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INTRODUCTION

Part of theliterature on trade undemncertainty focuses on the scope tfade policy

as a substitute fomissing orincomplete insurance marketsWhile Eaton and
Grossman (1985) argukat tradeinterventionmay serve as a second-best (partial)
substitute founavailable insuranaantractsDixit (1989, 1990) stresses that in most
cases theorrectpolicy is not traderelated. In thigpaper, the question is reversed.
More specifically, we investigate to what extent insurance polgiesthat these are
publicly provided, can incorporate trade related goals or other complementary motives.
In other words, is iffeasibleand desirable to use insuramomtracts for other

purposes beside the prime objective of efficient risk allocation?

We concentrate on the case of expoesurance, in most OECD countries provided by
(semi-)public agenciesExportinsurance policies offezoverage against default risk.
Empirical studies (Abraham (1990); Abraham, Couwenberg and Dewit (1992))
indicate that irseveral countriesfficial exportinsurers are operating with a sustained
budgetary loss. According to the WT&ubsidyCode such practice igbelled as
subsidisation andxplicitly prohibited. Thigpaper asserts undashich circumstances
this form of subsidisation can be optimal iimgdividual countries wherofficial export

insurers embrace an objective function blended with different goals.

Two alternative policy motiveare discussed. First, becatlss type of insurance is
inseparably linked to export activities of domestic firms, the termvbiah coverage is
provided ardikely to contain a strategic element. The neell-establishedgtrand in

the tradepolicy literature on strategic export promotion (among others developed by
Brander and Spencer (198Batonand Grossman (198@)jxit (1987) andHelpman

and Krugman(1989)) pointsout thateconomies can improve domestic welfare by
subsidisingexports undespecific oligopolistic behaviour ithe export market. We
examinewhether and how theptimal strategi¢radeintervention rule alters when the
motive of strategicexport promotion is encapsulated dafficial export insurance
programs. Second, the risk of defaultpiedominantly relevantor exports to

developing countriesMoreover,official exportinsurance schemes oftareincluded



in the domestic country’s packagedfficial development aid. Hence, thessibility

of aid-inspired export insurance subsidies is also explored in this study.

The practice obfficial exportinsurance is discussed in general in sedima Section
two is devoted to theanalysis ofthe purensurance motive obfficial insurers. In
section three, the motive of strategiport promotion is introduced aogtimaltrade
policy rulesfor insuredexports are determinedFinally, the scope foaid-inspired

export insurance is assessed in section three.

1. OFFICIAL EXPORT INSURANCE: SPECIFIC FEATURES

In this sectiorthe main characteristics official exportinsuranceare described and
the instrumental specifics of insurancentracts are discussedExport contracts
stipulating a certain credit tenimply defer of payment untthe credit expires. Ithat
case, exportersnay beconfronted with default by the foreign importer at the
expirationdate of the contract. In mostdustrialised economies, risk avefsens

facing a risk of default can apply for insurance at an official export insurance agency.

Insurance contracts have sosyeecific featureswhich makes thenattractive policy
instruments. Optimalontractdetermine a premium ar@$sociated coveragglacing
a double instrumental variable thie official insurer’s disposal.Moreover, pemium
and coverage can be either specified in levels or as rates. Hence, the pantroudr f

the insurance contract provides an additional degree of policy freedom.

The maximumcoverage ratestipulated in exportnsurance policies varies between
85% and 100%, often approachifgl insurance. With some exceptions, insured
exports in mosindustrialised economies roughdgcount for 10% to 20% of total
exports. A striking feature obfficial exportinsurance schemestisat theseusually
involve export subsidisation. In practice, thimeans thatthe premium income

collected doesot suffice to cover thereimbursements claimed by insuréams.

! For more detailed figures on this measure, we refer to Dewit (1996), p. 9.



Broadly speaking, subsidsates, measured as tlufference betweerclaims and
premiums as a percentage of insured contracts, range between 228a@rAlthough
these figuresnay seemmoderate or even rather low at first sighipbal subsidy
estimates conceal a considerably skewed regipasiern in export insurance
subsidisation. More specifically, insuredexports todeveloping countries receive the
bulk of the subsidies. Theseontracts are characterised byhigh risk of default.
Meanwhile,European countries agell as industrialisedconomies in general are non-

subsidised export destinations.

The prime objective of public insurers should the provision ogfficient insurance
against the risk of default. However, becaaffeial exportagenciesre operating for
account of the statéheir objective function ikely to be enbedded in more general
policy goals of the domestic governmehivo such wider policygoals deservepecial
attention.  First,since this type of insurancelearly is inseparably linked to an
economy’s riskytrade relations, ithay beused as an instrument of strategiport
promotion against foreign competitors in third markets. Second, developing countries
obviously are the expontlestinations forwhich official export insurance schemes
especiallyare significant. Inpractice, they are oftedlaimed to bepart of public

development aid programs.

Before investigating to whagxtent official exportinsurers can desigoontracts at
termswhich are combiningthese different objectives, we discis pure insurance

goal of a public insurance agency and the effect of this type of insurance on exporters.

2. THE INSURANCE OBJECTIVE

In this sectionthe insurance objective is isolated from potential alternative goals by

assumingperfect competition in the export marketereby removingny rationale for

strategic exportintervention. A simple benchmark with symmetric information



between insurer and insured is built, usingna-shot two-staggamé. In thefirst
stage, thefficial agencydecides on the terms of tiresurance policies offered, while
insuredfirms make their decisions fahe foreignexport market in the second stage.
Solvingthe game backwards, watart byanalysingthe exporter'slecision inthe last

stage of the game.

2.1. The export decision of the insured firm with perfect competition

A representative risk averdem maximisesits certainty-equivalent profifEV)
generated by exporting to a particular region. The market structure in the export
destination is perfectly competitive. Vddopt amean-variance approach sonplify
theformal analysis. Regional default distributi@re assumed to be independent and

background risk considerations are ignored. Hencdiyitiie optimisation problem is

given by

rr]:k';leVk = H* —% var* (1)
with

EMN* = (1- BEA%) px+ (R k- Yy kpkx"—% X (2a)
varf® = (L-y*)? (p*x*)2v¥ (2b)

where superscript k denotes specific export market. EN* andvarf* denote the
expected profits and theriance of profits.p“and x* respectively stand fahe given
export price and theexport volume inmarket k. 3 is a parameter measuring the

degree of risk aversion. The last term in expredgahrepresents the production cost

function. We assuméhat marginal costs areincreasing to avoid indeterminate
solutions under perfect competition. The risk of default is capturad, ey stochastic
variable distributed with mearEx*and variance v (with Prob {\ <0}=Prob

{ \“>1}=0). An insuredexporterpaysthe premiumrate (i.e., thgoremium paid per

insured currency unit, denotedry stipulated in thénsurance policyor the export

2 Asymmetric information problems in export insurance leading to moral hazard and adverse
selection are respectively discussed in Dewit (1996a) and Dewit (1996b).



market envisaged. If the foreign importer tuong to beinsolvent atthe expiration
date of the contractAl >0), the exporter iseimbursed for this loss ke official
insurer insofarthe insurance policyprovides coverage. The coveragate is

symbolised by * (0<sy* <1).

Proposition 1:When export insurance contracts stipulate a premium and a coverage
rate, the export volume of a risk averse firm depends on the distribution features of
the default variable, the firm’s attitude to risk and the terms of the insurance

contract.

Proof:
The first order condition of (1) with respect to the export volume is then given by
(L= EX) pl + (BN = )y *p*= x = B(a-y 9 p¥ xv¥ =0 3)
which yields the optimal export volume of the insured firm:
« _ K I-EX+(BA* -y K

x‘=p (4)
1+B(1-y")?pFve

Clearly, the characteristics of the default distributicm"(,vkz), thefirm’s degree of
risk aversion [§) and the terms of thimsurancecontract ¢*,y*) arecrucial in the
firm’s exportdecision. More particularly, theexportvolume unambiguously declines
as the coverage raspecified inthe available insurance poligjecreases as long as the

k
premiumrate is set at th@ess than) faitevel (di>o if r*<EA¥). This isdue to
dy

the fact that exporters cannot choose the coveragdreatg. Furthermore, a low

premium rate is conducive to exporting more to the region under consideration

dx* ..
—>0ify“>0).
(OIrk y*“>0)

% This would be thease with uniform premiumating. Thengiven a particular premium rate, export
volumes wouldnot beaffected bytheir attitude to risk or thdeatures of the foreigrdefault
distribution (see Funatsu (1986), Abraham and Dewit (1996)).



2.2.  Optimal official export insurance

The actual terms awhich insurancecontracts areavailableare determined by the
official exportinsurance company ime first stage of the game. \Wssumdhat the
latter disposes of theame informatiombout therisk involved inthe contracts as the

firms applying for insurance.

A risk neutralpublic insurance companyaximisescertainty-equivalent profits of all
insuredfirms corrected for the potentiaubsidycosts itincurs (denoted by théast

term of the objective function in (5)):

-

(5)

max n*EV* - n (B~ r*) * px“
Y
t.

st [EV - d(B*- Py ], > max| b EV- RO E- By pY,

= :E)\k
The constraint in (5) guarantees that th&urancecontract isefficient. Efficiency
implies that, at fairpremiumrates, the coverage stipulated in fh@icy maximises

certainty-equivalent profits of risk averse exporters.

Proposition 2: Under symmetric information in insurance and with perfectly
competitive export markets, optimal official export insurance policies consist of full

coverage and fair premium rates for all risk categories.

Proof:

From the first stage we knowV¥*« =0and assuminghat thedomestic country is

k

small we additionally have nierms of tradeeffect ((kd# =0). Hence, withp
n - X

(6>0) denoting theLagrange-multiplier associated withe constraints in (5Jirst

order conditions with respect to premium and coverage rate are given by

—nk(ak—rk)ykpk%zo (6a)
(1+0)B(L-y )P X )2V = (B <= ryy jyi =0 (6b)
yielding

rk Z EpX (7a)



yk =1 (7b)

The resultingcontract terms areot surprising. With “insurance” as ily objective,
the risk neutrabfficial insurer provides policies #te mostavourable terms forisk
aversefirms facing arisk of default. Meanwhilethe contracts offered asfficient
sincethe uncertainty isompletely transferred tine risk neutral agent at eemium

rate which covers the expected costs of bearing the risk involved.

The fact thatsuch contracts arefficient canalso be inferred fronthe volume the
insuredfirm exports undethis insurance regime. From (4Ya) and (7b) webtain

the insured firm’s export quantity

x* = p*(L- B\Y) (8)

which is equal tadhe exportvolume of its risk neutratounterpart (i.e.expression (4)
with 3=0).

3. EXPORT INSURANCE AND STRATEGIC EXPORT PROMOTION

Apart from the purénsurance motivehe official statutes opublic insurance agencies
stress their role as export promoting institutions.thia section, we determine the
scope for strategic interventiona exportinsurance. Evidently, since this type of
tradepolicy is based omprofit shifting, it is onlyrelevant forspecificexport markets
where the market structureasigopolistic. The literature with respect ttus policy
issue suggests strategic interventiégam export subsidies when a domestidirm is
competing in a Cournot-Nadhshion with a foreign rival in #ird (export) market
(see, among others, Brander and Spencer (19B&%pn and Grossman (1986),
Helpman and Krugma(l989)). Here, we adophis marketstructure in the export
market and argue that strategic export promotioroffieial exportinsurancedoes not

necessarily replicate this standard result.

* This policy is advised given that the stability conditions are not violated.



Since insurance premiums have totbe samefor aspecific export region across
domestic industries, welaim that this type ofpolicy may berelevant ifthat export
destination ismainly served by a particular domessector. Moreover, théreign
government awell asthe government of the third market are assumed to adhere to a

laissez-faire trade polity

Again, we firstturn to the second stage of the game, wherdirtinewhich now has

oligopolistic marketpower, determines its optimaxport quantity. Wessumethat
the domestic industry consists of symmetric firmsexporting to aspecific region,

while competing in that market witht” symmetric foreign rivals.

3.1. The export decision of the insured oligopolist

Assume the products sold by the domestic and fofeeiga are homogeneous and the

demand function in the export market envisagdidéa’. The exportemaximises (1)
but now has some price-settimpwer (p* = p*(n*x*, n* x*) with p'<0). The
respective first order conditions for the-type andn® -type of firm are given by:
EVY: =[1- B+ (B - )y - By 92 pXVF|pe X p)- =0 (9)
BV =[1- BN (B - Py R 1y ¥ 2 pid | P X B - =0

(9b)

Total differentiation of these firsbrder conditions with respect to th@emiumrate

dxk *

and solving ford— and——— using Cramer’s rule yields:
dr

OEV*, DEV * aEvk * .0
dxX JFTC 5 oxk* ) e k'* 5
_= (10a)
dr D

® The case where both of these governmemts engaged iactive trade intervention iamply
discussed in the literature (Brander and Spencer, 1985, and several others).

® Hence, the demand structure is sthwt it cannot be theause of potential instabilities (sBeander
and Spencer, 1985).



 OEV K, OBV *

dx* " ek o

_ 10b
drk D (10b)
with

k, k OOEV** . OEV** 0O | 0EV** k.

D:umzvk +(nk—1)aEVk [ e mex o 22 T e n"*aE\k/

Eax ax'%ax* ox™  F ox ox" *
and

OEV** ,, OQEV*
X< X

x*" and x** respectively denote export quantities of domestic and foreign rivals.

The effect of arexportinsurance premium subsidy erportvolumes differs from the
impact of a direcsubsidy in variousespects. First, if the domestitsurancepolicy
only provides partial coveragehe direct effect of a premium reductiosisaller than
an increase in a (direct) ad valorem subsidy. This followsediately from calculating
k k
6Eaka from (15a):
;

AEV K«
ark

=-y*(p*+x“p*)<0 (11)

and|PEVSe | 9BV ]
| ork | orX

<=1 yk<1

Second, it is ambiguousow the foreigrirm will adjust its exporvolume as a result
of a domestic premium reduction. Thrsicially hinges onvhethermarginal certainty-
equivalent profits othe foreignfirm will decrease aslomestic exports rise From

(15b), we calculate

aEVk*Xk*:l_E)\k_'_(E)\k_rk*) ki _( 1—y %) 2 pkyk k| 4k
Tk y A1y ®) “pxt ovip (12)
—B-y )V X ) X
k % )
Clearly, ifthe foreign coveragete issufficiently smallthe sign ofTX* may be

positive. This is due to the fact that, with a large fraction of foeigorts uncovered

by insurance, lowering the price in the third marketnayeasing domestiexports

" This will be the case if moral hazard problems enter into the picture, or if the official agency installs
coverage rate ceilings to limit risk exposure of its total contract portfolio.



maylead to a decrease tine variance of foreign profits. the latter effectiominates

K %

the reduction in the foreigirm’s expected profits,a—kxk*>o. Note that Dhas to
X

EVk* k. _ . y
be positive ? S and 56'5\:* need to have theame signand, in addition,
X X
K e K e OEV * | |9EV** . .
|6Evk —|6Evk n — —| —~—| have to be positive) fostability
o | o r | x| [ |
reasons.

In the next subsection, we derive thgtimal terms atvhich official export insurance
should be provided if the objective function of the governragancy is inspired by a

concern for efficient risk allocation as well as a motive for strategic export promotion.

3.2. Optimal insurance and strategic export promotion

Strategic export promotion via export insurance subsidisation involves setting premium
rates below their faievel. Siill, is this always advisable wh&mategic intervention is

channelled through this export financing instrument?

For the domesticofficial insurer, thesimultaneous use dhe premium and the
coverage rate foefficient insurance as well a&rategic export promotion lgely to
generate solutiongvhich are suboptimal for either purpos&Vhile the motive of
strategic export promotion tend to dictatpramium subsidy, efficient risk allocation
would advocate faipremiumrating. Meanwhilestrategicpremium subsidisation may
inducethe exportinsurance agency to redutiee coverage foreseen in fislicies,
thereby reducingotal subsidycosts, whereapublic insuranceontracts shoul@ntail
full coverage in thiset-up. As a result, partial coverggaicies athighly subsidised
premiumrates would be providediot only implying inefficientinsurancebut also
narrowing the scope for strategic intervention as the insured shaskyoéxports

would have shrunken.

10



Hence, guaranteeingfficient use of bothnsurance policy variablesnplies linking

each of thebjectives to a specific instrumenihile the coverage rate isstrumental

in efficient insurancethe premiumrate ismanipulated forthe purpose of strategic
export promotion. Formally speaking, the public insurer faces an optimisation problem
similar to (5), but now domestic firms have market power in the importing country:

k k K k _ vk k kK
maxn“EV: - n" (R - r')y "p*x

rk,y
st [n" EVK - f(R*- H‘)y"pkxk}‘ ) EAKngx[ hEV- h( E- fy* p ﬁ‘ ek
r = y r=
with pk = p*(nfx¥, n* x%) (13)

Proposition 3: There is less scope for strategic export subsidisation via export
insurance than via direct export subsidies since

(i) if domestic official export insurance contracts deviate from full coverage, there is
less scope for profit shifting.

(i) if foreign official export insurance contracts deviate from full coverage, the

optimal trade intervention rule for a Cournot duopoly may involve a premium tax

instead.

Proof:

(i) The first order condition with respect to the premium rate is equal to

k K %
n“EV e +(nf =1) E\/‘xk']dxk e x Evh & - .
dr dr H

k K %
—n*(EA* - rk)yk@(pk_'_ X p*) + (nk=1) x¥ pk):%_i_nk* X ' d(;(rk ﬁz 0

(14)
After some rearranging, we obtain the optimal premium rate
0, dx< k]
[(1_ EAC) - B(1-y ¥)? kakaZ] X< o Ot C(ljxk +(nk - ])(;TKD
r
r“ =Eax* - (ik O (15)
k k + Xk key VA
vy (p ) g+

11



If domestic coveragéalls below complete insurance, the prddhifting motive for
strategic export promotiobecomes smaller({- EA¥) - B(1-y ¥)? p*x*v¥ < 1- B *for

yk<1).

(i) Sincethesign of a premiumate subsidy(i.e., thesign ofthe second term of (15))
crucially depends on the reaction of the foregxportvolume to a domesticr@mium
reduction, apremium rate tax ¢*>EA*) constitutes theoptimal strategictrade
prescription if the foreiginsurance coverage sfficiently small (inother words, if

dxk *
drk

<0).

Now that theimportance of determinintpe coverage rate togetheith the pemium

rate has been shown, we maximise (20) with respgct.to

Proposition 4:Export insurance premium rates to markets whileeerisk of default is
high, are more likely to be determined by risk considerations than by strategic export

promotion.

Proof:
Net certainty-equivalent profits amaximisedwhen policies stipulatéull coverage,
which is precisely the contract implied by the left hand side of the constraint in (20). In
fact, theoptimal coverageate isimmediatelyobtained from the constraint associated
with efficient insurance,or
(1 EX) pA x| recent —%(1—yk)2( B %)% eene —% X
Ky K K 1 42 (16)

=(1- EA€)(p* X )‘rkzak -5 X et
which amounts to
y=1 (17a)
Hence, once agaitine official insurer should offefull coverage. Consequently, the

optimal premium rate is equal to

12



O dx€ dx< O
(1-EA)x*p“ " ?"'(nk _1)FD
P = EXK = 0 r g

(17b)

dx*
k+ k ki
(P +x“p )7dr"

Sincey =1, we know from (10a), (10b), (11) and (12) th%t—<o,(zx—: >0, signing
the second term in (1Positive for n* sufficiently small. Assuminghat therelative
number of domestifirms versus foreign competitors iiglatively small,the optimal
premiumratecontains a subsidytHowever, thissubsidy elemerdecreases if expected
default is large (tending taero for EA* - 1) while at the same time risk

considerations dictate a higher premium rate.

4. EXPORT INSURANCE, STRATEGIC EXPORT PROMOTION AND
OFFICIAL DEVELOPMENT ASSISTANCE (ODA)

In this section we arguiat, besides their involvement sirategic export promotion,
governmentsmay still grant exportsubsidies to insuredxporters if somespecial
political interest inthe importing country is reflected in their objective function. As
thesebenefitsare notprovided for (static) domestiwelfare improvements in the
traditional sense, and this type mdlicy maygenerate positive welfare effects in the
recipient country welabel this motive as politically inspired development aid.
Evidently,the reasomhy such aid iggrantedlies in the likelihood that thebeneficial
welfare effects in thdeveloping countrynay (partly) spillover tathe donor country in
the long run. The results ebmprising this political issue iexportinsurance are
consecutively discussed with perfect competitiorthie export market anghen
domestic exporters are competing iCaurnotfashion with foreigrfirms in athird

market with oligopolistic features.

4.1. ODA in public export insurance

13



Suppose the domestic government has spatfiical interests in a particulaxport
market. Providing cheap insurance to its risk averse donegimrtersgives the
latter a competitive edge that region. In other words, gives thenthe opportunity
to “tie” foreign consumers to theheaply imported products. Obviously, this
politically inspired consumer-tying is only valid tioe extent thatoreign buyers in the
export marketaluethose products. Onegay of modelling this motive is bgcluding
the foreign consumer surplus engendered fcomsumingthe producinvolved into
the objective function of thpublic insurance agency. Focusingtba effect othis
motive on premium rating weeturn to theinitially assumed markestructure of
perfect competition in the third market, henegoving anyreason for strategic
intervention. However, we noassumethat the exportingegconomymay belarge
enough to affect its terms thde. This is reasonable sintlee domestic government
is morelikely to include a politicakoncern for thedeveloping countrynvolved if its

export products are important for the domestic exporting industry.

Formally, the official insurer’s objective function is hence formulated as:

rpaz( nkEvk_ nk(E\k_ rk)l kpxk+ év**( E’*, )p_ Ef]
r-y

(18)
Akzrr\)kw{ hEV- h(E- fty*k pﬂ‘rk:ak

st.[nk EVK - (R*- My X p%]

r=e
The squared bracketed term in the objective functiofl®) denotes theonsumer
surplus frombuying the (domestically subsidised)roduct. ** indicates variables
associated with consumers in #seport marketwith V** and E** standing for the
indirect utility function andhe expendituréevel respectively. a is positive constant
parameteisymbolisingthe weight of theolitical aid motive inthe agency’s general

objective formulation.
Proposition 5: There is more scope for ODA-related subsidies to a particular
destination if the product involved is provided by few domestic exporters and is

important enough in the importing country’s import package.

Proof:

14



Again, the efficient-insurance constraint guarantedsll coverage y* =1), reducing

the first order condition of (25) with respect to the premium rate to
k k k
n“(1- BA%) p(nf - 1) xk%—nk(E)\k —r(p X+ p)% —ap X** rf:ik = 0(19)
r r r

After some rearranging, we obtain:

(-1 px(1- BY N akpk X**

rk =EAX
(p'x* + p) (p*' X+ p“)

(20)

The second term of (2Qjlearly reflectsthe terms of trade effegtleadingfor a
premiumtax and decreasing with thember of domestic firmsThe last term of (20)
is the (unambiguously signed) ODA-inspired premium subsidy. This subsidy element is
large if the foreign impordemand X **) is largeor, alternatively, wherthere is a

broad basis for consumer-tying.

The subsequent section presents the derivation afpial exportinsurance terms
whenthe public insurer’s objective entails a combinatiortief insurance motive, the
strategic goatinderlyingexport promotion and thgolitical imperative of providing a

particular form of ODA via export insurance to developing countries.

4.2.  Efficient coverage, strategic export promotion and ODA in official export

insurance

An official export insurance agency blendindpe motives oéfficient insurance
provision, strategiexport promotion angolitically coloured ODA-granting faces the

same optimisation scheme as in (25), but now firms have oligopolistic market power.

Proposition 6: Public export insurance contracts for a particular export destination

should not contai®DA-related subsidies and strategic subsidies simultaneously.

Proof:
Since efficient insuranceequires complete coverage® =1, the ultimately obtained

premium rate of the optimal insurance contract for exports to region k is equal to

15



0 dx< dx* O O - dx< dx* O
(1_ E)\k)Xk pkn |:ﬂk ?_’_(nk _1)d - 0 Xk pk Ij.]k d . _i_nkFE|
P = ENK = 0 r i r |:|+ak 0 r kr O
dx dx
k+ k ke k+ k ke
(P X p) e (P X p) e
(21)

While the second term of expressi®1) represents the strategicemium element,
the third term stands for the ODA-relatetibsidy. If the export market is
oligopolistic, the strategipremium subsidy is large the number of foreigrfirms
relative to domestic oneslggh. However, the converse tsue for theaid-inspired
premium subsidy. A subsidy-induced increase in domesfiorts to market k could

be more than compensated by a foregyport contraction to that market (i.e., if

L dx<
nk

k
n"di , culminating in a price raise @dhe imported product fdocal
drk rk

consumers . In fact, if foreiginms arerelatively wellrepresented in the third market,
domestic exporpremium subsidiesnay harm consumers ithe importing country.
Then, the political ODA motive would suggest a domestic premium tax for exports to
region k. This follows directly fronthe fact that the actuplice in theimporting
countrywill mainly bethe result of the strategic interactions between the competing

firms.

Meanwhile,the case foprofit-shifting subsidies becomssronger ifforeignfirms are
relatively well present in the markatvolved. Hence, we concluddat political
export insurance subsidieare mordikely to flow to countries where domestic
exporters are dominantyhile strategic premium reductions Wl be directed to

destinations where domestic exporters face fierce competition from foreign rivals.
CONCLUSION

In this paper weexaminedthe provision oexportinsurance whethe public export
insurance agency isot only concerned abouefficient risk coverage of export
contractsinvolving arisk of default, but also uses itssurance program for strategic

export promotion purposes, and is addition committed tgoolitically motivated

16



grants to developing countriesMore particularly, themplications ofthese potential

policy motives behind subsidy-incorporated export insurance schemes are investigated.

Providing efficient riskcoverageimplies full insurance at fair premium ratirigr all
export destinations. Yet, if the objective function of theofficial insurer contains
additional motives framing in the general policy of the governmenpréinium rating
will not prevail. Including strategi@xport promotion andpolitically motivated
development aid ifikely to result in exportinsurance subsidisation. However, the

scope for this type of subsidisation is limited.

First, strategic premium subsidies caonly be considered for oligopolisti@xport

markets where a few domestic exporters compete with foreign rivals.

Second, themodel reproduces thavell establishedesults in the literature that a
premium subsidy is advised only with complete coverage being offetbeé pmestic
government and the foreign competing econo®ll, even with complete insurance,
expected profits ofirms are decreasing as the expected default rises. Therefore, the
scope for profitshifting subsidies i be relatively narrow for export marketwith a

high defaultrate. This conclusion is reinforced doverage forhigh-risk regions is
incomplete. Therpremium subsidies will enhantee variability of domestic profits,

thereby mitigating the positive strategic effect on expected profits.

Third, taxing insuree@xportsmay bepreferable to subsidising if foreiggxporters are

offered merely partial coverage by their respective official insurance agencies.

Fourth, the scope fagolitically dictated development assistanga export insurance
subsidisation is limitetloo. A necessary condition for ODA-relatedbsidies ighat
domestic exporters hawifficient market power in a particulaeveloping country.
Only then, thepremium subsidy embodied the insurancecontract generates a lower
import price, leading to a consumer surplus enlargemeheinmportingdeveloping

country.
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Finally, in export markets wherérms interact strategically, the motives of profits
shifting and political ODAInfluence the optimal export insurance subsidisation in

opposite ways.

Summarising, althougéfficient exportinsurance wouldmply full coverage contracts

at fair premiumrates, the actuglolicy of official exportinsurance agencies is often
affected by general goals of the domestic government. The practiegpoft
insurance subsidisation ligely to be engendered by such a multiple-goal objective
function. The relevance of each of these motivesgeitierally differacross export
destinations. Moreover, alternative goals will have opposjécationsfor premium
rating. Oligopolisticexport marketawith a low default risk offer aelatively wide
scope for strategisubsidisation. Conversely, high-risk destinations in developing
countries where exports from the domesttonomy account for a large shardochl

import demand are more likely to benefit from ODA-inspired premium subsidies.

Naturally, the regiongbattern observed in exparisurance subsidisation likely to

stem from a combination of the three motives discussed here.
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