s f rom the income s t a t e m e n t . To e s t i m a t e the marke t v a l u e 

o f e q u i t y , I d i s c o u n t p r o f i t s , ne t o f p r e d i c t e d t a x e s , a t the m a r k e t - r e q u i r e d 

r a t e of r e t u r n on e q u i t y . T h u s , i f ir = t o t a l p r o f i t s r e p o r t e d by E x - I m , and 

E = the e s t i m a t e d market v a l u e o f e q u i t y , 

E = i r ( l - t ) / r e . (14) 

The market v a l u e of debt i s e s t i m a t e d i n a s i m i l a r manner . I n t h i s 

c a s e , howeve r , I i n v o k e the s i m p l i f y i n g a s s u m p t i o n of a f l a t t e r m - s t r u c t u r e , 

w h i c h p e r m i t s the v a l u a t i o n of Ex - Im debt as i f i t were c o n s o l b o n d s . Tha t 

i s , I c a p i t a l i z e i n t e r e s t payments o n l y , and i g n o r e the repayment o f p r i n c i ­

p a l . Over the sample p e r i o d the y i e l d cu rve had a p o s i t i v e s l o p e abou t as 

o f t e n as a n e g a t i v e o n e , and thus the a s s u m p t i o n o f a h o r i z o n t a l term s t r u c ­

t u r e i s r e a s o n a b l e a t l e a s t on a v e r a g e T h e market v a l u e of Ex - Im debt i s 

t h e r e f o r e e s t i m a t e d : 

L = I / r A , ( 15 ) 

where I i s t o t a l i n t e r e s t expense r e p o r t e d by E x - I m . 

T a b l e 6 shows the e s t i m a t e d market v a l u e s o f debt and e q u i t y i n each 

y e a r , as w e l l as the a c c o u n t i n g v a l u e s r e p o r t e d by the E x p o r t Import Bank . 

There a r e two e s t i m a t e s o f each market v a l u e , one d e r i v e d w i t h h i g h c o s t o f 

c a p i t a l , the o t h e r w i t h the low c o s t o f c a p i t a l . F o r c o n s i s t e n c y , the s u p e r ­

s c r i p t s h and 1 r e f e r to the c o s t o f c a p i t a l used i n the e s t i m a t e , no t to t he 

marke t v a l u e of debt or e q u i t y . F o r e x a m p l e , I, i s the market v a l u e o f debt 

* i. 
e s t i m a t e d w i t h the h i g h ( s i n g l e A) i n t e r e s t r a t e , and L i s the market v a l u e 

*h " SL 
of debt e s t i m a t e d w i t h the low (AAA) i n t e r e s t r a t e . N a t u r a l l y , L < L 



T a b l e 6 

Fx-Im C a p i t a l i z a t i o n : A c c o u n t ! n g Data and Market V a l u e E s t i m a t e s * 

Hook Market Market Rook Market Market liook High how Book H i g h Low 

Year 
"i 'I "h 

H i g h 

Year L i. B E Market Market Market Marke t 

1980 10,087 7,116 6,591 3 ,187 506 393 13,994 7,622 6,984 .772 .934 .944 

1979 8 ,936 7,004 6,613 3 ,078 830 630 12,014 7,834 7,243 .744 .894 .913 

1978 8 ,709 7,298 6,986 2,954 909 647 11,663 8 ,207 7 ,633 .747 .889 .915 

1977 8 ,785 7,773 7,343 2 , 8 5 0 1,172 771 11,635 8 ,945 8,114 .755 .869 . 905 

1976 8 ,169 6,151 5,723 2 , 7 1 9 1,018 660 10,888 7,169 6 ,383 .750 .858 .897 

*The market v a l u e of debt Is e s t i m a t e d a c c o r d i n g to ( 1 5 ) , the market v a l u e of e q u i t y a c c o r d i n g t o ( 1 4 ) . Two market v a l u e e s t i m a t e s a r e p r o ­
v i d e d . The " h i g h " v a l u e s i n t h i s t a b l e a r e c a l c u l a t e d u s i n g the " low" d i s c o u n t r a t e , and v i c e v e r s a . 

* * T o t a l d e b t / t o t a l a s s e t s . 
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As e x p e c t e d , e s t i m a t e d marke t v a l u e s a r e c o n s i s t e n t l y l o w e r t han 

a c c o u n t i n g v a l u e s , r e f l e c t i n g a p r o b a b l e b i a s i n the a c c o u n t i n g d a t a . On 

a v e r a g e , the a c c o u n t i n g v a l u e o f debt exceeded market v a l u e by 28 p e r c e n t o r 

37 p e r c e n t , depend ing on w h i c h e s t i m a t e i s emp loyed . More s t r i k i n g , the 

ave rage a c c o u n t i n g v a l u e of e q u i t y was 3 .33 t imes market v a l u e a c c o r d i n g t o 

one e s t i m a t e , 4 .77 t imes a c c o r d i n g t o the o t h e r . T h u s , the d i s c r e p a n c y b e ­

tween a c c o u n t i n g and market v a l u e s i s r e l a t i v e l y g r e a t e r f o r e q u i t y t han f o r 

d e b t . The r e s u l t i s t h a t f i n a n c i a l l e v e r a g e i s much g r e a t e r when computed 

w i t h market v a l u e s than i t i s w i t h a c c o u n t i n g d a t a . O r , pu t a n o t h e r way, E x -

Im i s much more h i g h l y l e v e r e d than one wou ld c o n c l u d e f rom e x a m i n a t i o n of i t s 

b a l a n c e s h e e t .-12/ 

E m p i r i c a l E s t i m a t e s of E x - I m ' s Cos t o f C a p i t a l 

We now have a l l the p a r a m e t e r e s t i m a t e s n e c e s s a r y to compute the 

r i s k - a d j u s t e d p r i v a t e c o s t o f c a p i t a l , m*, d e f i n e d by ( 8 ) . These a r e i n T a b l e 

"**h "*H " * h 

7 , where a g a i n t h e r e a r e two e s t i m a t e s f o r each p e r i o d , m and m . m a s ­

sumes the A bond r a t e and a 6.1 p e r c e n t r i s k premium on e q u i t y , w h e r e -

as m assumes the AAA bond r a t e and a 2 .2 p e r c e n t e q u i t y r i s k p remium. F o r 

p u r p o s e s of c o m p a r i s o n , T a b l e 7 a l s o shows the ave rage r a t e of r e t u r n on new 

Ex- Im l o a n s i n each y e a r , the l a t t e r b e i n g a r e a s o n a b l e a p p r o x i m a t i o n of the 
1 7 / "*l , " * h m a r g i n a l r a t e of r e t u r n on l o a n s , —1 I n each y e a r , m^ < m^ < m^ ; i n 

o t h e r w o r d s , the r e a l i z e d r a t e of r e t u r n on l e n d i n g was a l w a y s l e s s than the 

e s t i m a t e d p r i v a t e c o s t o f c a p i t a l . T h i s , i n t u r n , i m p l i e s t h a t t h e r e was a 

c o n s i s t e n t s u b s i d y component i n E x - I m l e n d i n g . The nex t s e c t i o n p r e s e n t s 

e s t i m a t e s of t ha t s u b s i d y . 



T a b l e 7 

E s t i m a t e d M a r g i n a l Cos t o f C a p i t a l and  
R e a l i z e d M a r g i n a l Ra te o f R e t u r n on 

Ex - Im Loans 

C o s t of C a p i t a l * 

**h 

R e a l i z e d M a r g i n a l Ra te o f 
R e t u r n on Mew L o a n s * * 

m m in 

1980 .137 .125 . 0 8 3 

1979 .115 .106 . 0 8 3 

1978 .102 .094 . 0 8 5 

1977 .094 . 0 8 5 .081 

1976 .100 .088 .078 

* D e f i n e d by e q u a t i o n 8 . 

* * S o u r c e , S p e c i a l A n a l y s e s , Budget of the U n i t e d  
S t a t e s Government , [23] , v a r i o u s d a t e s . 
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V . E s t i m a t i n g P r e s e n t B e n e f i t s , T and Net P r e s e n t B e n e f i t s , N 

T a b l e 8 shows the t o t a l amount o f new d i r e c t l o a n s i n each y e a r , the 

ave rage r a t e o f i n t e r e s t on t h o s e l o a n s a t o r i g i n a t i o n , and t h e i r ave rage 

m a t u r i t y . These d a t a a re n e c e s s a r y to d e t e r m i n e the b e n e f i t s t r e a m , B t , 

a t t r i b u t a b l e to t o t a l l o a n s C t i n y e a r t . However , the e l e m e n t s o f B t ( p r i n ­

c i p a l and i n t e r e s t payments) a r e not c o n s t a n t ove r t i m e . As men t ioned p r e ­

v i o u s l y , Ex- Im o f t e n c o o p e r a t e s w i t h p r i v a t e f i n a n c i a l i n t e r m e d i a r i e s i n 

mak ing e x p o r t l o a n s . I n such a r r a n g e m e n t s , i t t a k e s the l o n g m a t u r i t i e s on a 

p a r t i c u l a r c r e d i t and the p r i v a t e l e n d e r t akes the s h o r t m a t u r i t i e s . O p e r a ­

t i o n a l l y , the bo r rower pays a c o n s t a n t amount o f i n t e r e s t and p r i n c i p a l i n 

each y e a r , but p r i n c i p a l payments go f i r s t t o the p r i v a t e l e n d e r , u n t i l i t s 

p o r t i o n of the l o a n i s p a i d o f f , and then to E x - I m . The r e s u l t i s t h a t E x -

Im 's c a s h - f l o w s e x h i b i t a d i s c r e t e i n c r e a s e p a r t way th rough the l i f e o f the 

l o a n . In a d e t a i l e d s t u d y o f Ex - Im l e n d i n g p r a c t i c e s i n 1979 -1980 , Ba ron 

found t h a t the ave rage m o r a t o r i u m on p r i n c i p a l repayments to E x - I m was abou t 

40 p e r c e n t o f the term to m a t u r i t y [ 4 ] . T h u s , on a t e n y e a r l o a n , Ex - Im wou ld 

b e i n g to r e c e i v e p r i n c i p a l payments a f t e r the f o u r t h y e a r . The e s t i m a t e s o f T 

i n T a b l e 8 assume a 40 p e r c e n t m o r a t o r i u m and a s e m i - a n n u a l repayment s c h e d ­

u l e , the l a t t e r b e i n g s t a n d a r d o p e r a t i n g p r o c e d u r e f o r the a g e n c y . L e t ¥ = 

the mora to r i um as a p e r c e n t a g e of ave rage l o a n m a t u r i t y . T h e n , e q u a t i o n ( 1 ) , 

1 3 / 
w h i c h d e f i n e s the p r e s e n t v a l u e of b e n e f i t s , becomes:——' 

r = J m ^ ~ ( n m * ) 2 J + n ( l - i J 0 ^1 |m*-)2n»t'+r " ^ m ^ J J * ( 1 6 ) 

D e r i v a t i o n of (16) i s s t r a i g h t f o r w a r d , but t e d i o u s , and w i l l no t be p r e s e n t e d . 



T a b l e 8 

B e n e f i t E s t i m a t e s , 1976-1980 

A v e r a g e P r e s e n t V a l u e Net P r e s e n t S u b s i d y 
New Average R a t e o f o f B e n e f i t s V a l u e of B e n e f i t s R a t e 

L o a n s * M a t u r i t y * * I n t e r e s t * * ($ m i l l i o n ) ( $ m i l l i o n ) (%) * V. 
F i s c a l ($ m i l l i o n ) ( Y e a r s ) (%) H i g h Low H i g h Low - N * / C - N h / C 

"A : h ~h 
Y e a r C N m r r N N 

1980 3 , 2 8 8 7 8 . 3 2 ,767 2 , 6 3 5 (521 ) (653 ) 15 .8 1 9 . 9 

1979 1,629 7 8 . 3 1,483 1,429 (146) (200) 9 . 0 1 2 . 3 
i 

r-o 

1 1978 1 ,260 7 8 . 5 1,220 1 ,178 ( 4 0 ) (82 ) 3 .2 6 . 5 

i 

r-o 

1 

1977 1,789 6 8 .1 1,713 1 ,658 (76 ) (131) 4 . 2 7 . 3 

1976 2 , 2 0 6 8 7 . 8 2 ,148 2 , 0 3 2 ( 5 8 ) ( 174 ) 2 . 6 7 . 9 

* S o u r c e , E x p o r t Import Bank , Annua l R e p o r t , [ 1 ] , v a r i o u s y e a r s . 

* * S o u r c e , S p e c i a l A n a l y s e s , Budget of the U n i t e d S t a t e s Gove rnmen t , [ 2 3 ] , v a r i o u s y e a r s . 
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T a b l e 8 shows the p r e s e n t v a l u e of b e n e f i t s , computed a c c o r d i n g t o 

( 1 6 ) , and t he net p r e s e n t v a l u e o f b e n e f i t s a c c o r d i n g t o ( 2 ) . The ne t p r e s e n t 

v a l u e of b e n e f i t s , N , i s n e g a t i v e i n e v e r y y e a r , whe the r the l o w o r h i g h 

e s t i m a t e i s u s e d . In o t h e r w o r d s , t h e r e was a c o n s i s t e n t s u b s i d y component i n 

Ex - Im l e n d i n g w h i c h a v e r a g e d about $168 m i l l i o n per y e a r a c c o r d i n g t o the l o w 

e s t i m a t e , and abou t $248 m i l l i o n a c c o r d i n g to the h i g h e s t i m a t e . The s u b s i d y 

i n c r e a s e d s u b s t a n t i a l l y d u r i n g t he l a s t two sample y e a r s , more than d o u b l i n g 

i n 1979 and a g a i n i n 1980, and by 1980 i t was somewhere between $521 m i l l i o n 

and $653 m i l l i o n . T h i s was p a r t l y due to i n c r e a s e d l e n d i n g , bu t a l s o due t o 

an i n c r e a s e d sp read between E x - I m l o a n r a t e s and the p r i v a t e c o s t o f c a p i ­

t a l . The l a t t e r f a c t o r i s r e f l e c t e d i n t he S u b s i d y R a t e , shown i n the l a s t 

two co lumns of the t a b l e . The S u b s i d y Ra te measures the d o l l a r amount o f ne t 

s u b s i d y , per d o l l a r o f l o a n . T h i s r a t e a l s o i n c r e a s e d r a p i d l y d u r i n g the l a s t 

two sample y e a r s , and by 1980 was i n the 15-20 p e r c e n t r a n g e . 

The r e s u l t s f o r 1979 and 1980 c l e a r l y r e f l e c t a major p o l i c y s h i f t 

w h i c h began i n e a r l y 1978 under the C a r t e r A d m i n i s t r a t i o n . At t h a t t i m e , the 

E x p o r t Import Bank announced an a g g r e s s i v e p o l i c y of s u p p o r t i n g U . S . e x p o r t s 

by l e n d i n g more , and a t l ower r a t e s r e l a t i v e t o market [ 6 , 1 6 ] , As i n d i c a t e d 

by t hese e s t i m a t e s , the p o l i c y was " s u c c e s s f u l " a t l e a s t i n the sense t h a t i t 

g r e a t l y i n c r e a s e d the s u b s i d y component i n Ex - Im l o a n s 

P r o b l e m s Wi th the A c c o u n t i n g Da ta 

The a c t u a l s u b s i d y i n E x - I m d i r e c t l e n d i n g i s a l m o s t s u r e l y g r e a t e r 

t han i s i n d i c a t e d by the e s t i m a t e s i n T a b l e 8 , w h i c h a r e based on income d a t a 

r e p o r t e d by the a g e n c y . E o r two r e a s o n s , r e p o r t e d E x - I m income i s o v e r s t a t e d 

by some unknown amount . 
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F i r s t , u n l i k e p r i v a t e b a n k s , Ex - Im i s no t o b l i g e d to adhere t o 

g e n e r a l l y a c c e p t e d a c c o u n t i n g p r i n c i p l e s , no r does i t . I t i s no t r e q u i r e d t o 

make r e a l i s t i c p r o v i s i o n s f o r l o a n l o s s e s o r to w r i t e o f f bad l o a n s i n a 

t i m e l y manner . I n f a c t , "No l o a n s were w r i t t e n o f f i n f i s c a l y e a r s 1979 and 

1980, and o n l y $8 m i l l i o n i n l o a n s has been c h a r g e d o f f a g a i n s t income s i n c e 

1934. F o r examp le , no d e t e r m i n a t i o n o f u n c o l l e c t i b i l i t y has been made f o r 

d e l i n q u e n t l o a n s of $26 .4 m i l l i o n made i n 1946 t o the then r e c o g n i z e d g o v e r n ­

ment o f C h i n a and $36 .3 m i l l i o n made to Cuba b e f o r e 1961 when a p r i o r g o v e r n ­

ment e x i s t e d . " [ 18 , p. 14] 

S e c o n d , i n t e r e s t income i s s y s t e m a t i c a l l y o v e r s t a t e d . S o m e t i m e s , 

l o a n s made by E x - I m , o r f o r t h a t m a t t e r by p r i v a t e b a n k s , a r e i n a s o r t o f 

q u e s t i o n a b l e s t a t u s . That i s , t hey a re d e l i n q u e n t and ye t t h e r e r e m a i n s a 

r e a s o n a b l e chance t h a t t hey w i l l u l t i m a t e l y be c o l l e c t e d . P r i v a t e banks 

o r d i n a r i l y put such l o a n s on a " n o n a c c r u a l b a s i s , " w h i c h means t h a t i n t e r e s t 

can be shown as i n c o m e , but o n l y as i t i s a c t u a l l y c o l l e c t e d . Ex - Im does no t 

f o l l o w t h i s p r o c e d u r e . T h u s , i t s r e p o r t e d i n t e r e s t income i n c l u d e s a c c r u e d 

i n t e r e s t wh i ch has no t a c t u a l l y been c o l l e c t e d , and may n e v e r b e . In r e c e n t 

y e a r s , t h i s has become a s i z a b l e component o f r e p o r t e d i n c o m e . I n 1978 , 

a c c r u e d i n t e r e s t on d e l i n q u e n t l o a n s a c c o u n t e d f o r 7 .9 p e r c e n t o f E x - I m ' s 

r e p o r t e d net i n c o m e . I n 1979, i t a c c o u n t e d f o r 15 .7 p e r c e n t and i n 1980 f o r 

8 4 . 5 p e r c e n t . [18 , p. 17] 

V I . I n d i r e c t S o c i a l B e n e f i t s Due to E x - I m L e n d i n g 

My e s t i m a t e s of the d i r e c t c o s t s and b e n e f i t s of E x - I m l e n d i n g 

i n d i c a t e t h a t a net c o s t was i n c u r r e d i n each y e a r s t u d i e d . A l o g i c a l n e x t 

q u e s t i o n then i s , " A r e t h e r e p o s i t i v e e x t e r n a l i t i e s o r i n d i r e c t s o c i a l b e n e ­

f i t s r e s u l t i n g f rom e x p o r t l e n d i n g w h i c h o f f s e t t hese d i r e c t c o s t s ? " 
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In g e n e r a l , t h e r e a r e o n l y two r e a s o n s f o r government i n t e r v e n t i o n 

i n p r i v a t e m a r k e t s . These a r e the e x i s t e n c e of e x t e r n a l i t i e s no t r e f l e c t e d i n 

marke t p r i c e s (market f a i l u r e ) , o r an u n d e s i r a b l e d i s t r i b u t i o n of income 

a c r o s s c l a s s e s of economic a g e n t s [5] . Now, Ex- Im l e n d i n g i s d i f f i c u l t t o 

j u s t i f y i n te rms o f income r e d i s t r i b u t i o n , s i n c e the r e c i p i e n t s o f s u b s i d y a r e 

f o r e i g n f i r m s or g o v e r n m e n t s , and U . S . e x p o r t e r s . N o r m a l l y , the s u b s i d y i s 

s h a r e d between t hese g r o u p s , and the h i g h e r the p r i c e e l a s t i c i t y of e x p o r t 

demand, the l a r g e r the sha re g o i n g to the f o r e i g n s e c t o r . E x - I m l o a n s a r e 

h i g h l y c o n c e n t r a t e d i n a few e x p o r t i n d u s t r i e s , and to the e x t e n t t h a t t he 

s u b s i d y i s c a p t u r e d by U . S . f i r m s , most of i t goes to a h a n d f u l o f l a r g e 

c o r p o r a t i o n s . In 1980, f o r e x a m p l e , 27 p e r c e n t o f the b a n k ' s l o a n s went t o 

f i n a n c e B o e i n g Company e x p o r t s . W e s t i n g h o u s e , Combus t i on E n g i n e e r i n g , 

M c D o n n e l l D o u g l a s , Wes te rn E l e c t r i c , L o c k h e e d , and G e n e r a l E l e c t r i c a c c o u n t e d 

f o r an a d d i t i o n a l 40 p e r c e n t of l o a n s ex tended [ 1 6 ] . There i s no o b v i o u s 

r e a s o n to s u b s i d i z e t hese l a r g e f i r m s , and Ex - Im i s no t mandated to g i v e 

f o r e i g n a i d . T h e r e f o r e , i f t h e r e a r e i n d i r e c t s o c i a l b e n e f i t s due to E x - I m 

l e n d i n g , t hese must r e s u l t f rom market f a i l u r e . 

E x p o r t Demand and Employment 

I t i s somet imes argued t h a t , w i t h o u t government i n t e r v e n t i o n , the 

l e v e l o f U . S . e x p o r t s wou ld be l e s s t han s o c i a l l y o p t i m a l . V a r i o u s r e a s o n s 

a r e g i v e n f o r t h i s c l a i m , bu t the most common i s t h a t f o r e i g n governments 

t h e m s e l v e s i n t e r f e r e w i t h t r a d e , e i t h e r by r e s t r i c t i n g i m p o r t s o r by s u b s i d i z ­

i n g e x p o r t s [ 1 8 , 1 9 ] , T h u s , i t i s r e a s o n e d , Ex - Im l e n d i n g i s d e s i r a b l e s i n c e 

i t s t i m u l a t e s U . S . e x p o r t demand, o f f s e t t i n g f o r e i g n o f f i c i a l i n t e r v e n t i o n . A 

c o r o l l a r y i s t h a t by i n c r e a s i n g U . S . e x p o r t s , Ex - Im l e n d i n g i n c r e a s e s d o m e s t i c 
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employment . I examine t h e s e a rguments i n r e v e r s e o r d e r , f i r s t c o n s i d e r i n g t he 

employment e f f e c t s o f e x p o r t s u b s i d i z a t i o n . 

S e c t o r - s p e c i f i c government p rograms such as Ex - Im may i n c r e a s e l a b o r 

demand i n the i n d u s t r i e s d i r e c t l y b e n e f i t e d , and i n t u r n , t h i s e f f e c t may be 

measured e m p i r i c a l l y [ ] . I t wou ld be i n c o r r e c t , howeve r , to c o n c l u d e 

f rom such e v i d e n c e t h a t a g g r e g a t e employment has been f a v o r a b l y a f f e c t e d . I n 

o t h e r wo rds , such programs may a l t e r the a l l o c a t i o n o f employment o p p o r t u n i ­

t i e s w i t h o u t i n c r e a s i n g t he t o t a l . There i s a c o n t i n u i n g d e b a t e on t h i s 

t o p i c , w h i c h goes beyond the scope of the p r e s e n t s t u d y . S i m p l y s t a t e d , 

howeve r , i t i s not c l e a r t h a t d e m a n d - i n d u c i n g government p o l i c i e s have had 

much, i f a n y , s u s t a i n e d e f f e c t on a g g r e g a t e employment [ 1 2 ] . 

Nor i s t h e r e r e a s o n t o b e l i e v e t h a t s u b s i d i z e d f i n a n c i n g s t i m u l a t e s 

e x p o r t demand, e x c e p t i n a s h o r t run c e t e r i s p a r i b u s s e n s e . Over t i m e , e x ­

change r a t e f l u c t u a t i o n s w i l l o p e r a t e so as to m i t i g a t e the e f f e c t o f e x p o r t 

s u b s i d i e s . M o r e o v e r , l i b e r a l i z a t i o n of o f f i c i a l U . S . c r e d i t te rms i s l i k e l y 

t o evoke a p o l i c y r e s p o n s e by o t h e r n a t i o n s , and v i c e v e r s a . The more s u c ­

c e s s f u l a g i v e n s t r a t e g y i n s t i m u l a t i n g e x p o r t s , the more l i k e l y i t i s t o 

p rovoke f o r e i g n r e t a l i a t i o n i n the form of t r a d e b a r r i e r s , or i n c r e a s e d s u b ­

s i d i z a t i o n by o t h e r e x p o r t i n g n a t i o n s . Even the governments i n v o l v e d have 

r e c o g n i z e d t h i s p r o b l e m , and s i n c e 1973 have n e g o t i a t e d to reduce o f f i c i a l 

s u b s i d i e s to e x p o r t f i n a n c e . I n 1978 the U n i t e d S t a t e s s i g n e d the "Ag reemen ts 

on G u i d e l i n e s f o r O f f i c i a l S u p p o r t e d E x p o r t C r e d i t s , " w h i c h put v o l u n t a r y 

l i m i t s on i n t e r e s t r a t e s and repayment t e r m s . These a r e g e n e r a l l y v iewed a s 

i n e f f e c t i v e , s i n c e s i g n a t o r y n a t i o n s seem w i l l i n g to v i o l a t e t he g u i d e l i n e s a t 

w i l l . And a t t e m p t s to n e g o t i a t e f u r t h e r r e s t r i c t i o n s have had l i t t l e s u c c e s s 

[ 1 8 , 2 4 ] . N e v e r t h e l e s s , the n e g o t i a t i o n s t h e m s e l v e s e v i d e n c e o f f i c i a l r e c o g n i ­

t i o n t h a t c o m p e t i t i v e s u b s i d i z a t i o n of e x p o r t f i n a n c e i s l a r g e l y s e l f - d e f e a t ­

i n g . 
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An I n s t r u m e n t o f F o r e i g n P o l i c y 

T h i s l o g i c a l l y b r i n g s us to a n o t h e r s o c i a l b e n e f i t w h i c h i s some­

t imes a t t r i b u t e d to the E x p o r t Impor t l e n d i n g p r o g r a m ; n a m e l y , t h a t i t r e p r e ­

s e n t s an i n s t r u m e n t of f o r e i g n p o l i c y [ 1 8 , 1 9 ] . I n p a r t i c u l a r , t he argument 

g o e s , Ex- Im l e n d i n g terms can be s t r a t e g i c a l l y m a n i p u l a t e d so as to i n f l u e n c e 

t he outcome o f t r a d e n e g o t i a t i o n s such as t h o s e men t ioned a b o v e . 

F o r the l a s t s e v e r a l y e a r s , Ex - Im has been used as a s o r t o f " c l u b " 

t o w i e l d ove r the heads o f o t h e r ma jo r e x p o r t e r s . F o r e x a m p l e , the government 

of F r a n c e has been v iewed as p a r t i c u l a r l y u n c o o p e r a t i v e i n b a r g a i n i n g , and i n 

r e s p o n s e Ex - Im o f f e r s u n i q u e l y f a v o r a b l e terms on e x p o r t t r a n s a c t i o n s where 

F r a n c e i s the main c o m p e t i t o r . A l s o , the bank has l o n g t h r e a t e n e d to r e t a l i ­

a t e a g a i n s t f o r e i g n s u b s i d i z a t i o n o f e x p o r t f i n a n c e by o f f e r i n g e x t r e m e l y l o n g 

m a t u r i t i e s wh ich most f o r e i g n c o u n t r i e s wou ld f i n d d i f f i c u l t t o m a t c h . R e ­

c e n t l y , i t began mak ing s e l e c t e d l o a n s w i t h m a t u r i t i e s up to 20 y e a r s , i n 

e f f e c t l i v i n g up to t h a t t h r e a t [ 2 4 ] , 

Now, an a n a l y s i s o f t he s t r a t e g i c v a l u e of Ex - Im i n t h i s c a p a c i t y i s 

w e l l beyond the scope (and e x p e r t i s e ) of the p r e s e n t s t u d y . However , I c a n n o t 

d rop the i s s u e w i t h o u t mak ing one p a s s i n g o b s e r v a t i o n . Over the p e r i o d s t u d ­

i e d , 1976 -1980 , the U n i t e d S t a t e s made l i t t l e i f any d e t e c t a b l e p r o g r e s s i n 

a c h i e v i n g i t s o b j e c t i v e s v i a t r a d e - f i n a n c e n e g o t i a t i o n s . T h u s , i f a c t u a l 

r e s u l t s of n e g o t i a t i o n s a r e any measure o f E x - I m ' s s t r a t e g i c v a l u e to the 

U . S . , t h a t v a l u e was n i l . 
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Marke t F a i l u r e i n E x p o r t F i n a n c e 

I t i s o f t e n a rgued t h a t t h e r e i s market f a i l u r e i n e x p o r t f i n a n c i n g , 

and E x - I m ' s p r i m a r y v a l u e i s to c o r r e c t t h a t f a i l u r e [ 1 7 ] . The r e a s o n g i v e n 

i s t h a t most p r i v a t e f i n a n c i a l i n t e r m e d i a r i e s do not have s u f f i c i e n t e x p e r t i s e 

to a s s e s s the r i s k of e x p o r t l o a n s , wh i ch depends on s e v e r a l un i que f a c t o r s . 

These i n c l u d e the r i s k o f government e x p r o p r i a t i o n ( s o v e r e i g n r i s k ) and the 

r i s k t h a t the b o r r o w e r w i l l be u n a b l e to o b t a i n d o l l a r s to r e p a y the l o a n 

( c o n v e r t i b i l i t y r i s k ) . As a r e s u l t , i t i s a r g u e d , few p r i v a t e i n t e r m e d i a r i e s 

a r e w i l l i n g o r a b l e to l e n d i n the e x p o r t market [ 1 7 , 1 8 ] , T h u s , w i t h o u t 

government i n t e r v e n t i o n , t h e r e wou ld be an i n a d e q u a t e s u p p l y of e x p o r t f i n a n c ­

i n g . 

T h i s argument i g n o r e s the s i z e c o m p o s i t i o n of the f i n a n c i a l i n t e r ­

med ia r y i n d u s t r i e s , e s p e c i a l l y c o m m e r c i a l b a n k i n g . W h i l e i t i s t r u e t h a t most 

p r i v a t e i n t e r m e d i a r i e s have no e x p e r t i s e i n c r o s s - b o r d e r l e n d i n g , l a r g e com­

m e r c i a l banks such as t hose i n our sample c e r t a i n l y d o . These banks have 

i n t e r n a t i o n a l s t a f f s as l a r g e o r l a r g e r t han t h a t of E x - I m , and n e t w o r k s of 

o v e r s e a s o f f i c e s and b r a n c h e s no t a v a i l a b l e to the a g e n c y . They l e n d i n 

s e v e r a l hundred c o u n t r i e s a n d , i n d o i n g s o , r o u t i n e l y a s s e s s the above men­

t i o n e d r i s k s . A l t h o u g h t h e r e a r e a l i m i t e d number, pe rhaps 20 o r 3 0 , d o m e s t i c 

banks w h i c h f i t t h i s d e s c r i p t i o n , t he skewed s i z e d i s t r i b u t i o n of the i n d u s t r y 

r e s u l t s i n t h e i r h o l d i n g the m a j o r i t y of U . S . b a n k i n g a s s e t s . 

A c o r o l l a r y to the above argument i s t h a t s o v e r e i g n and c o n v e r t i ­

b i l i t y r i s k a p p l y to e n t i r e c o u n t r i e s , o r even r e g i o n s o f the w o r l d , and a r e 

no t e a s i l y d i v e r s i f i a b l e . T h u s , i t i s a r g u e d , the p r i v a t e s e c t o r may be 

u n w i l l i n g to p r o v i d e the s o c i a l l y o p t i m a l q u a n t i t y o f e x p o r t f i n a n c e , o r t o 

p r o v i d e i t i n the a p p r o p r i a t e f o r m . As e v i d e n c e of such marke t f a i l u r e , i t i s 
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no ted t h a t i n r e c e n t y e a r s , c o m m e r c i a l banks have become v i r t u a l l y u n w i l l i n g 

t o make l o n g term f i x e d - r a t e e x p o r t l o a n s . T h e r e f o r e , i t i s r e a s o n e d , i t i s 

n e c e s s a r y f o r Ex - Im t o " f i l l the g a p " [ 1 8 ] • 

T h i s argument o v e r l o o k s the f a c t t h a t e x p o r t f i n a n c e i s a v a i l a b l e 

f rom a number o f p r i v a t e s o u r c e s , no t j u s t b a n k s . For e x a m p l e , d o l l a r - d e n o m i ­

n a t e d f i x e d r a t e d e b e n t u r e s may be s o l d by f o r e i g n i m p o r t e r s o r U . S . e x ­

p o r t e r s , e i t h e r i n the U n i t e d S t a t e s o r i n t he Eurobond m a r k e t . P r i v a t e 

marke t a l t e r n a t i v e s a r e a v a i l a b l e , a t l e a s t to f i r m s w i t h sound c r e d i t r a t ­

i n g s . In t h i s r e s p e c t , t h e r e i s l i t t l e d i f f e r e n c e between e x p o r t f i n a n c e and 

d o m e s t i c U . S . f i n a n c e , s i n c e most c o m m e r c i a l banks p r e f e r s h o r t m a t u r i t i e s 

a n d / o r f l o a t i n g r a t e s on a l l t h e i r l e n d i n g . I f t h i s p r e f e r e n c e e v i d e n c e s 

marke t f a i l u r e , t h e r e f o r e , i t i s a g e n e r a l m a l a i s e no t c o n f i n e d to e x p o r t 

l e n d i n g . Baron makes an i n t e r e s t i n g o b s e r v a t i o n r e g a r d i n g the i n c e n t i v e s o f 

U . S . e x p o r t e r s and f o r e i g n i m p o r t e r s . " I f an i m p o r t e r has an o p p o r t u n i t y t o 

o b t a i n s u b s i d i z e d e x p o r t f i n a n c i n g ( f rom Ex- Im) the amount of s u b s i d y w i l l be 

g r e a t e r the l o n g e r i s the m a t u r i t y . T h i s may e x p l a i n why i m p o r t e r s and e x ­

p o r t e r s c l a i m t h a t l o n g m a t u r i t i e s a r e n e e d e d . 

V I I . Summary and C o n c l u d i n g O b s e r v a t i o n s : 

An A s i d e on the Economic Theory of R e g u l a t i o n 

My e m p i r i c a l e s t i m a t e s i n d i c a t e t h a t the Ex - Im d i r e c t l e n d i n g p r o ­

gram r e s u l t e d i n a ne t d i r e c t c o s t i n each y e a r s t u d i e d , and t h a t t h i s n e t 

d i r e c t c o s t i n c r e a s e d s u b s t a n t i a l l y ove r the sample p e r i o d . Due t o p rob lems 

w i t h the a c c o u n t i n g d a t a r e l e a s e d by the a g e n c y , i t i s l i k e l y t h a t the t r u e 

c o s t s were even g r e a t e r t han e s t i m a t e d h e r e . 
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I t i s d i f f i c u l t t o j u s t i f y t hese d i r e c t c o s t s i n te rms of i n d i r e c t 

s o c i a l b e n e f i t s , s i n c e t h e r e i s l i t t l e e v i d e n c e t h a t s u b s i d i z e d e x p o r t l e n d i n g 

c o n t r i b u t e s t o economic e f f i c i e n c y by o f f s e t t i n g marke t f a i l u r e . The p r i v a t e 

marke t f o r d o l l a r denomina ted e x p o r t f i n a n c i n g i s l a r g e and e x t r e m e l y c o m p e t i ­

t i v e , e x c e p t i n the a r e a of f i x e d r a t e te rm l o a n s whe re , q u i t e n a t u r a l l y , E x -

Im d o m i n a t e s . 

I t i s no t l i k e l y t h a t s u b s i d i z e d l e n d i n g has had a l a r g e e f f e c t on 

the l o n g run e q u i l i b r i u m l e v e l o f U . S . e x p o r t s e i t h e r , once i t i s r e c o g n i z e d 

t h a t f o r e i g n g o v e r n m e n t s ' p o l i c i e s must be t r e a t e d as endogenous ; t h a t i s , 

they can and do r espond t o E x - I m . Nor can the d i r e c t l o a n p rogram be j u s t i ­

f i e d i n terms of income r e d i s t r i b u t i o n e f f e c t s , s i n c e the p r i m a r y b e n e f i c i ­

a r i e s a r e f o r e i g n f i r m s o r g o v e r n m e n t s , and a h a n d f u l o f l a r g e U . S . c o r p o r a ­

t i o n s . 

The Economic Theory o f R e g u l a t i o n 

I f we assume t h a t t hese c o n c l u s i o n s a r e b a s i c a l l y c o r r e c t , and 

assume f u r t h e r t h a t Ex - Im has no t been a v a l u a b l e t o o l o f U . S . f o r e i g n p o l i c y , 

t hen the s o c i a l c o s t o f Ex - Im d i r e c t l e n d i n g has exceeded t he b e n e f i t f o r a t 

l e a s t f i v e y e a r s . The p u b l i c p o l i c y e n t a i l m e n t s of t h i s c o n c l u s i o n a r e o b ­

v i o u s . However , a v e x i n g q u e s t i o n i s t hen r a i s e d . "Why has the program 

c o n t i n u e d to e x i s t i n i t s p r e s e n t f o rm a n d , i n f a c t , t o grow s u b s t a n t i a l l y ? 

One p o s s i b l e e x p l a n a t i o n i s t h a t p o l i c y m a k e r s have been s y s t e m a t i ­

c a l l y m i s g u i d e d , o v e r e s t i m a t i n g the b e n e f i t s of the p r o g r a m , u n d e r e s t i m a t i n g 

t he c o s t , o r b o t h . Y e t , E x - I m has c e r t a i n l y had t he t ime and i n c e n t i v e to 

c a r e f u l l y i n v e s t i g a t e the r e l e v a n t c o s t - b e n e f i t t r a d e - o f f s , h a v i n g f o r y e a r s 

been s u b j e c t e d to p e r i o d i c c r i t i c i s m f rom C o n g r e s s , the GAO, and e l s e w h e r e . 
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M o r e o v e r , t h i s t h e o r y does no t e x p l a i n c e r t a i n l o n g - s t a n d i n g E x - I m p o l i c i e s . 

Why, f o r e x a m p l e , does the agency i n t e n t i o n a l l y p e r p e t u a t e the n o t i o n t h a t i t 

i s " s e l f f i n a n c i n g " and thus c o s t l e s s to the p u b l i c ? S u r e l y , i t knows t h a t 

t h i s r h e t o r i c i s m i s l e a d i n g . Why does i t e f f e c t i v e l y " c o o k i t s own b o o k s " 

u s i n g odd a c c o u n t i n g p r o c e d u r e s w h i c h o v e r s t a t e t r u e e a r n i n g s by some unknown 

amount? 

P r ima F a c i e , such p o l i c i e s may be b e t t e r e x p l a i n e d by t he Economic 

Theory of p u b l i c a g e n c i e s , a s p roposed by S t i g l e r [ 2 9 ] , P o s n e r [27] and 

o t h e r s . I n t h i s , the c o n c l u d i n g s e c t i o n , I a rgue t h a t E x - I m ' s p o l i c i e s have 

been q u i t e c o n s i s t e n t w i t h t h i s body of t h e o r y and t h a t , i n f a c t , i t may be 

one of the b e s t examples i n t he l i t e r a t u r e . I must c l e a r l y p o i n t o u t , how­

e v e r , t h a t these o b s e r v a t i o n s do no t c o n s t i t u t e a " p r o o f " o f the Economic 

T h e o r y , or a " p r o o f " t h a t Ex - Im i s m o t i v a t e d by the i n c e n t i v e s t r u c t u r e i t 

a s s u m e s . A l l I c l a i m i s t h a t the a g e n c y ' s b e h a v i o r has been r e m a r k a b l y c o n ­

s i s t e n t w i t h the t h e o r y ' s p r e d i c t i o n s . 

The Economic Theory was o r i g i n a l l y d e v e l o p e d t o e x p l a i n the b e h a v i o r 

o f r e g u l a t o r y a g e n c i e s . B r i e f l y , i t p o s t u l a t e s t h a t r e g u l a t i o n may, i n a p p r o ­

p r i a t e c i r c u m s t a n c e s , be a s u b s t i t u t e f o r p r i v a t e c a r t e l i z a t i o n o f an i n d u s ­

t r y ; t h a t i s , government r e g u l a t i o n may i n c r e a s e p r o f i t s by f i x i n g p r i c e s , 

l i m i t i n g e n t r y o r , i n g e n e r a l , by s u p p r e s s i n g compet i t ion—^L/ R e g u l a t o r y 

c a r t e l i z a t i o n s u f f e r s f rom the same p rob lems as p r i v a t e c a r t e l i z a t i o n , i n c l u d ­

i n g the f r e e r i d e r p rob lem and the i n c e n t i v e f o r c a r t e l members to c h e a t by 

c u t t i n g p r i c e s . 

The t h e o r y f u r t h e r p o s t u l a t e s t h a t such r e g u l a t i o n i s demanded by 

i n d u s t r i e s , and t h a t demand w i l l be g r e a t e s t when c a r t e l i z a t i o n i s d i f f i c u l t , 

f o r e x a m p l e , because i t i s h i g h l y v i s i b l e . I t i s h y p o t h e s i z e d t h a t r e g u l a t i o n 

i s s u p p l i e d by the p o l i t i c a l sys tem i n exchange of payment i n the fo rm o f 
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v o t e s , campaign c o n t r i b u t i o n s , f u t u r e j obs i n p r i v a t e i n d u s t r y , e t c . Some 

i n d u s t r i e s may be a b l e t o i n f l u e n c e the p o l i t i c a l p r o c e s s more c h e a p l y t han 

o t h e r s , e s p e c i a l l y i f t hey a r e a b l e t o d e l i v e r l a r g e b l o c k s o f v o t e s . 

P o s n e r [27] has p o i n t e d out a f u n d a m e n t a l p rob lem w i t h the Economic 

Theory of R e g u l a t i o n , h o w e v e r . In most c a s e s , i t s p r e d i c t i o n s a r e no t s u f f i ­

c i e n t l y p r e c i s e t o be t e s t a b l e . Q u o t i n g P o s n e r , 

I used to t h i n k t h a t t h e r e was one c a s e i n w h i c h t he 
t h e o r y y i e l d e d an u n e q u i v o c a l and t e s t a b l e p r e d i c t i o n . 
That i s where the number o f f i r m s i n the i n d u s t r y i s 
s m a l l , t h e r e b y f a c i l i t a t i n g o r g a n i z a t i o n of the i n d u s t r y 
f o r e f f e c t i v e p o l i t i c a l a c t i o n , but the number o f em­ 
p l o y e e s i n t he i n d u s t r y i s g r e a t . S i n c e t he p r o f i t s f rom 
p r o t e c t i v e r e g u l a t i o n can be d i v i d e d between the e m p l o y ­
ees and the f i r m s t h r o u g h c o l l e c t i v e b a r g a i n i n g , i t 
s h o u l d be p o s s i b l e f o r the f i r m s to i n d u c e the emp loyees 
to " l e n d " t h e i r v o t i n g power t o o b t a i n such r e g u l a t i o n . 
[27 , p p . 347 -48 ] 

Such an i n d u s t r y wou ld s e e m i n g l y e x h i b i t i d e a l demand and s u p p l y c o n d i t i o n s 

w h i c h r e s u l t i n a h e a v i l y r e g u l a t e d e q u i l i b r i u m . Y e t , P o s n e r goes on t o p o i n t 

ou t t h a t even t h i s c a s e i s amb iguous . I f the number of f i r m s i n an i n d u s t r y 

i s s m a l l , t h i s tends to r e d u c e the c o s t o f p r i v a t e c o l l u s i o n , w h i c h i s a 

s u b s t i t u t e f o r r e g u l a t i o n . M o r e o v e r , t he s o r t o f p r o t e c t i v e r e g u l a t i o n w h i c h 

b e n e f i t s f i r m s i n an i n d u s t r y i s l i k e l y t o c o n f l i c t w i t h employee o b j e c ­

t i v e s . F o r e x a m p l e , r e s t r i c t e d e n t r y may reduce the number of j o b s , and 

a r t i f i c i a l l y h i g h p r i c e s w i l l r educe ou tpu t demand w h i c h , i n t u r n , r e d u c e s 

demand f o r f a c t o r i n p u t s i n c l u d i n g l a b o r . 

I n t e r e s t i n g l y , the E x p o r t - I m p o r t Rank c o u l d be P o s n e r ' s " m i s s i n g 

l i n k ; " t h a t i s , a government agency w i t h the ex t reme demand and s u p p l y c o n d i ­

t i o n s he d e s c r i b e s , but a b s e n t the c o m p l i c a t i o n s wh ich c o n f l i c t w i t h an unam­

b i g u o u s p r e d i c t i o n . To see t h i s , howeve r , the t h e o r y must be b roadened to 

r e c o g n i z e t h a t government a g e n c i e s may s u p p l y an o u t r i g h t s u b s i d y (as opposed 
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t o c a r t e l - l i k e r e g u l a t i o n ) , and t h a t the s u b s i d y may be demanded by any i n t e r ­

e s t g r o u p , not n e c e s s a r i l y f i r m s i n a p a r t i c u l a r indus t ry -11 / 

In E x - I m ' s c a s e the r e l e v a n t i n t e r e s t g roup i s composed o f U . S . 

f i r m s w h i c h e x p o r t l o n g - l i v e d c a p i t a l a s s e t s . The e f f e c t i v e p r i c e of such 

goods i s i m p o r t a n t l y dependent on f i n a n c i n g c o s t s , so t h a t t h e s e f i r m s have 

t he most to g a i n f rom s u b s i d i z e d e x p o r t l o a n s . They t end to be l a r g e c a p i t a l -

i n t e n s i v e companies a n d , as we have a l r e a d y s e e n , Ex - Im l e n d i n g i s h e a v i l y 

c o n c e n t r a t e d i n a few of them. I n 1980, f o r examp le , 67 p e r c e n t o f t o t a l 

d i r e c t l o a n s went to f i n a n c e the e x p o r t s o f o n l y seven f i r m s . T h i s s o r t o f 

c o n c e n t r a t i o n i s t y p i c a l y e a r a f t e r y e a r , and t h u s , P o s n e r ' s s m a l l number o f 

f i r m s c o n d i t i o n i s w e l l s a t i s f i e d . H i s l a r g e number of e m p l o y e e s ' c o n d i t i o n 

i s w e l l met a l s o , as t hese seven f i r m s have i n e x c e s s of one m i l l i o n e m p l o y ­

e e s , w o r l d w i d e . I t i s no t c l e a r how many of t hese a r e U . S . c i t i z e n s , bu t 

c e r t a i n l y the s u b s t a n t i a l m a j o r i t y . 

The b a s i c demand and s u p p l y c o n d i t i o n s f o r a h e a v i l y r e g u l a t e d ( o r 

i n t h i s c a s e , h e a v i l y s u b s i d i z e d ) e q u i l i b r i u m a r e t h e r e f o r e f u l f i l l e d . How­

e v e r , t hose f a c t o r s w h i c h con found an unambiguous p r e d i c t i o n a r e n o t a b l y 

absen t i n t h i s c a s e . F i r m s i n t he i n t e r e s t group e x p o r t many d i f f e r e n t p r o d ­

u c t s and a r e i n d i f f e r e n t i n d u s t r i e s w h i c h may o r may no t be c a r t e l i z e d . Thus 

p r i v a t e c a r t e l i z a t i o n i s no t a s u b s t i t u t e f o r Ex- Im l o a n s , the l a t t e r b e i n g a 

s u b s i d y t o the i n t e r e s t g r o u p . 

Nor i s t h e r e a c o n f l i c t o f i n t e r e s t between f i r m s and employees i n 

t h i s c a s e . S u b s i d i z e d f i n a n c i n g tends t o i n c r e a s e p r o d u c t demand, no t r e d u c e 

i t , and t h i s may be e x p e c t e d t o r e s u l t i n more j obs as w e l l as h i g h e r p r o f ­

i t s . The c o a l e s c i n g o f f i r m - e m p l o y e e i n t e r e s t s i s unamb iguous . In f a c t , 

t h e r e e x i s t s a l o b b y i n g o r g a n i z a t i o n e n t i t i l e d the L a b o r - I n d u s t r y C o a l i t i o n 

f o r I n t e r n a t i o n a l T rade ( L I C I T ) . I t s membership i n c l u d e s the ma jo r e x p o r t e r s 
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and the I n d u s t r i a l Un ion Depar tment of t he A F L - C I O . Not s u r p r i s i n g l y , one o f 

L I C I T ' s p r i m a r y m i s s i o n s i s to l o b b y Ex - Im f o r more and c h e a p e r e x p o r t l o a n s . 

I n a l l r e s p e c t s , the t h e o r y wou ld seem to p r e d i c t a h i g h l y s u b s i ­

d i z e d e q u i l i b r i u m and t h a t , a c c o r d i n g to my e s t i m a t e s , i s what we o b s e r v e . 

F i n a l l y , E x - I m ' s c o n f u s i n g r h e t o r i c and a c c o u n t i n g p r o c e d u r e s a r e e a s i l y 

e x p l a i n e d i n t h i s f ramework . 

The use of l anguage t h a t , i f the economic t h e o r y o f 
r e g u l a t i o n i s c o r r e c t , i s u t t e r l y u n i n f o r m a t i v e and 
i n d e e d m i s l e a d i n g i s no t c o s t l e s s ; p resumab ly i t i s 
employed because t h e r e a r e o f f s e t t i n g b e n e f i t s . These 
b e n e f i t s must have to do w i t h i n c r e a s i n g the c o s t s to 
members of the p u b l i c o f o b t a i n i n g a c c u r a t e i n f o r m a t i o n 
about the e f f e c t o f the a c t i o n s of t h e i r l e g i s l a t i v e 
r e p r e s e n t a t i v e s on t h e i r w e l f a r e . [27 , p. 355] 



F o o t n o t e s 

—-'In f i s c a l 1980, the l a r g e s t d i r e c t l o a n programs had l o a n o b l i g a ­

t i o n s o r commitments as f o l l o w s : A g r i c u l t u r a l C r e d i t and I n s u r a n c e , $ 7 . 5 ; 

R u r a l Hous ing I n s u r a n c e f u n d , $ 6 . 8 ; E x p o r t Impor t Bank , $ 5 . 5 ; A g r i c u l t u r a l 

P r i c e S u p p o r t s , $ 4 . 9 ; F . H . A . , $ 3 . 0 . ( B i l l i o n s of d o l l a r s , [ 2 3 ] ) . 

— ' F o r an e x c e l l e n t r e v i e w of e m p i r i c a l t e s t s of c a p i t a l marke t 

e f f i c i e n c y see Dyckman, Downes and Magee, [ 7 ] . 

3 / 
—' In g e n e r a l , V > A when (8) h o l d s . In the s p e c i a l c a s e o f p e r f e c t 

c o m p e t i t i o n i n the p r o d u c t and f a c t o r m a r k e t s , (8) s i m p l i f i e s t o , m* = r = 
a 

r e ( 1 - K ) (1/1—t) + r ^ K . S c a l e i s i n d e t e r m i n a t e and i n t h i s c a s e V = A . 

— The sample f i r m s a r e a c t u a l l y bank h o l d i n g c o m p a n i e s . Most l a r g e 

c o m m e r c i a l banks have the h o l d i n g company fo rm o f o r g a n i z a t i o n , and i n a l m o s t 

a l l c a s e s i t i s h o l d i n g company s h a r e s t h a t a r e t r a d e d i n t he e q u i t y m a r k e t . 

—^See L i t z e n b e r g e r , Ramaswamy and S o s i n [11] f o r a d i s c u s s i o n of 

such a p p l i c a t i o n s i n the p u b l i c u t i l i t i e s i n d u s t r y . 

A . ' I f the 1980 ave rage v a l u e s o f p and p a r e s u b s t i t u t e d i n ( 1 2 ) , 

E ( g ) = . 0 7 6 . The a c t u a l compound g rowth i n t o t a l d i v i d e n d s p a i d by the f i v e 

banks ove r the sample p e r i o d was . 0 7 5 . 

—^Nearby d a t e s were checked to be s u r e the d i v i d e n d / p r i c e r a t i o s as 

o f the end o f 1980 were no t " a b n o r m a l " . They d i d no t appear to b e . 

—^Ibbo tson and S i n q u e f i e l d [9] e s t i m a t e d the market r i s k premium to 

be . 0 6 2 . The ave rage r i s k premium f o r the sample banks i s s l i g h t l y l o w e r , 

. 0 6 1 , s i n c e the ave rage b e t a i s l e s s than 1. 

2/All f i v e sample banks have term debt o u t s t a n d i n g and a l l a r e r a t e d 

AAA or AA. T h e r e f o r e , t he a s s u m p t i o n of an A r a t e f o r Ex - Im i s i n t e n t i o n a l l y 

c o n s e r v a t i v e . 



_L2/with p u b l i c l y a v a i l a b l e d a t a , i t i s no t p o s s i b l e t o d e t e r m i n e the 

m a t u r i t y s t r u c t u r e of a l l Ex- Im debt o u t s t a n d i n g d u r i n g the sample p e r i o d . 

A c c o r d i n g to the O f f i c e of Management and the B u d g e t , howeve r , the a v e r a g e 

m a t u r i t y of newly i s s e d Ex- Im debt has c o n s i s t e n t l y been about 7 y e a r s . 

I n v o k i n g the h e r o i c a s s u m p t i o n t h a t a l l deb t i s s u e s had a 7 y e a r o r i g i n a l 

m a t u r i t y , the ave rage m a t u r i t y of o u t s t a n d i n g s was a p p r o x i m a t e l y 3 - 1 / 2 y e a r s . 

I e s t i m a t e d t he market v a l u e of E x p o r t Import debt assuming a 3 - 1 / 2 

y e a r m a t u r i t y , and t hese e s t i m a t e s were q u i t e s i m i l a r to those based on t he 

a s s u m p t i o n of an i n f i n i t e m a t u r i t y . T h i s r e f l e c t s the f a c t t h a t the y i e l d 

c u r v e i s g e n e r a l l y q u i t e f l a t beyond a few y e a r s m a t u r i t y . 

-2A/Ex-Im has l o n g m a i n t a i n e d t h a t i t i s w e l l c a p i t a l i z e d v i s - a - v i s 

the l a r g e s t p r i v a t e banks [18 , pp . 1 3 - 1 4 ] , and t h a t i s t r u e i f one compares 

a c c o u n t i n g d a t a . I n 1980, f o r e x a m p l e , the ave rage a c c o u n t i n g r a t i o o f 

d e b t / t o t a l a s s e t s f o r sample banks was . 9 6 0 , compared w i t h a v a l u e o f .772 f o r 

E x - I m . 

I f d e b t / t o t a l a s s e t s i s computed w i t h market v a l u e s , howeve r , the 

1980 sample bank ave rage was . 9 7 3 , compared t o a v a l u e between .934 and .944 

f o r E x - I m . A l t h o u g h Ex - Im s t i l l l o o k s b e t t e r , i t ' s " a d v a n t a g e " o v e r the p r i ­

v a t e c o m m e r c i a l banks i s g r e a t l y r e d u c e d when c a p i t a l i z a t i o n i s measured i n 

market v a l u e t e r m s . 

1 2 / 

' A s e x p l a i n e d i n f o o t n o t e 1 3 , however , i t i s o n l y an a p p r o x i m a ­

t i o n . 

- L ^ / V o r s i m p l i c i t y , t ime s u b s c r i p t s a r e o m i t t e d i n ( 1 6 ) . m i s the 

e f f e c t i v e r a t e of i n t e r e s t p a i d by the b o r r o w e r . The r a t e ea rned by Ex - Im i s 

a c t u a l l y somewhat l o w e r due t o the m o r a t o r i u m on p r i n c i p a l r e p a y m e n t s . 

- l ^ / T h e p o l i c y a l s o p roduced some p rob lems f o r E x - I m , p a r t i c u l a r l y i n 

s a t i s f y i n g the C o n g r e s s i o n a l mandate t h a t i t be s e l f - s u s t a i n i n g ; e . g . , show an 



a c c o u n t i n g p r o f i t . R e p o r t e d p r o f i t s d e c l i n e d by abou t 50 p e r c e n t i n 1980 and 

l o s s e s a r e p r o j e c t e d f o r 1981 , 1982 , and p o s s i b l e b e y o n d . A r e c e n t GAO s t u d y 

was e x t r e m e l y c r i t i c a l o f the b a n k , q u e s t i o n i n g he adequacy o f i t s l o s s r e ­

s e r v e s and i t s a b i l i t y t o s u r v i v e w i t h o u t a p p r o p r i a t e d funds [ 1 8 J . 

.11/Baron, [ 4 , p. 7 ] , i t a l i c s a d d e d . 

Commerc ia l b a n k i n g i s an e x c e l l e n t example o f such an i n d u s t r y . 

R e g u l a t i o n l i m i t s e n t r y , s e t s c e i l i n g s on d e p o s i t i n t e r e s t r a t e s and p r o h i b i t s 

i n t e r s t a t e ( s p a t i a l ) c o m p e t i t i o n . (See Boyd and Kwast [ 2 6 ] ) . 

•12J This s o r t o f g e n e r a l i z a t i o n i s not new, f o r p o l i t i c a l s c i e n t i s t s 

have l o n g s t u d i e d the r o l e o f i n t e r e s t g roups i n p u b l i c p o l i c y f o r m a t i o n 

[ 2 8 ] . T y p i c a l l y , however , they have not employed an e c o n o m i c ( s u p p l y and 

demand) f ramework . 
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