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I. EXECUTIVE SUMMARY


In an environment of shrinking defense budgets and increased Chinese influence and investment in the developing world, the U.S. Department of Defense (DoD) seeks to identify ways to maximize security cooperation opportunities with existing funding streams, making these programs more affordable; foreign military sales are a major component of the U.S. security cooperation program portfolio. The world’s major arms exporters, with the exception of the U.S., rely exclusively on their respective national Export Credit Agency (ECA) to facilitate competitive, and at times concessional, financial arrangements in order to secure business for domestic arms exporters.  This paper performs a comparative analysis of how the U.S. and other major arms exporting countries, particularly China, utilize their ECA to facilitate arms sales, making the recommendation that the U.S. should reevaluate how it currently employs the Export-Import Bank as a measure to increase affordability of arms sales for developing nations in the current competitive environment.

















II. INTRODUCTION


The last decade has featured two important catalysts that have altered the international landscape:  a global financial crisis and the continued economic ascent of the BRIC (Brazil/Russia/India/China) nations.  Within this context, the U.S. has prosecuted two costly, decade-long conflicts in Iraq and Afghanistan, while acknowledging that in the process, resources and attention have been diverted from other global regions of strategic importance.  Consequently, this paper will address how these macro-level catalysts are impacting U.S security cooperation programs through the lens of ECA competition among major arms exporting nations, addressing the question “should the U.S. reevaluate its policy concerning Export-Import Bank support of military sales”?

	a.  Security Cooperation
United States DoD security cooperation programs are an important element of the U.S. National Security strategy, establishing and strengthening military-to-military relationships between the U.S. and partner nations.  These programs promote mutual understanding between militaries, as well as interoperability through joint exercises and foreign military sales (FMS) programs.  As the last of the two wars winds down, it is of interest to maximize limited funding in order to further future security cooperation opportunities, as the DoD global footprint is downsized amid a constrained budgetary environment, and competing influences from BRIC nations, most notably China, challenge U.S. interests. 


	b. Fiscal constraints
Aside from the current estimate of $2 trillion spent thus far executing the combined wars in Iraq and Afghanistan, the full financial impact of both wars is estimated to eventually encompass $4 - $6 trillion, as the post-war experience of prior conflicts suggests that continued medical care and benefits for veterans will be the main cost driver to be realized over the next few decades.[footnoteRef:1]  Therefore, the financial impact of these wars should not be viewed as a short-term financial impact that diminishes after hostilities have ended, but instead as a longer-term impact that will claim an increasing share of the annual DoD budget.  This reality implies that DoD will need to seek more effective ways of maximizing security cooperation opportunities with existing funding streams by increasing affordability of these programs for partner nations. [1:  Danielle Kurtzleben. “The Total Iraq and Afghanistan Price Tag:  Over $4 Trillion”. US News. March 28, 2013. Retrieved on December 26, 2013 from http://www.usnews.com/news/articles/2013/03/28/the-total-iraq-and-afghanistan-pricetag-over-4-trillion ] 

Arms sales are treated as sacred in most arms exporting nations.  Consequently, transparency and standardization of financing offered by major arms exporting countries, including both OECD and non-OECD member nations, is lacking.  This deficit of standardization and transparency associated with concessional financing of arms sales is a challenge that threatens the regional influence of U.S. security cooperation programs by making them prohibitively more expensive and thus less attractive.  While terms of finance do not constitute the only, nor necessarily the main consideration associated with arms procurement decision calculus, the global recession has increased the weight of this factor, especially in developing nations.  Notably, China has been well positioned to leverage this dynamic, aggressively pursuing strategic access to natural resources and establishing new markets for arms exports to developing nations in Asia, Africa, and South America through concessional ECA supported financing.[footnoteRef:2]  Before addressing this topic in further detail, the following section will examine the current ECA competitive commercial environment and identify how military sales fit into this framework. [2:  Edward Wong and Nicola Clark.  “China’s Arms Industry Makes Global Inroads”.  The New York Times.  October 20, 2013. Accessed on Jan 4, 2014 from http://www.nytimes.com/2013/10/21/world/asia/chinas-arms-industry-makes-global-inroads.html?_r=2& ] 


III. The ECA Competitive Environment


National ECAs provide official support for sales of defense articles and services for many of the same reasons that such support is provided for commercial sales, filling a gap that markets are unable or unwilling to fill due to political or country financial risk associated with sales to a particular country.  But unlike commercial sales, the sale of major defense equipment presents unique challenges to commercial lenders in that the unproductive assets being procured do not generate a revenue stream that the lender can lay claim to as collateral, and military sales can generate unwanted publicity and controversy that can threaten commercial operations[footnoteRef:3].  As a result, military sales financing provided by the world’s major arms exporting nations – U.S.[footnoteRef:4], China, Russia, U.K, France, Germany – is generally reliant on the national ECA to mitigate these risks, provide the generous financing and repayment periods that commercial lenders do not offer, and compete with the ECAs of other major arms exporting nations to make their domestic exporters more competitive.  Because the OECD Arrangement on Officially Supported Export Credits states in article 5c that exports of military equipment are exempt from the arrangement, ECAs of OECD member states are free to exercise a similar degree of flexibility as China in creating financial incentive packages for arms sales.  This exemption recognizes the importance of the defense industry to major arms-exporting nations as both an exercise of national sovereignty and an important sector of the national industrial base.[footnoteRef:5]  As a result, major arms-exporting nations exercise a great deal of freedom in how they utilize ECAs to promote defense equipment exports.  Because two of the major arms exporting nations are not OECD members, Sweden’s 1993 initiative to bring exports of military equipment under OECD Arrangement authority failed.[footnoteRef:6] [3:  General Accounting Office, Status of the Defense Loan Guarantee Program. December 1998. (Accessed December 14, 2013). Available from http://www.dtic.mil/docs/citations/ADA358958,  p. 8]  [4:  U.S. is currently prohibited by law from utilizing its ECA to support military sales; its inclusion in this listing of nations is to identify it as a major arms exporting nation. However, the U.S. Export-Import Bank has been utilized in the past to support military sales to developed and developing nations. (Assuming here that you are considering the Export-Import Bank as the U.S. ECA. If that is so, and if they are prohibited, under what authority were they utilized?) I realize you discus in footnote 9. below, but is confusing until you get there. ]  [5:  Martin Broeck. “Paper on Export Credit Agencies and Arms Trade,” Campagne tegen Wapenhandel. Updated on March 3, 2003. Accessed on January 5, 2014 from  http://stopwapenhandel.org/sites/stopwapenhandel.org/files/imported/publicaties/boekenbrochures/ECAsBremen_0.pdf]  [6:  Peter Evans. “The financing factor in arms sales: the role of official export credits and guarantees,” Stockholm International Peace Research Institute. Accessed on January 6, 2014 from http://www.sipri.org/yearbook/2003/files/SIPRIYB0313D.pdf, p. 540] 


a. “Three Universes of Trade and Investment Finance”
In its June 2012 report to the U.S. Congress on global export credit competition, the Export-Import Bank of the United States identified ‘three universes of trade and investment finance’ as a means of providing a framework for analyzing the competitive operating environment: OECD regulated, OECD unregulated, and non-OECD/BIC (Brazil, India, China) export finance programs.[footnoteRef:7]  The report estimated OECD unregulated and BIC 2011 export credit activities at $160B ($100B and $60B respectively)[footnoteRef:8], concluding that although there appears to be no immediate threat to U.S. exporter competitiveness, further research is required to better ascertain the likely impact that this growing volume of strategic actions will exact in the future.  While this report does not specifically address the role of ECAs in promoting defense exports since Exim Bank is prohibited by U.S. law from financing defense articles and services,[footnoteRef:9] the ‘three universes of trade and finance’ construct remains relevant and useful in categorizing the financing activities of the other OECD (UK, France, Germany) and non-OECD member (Russia, China) major arms-exporting nations, since defense sales are not subject to OECD arrangements and unregulated OECD and non-OECD account for an ever increasing share of global trade and investment activity.   [7:  Report to the U.S. Congress on Export Credit Competition and the Export-Import Bank of the United States. (2012, June).  Pg. 107. Accessed on December 20, 2013, from http://www.exim.gov/about/library/reports/competitivenessreports/upload/2011_Competitiveness_Report-1.pdf ]  [8:  Ibid. p. 109]  [9:  U.S. law authorizes export finance support of ‘dual use’ articles that are non-lethal and will be used for primarily civilian purposes.  Additionally, a limited waiver can be obtained to finance export of strictly defense material in support of drug interdiction activities.  Any such item on the U.S. Munitions list, a Presidential Determination of National Interest must be granted.] 

As China is the driving force behind the rise in non-OECD/BIC trade and investment activity, as well as a growing player in the global arms market, the following sections will compare how the U.S. and China utilize their respective national ECAs to support domestic defense industries.

IV. United States 

This section will distinguish between U.S. Direct Commercial Sales and Foreign Military Sales processes, review the history of Export-Import Bank involvement in financing military sales from U.S. exporters to foreign nations, and compare this historical activity to current policy governing ECA involvement in supporting foreign military sales, addressing existing authorities and methods used by the U.S. to support arms transfers outside the ECA framework.

a. DCS versus FMS

An important distinction in how the U.S. primarily facilitates arms sales in relation to the rest of the major arms exporting nations is the Foreign Military Sales (FMS) process in which the U.S. government (USG) serves as the procuring agent on behalf of the purchasing nation, with privity between the U.S. and the purchasing nation and between the USG and the defense firms involved.  The benefit of the FMS process for the defense industry is that contracts are with the USG, mitigating country political and financial risk to the contractor.  The purchasing nation benefits by being able to leverage the expertise of Department of Defense as the largest procurer of defense equipment and associated economies of scale. In contrast, any military sales transactions financed through the Defense Export Loan Guarantee (DELG) program or potentially, in the future, through the Export-Import Bank are termed ‘Direct Commercial Sales’ by the USG, since the purchaser procures the equipment, service, or training directly from the defense firm. USG involvement, in these cases, would be restricted to financing and relevant export licensing; this is similar to how most major arms exporting countries facilitate arms sales.  Therefore, the USG FMS program is unique among arms sales programs, with arms exporting nations such as U.K[footnoteRef:10] and South Korea[footnoteRef:11] having recently expressed interest in adopting a similar arms sale regime to better facilitate sales.   [10:  Chuter, Andrew. “UK Considers Adapting FMS Framework for its Exports,” DefenseNews, November 18, 2013. Available from http://www.defensenews.com/article/20131118/DEFREG01/311180030/UK-Considers-Adapting-FMS-Framework-its-Exports ]  [11:  Kim Eun-jung. “S. Korea to adopt foreign military sales for arms exports,” Global Post. January 7, 2014. Available from http://www.globalpost.com/dispatch/news/yonhap-news-agency/140107/s-korea-adopt-foreign-military-sales-arms-export 
] 


A discussion of the major grant and financing programs associated with the U.S. FMS process is beyond the scope of this paper, but the importance of distinguishing the FMS and DCS arms export processes is to acknowledge that the U.S. provides multiple programs of grant aid and financing support that are primarily geared toward FMS customers, making it one of the largest subsidizers of the arms industry among major exporters.  However, this support is limited to relatively few countries, with over 90% concentrated primarily on the two parties to the Camp David Peace Accords[footnoteRef:12].  Without grants to procure defense equipment through the FMS program, many countries would not be able to obtain affordable commercial financing to support purchases. The following section examines how efforts to utilize the Export-Import Bank, through the DCS arms export process, have been implemented in the past to increase affordability for customers unable to obtain commercial financing or sufficient grant aid. [12:  Evans, Ibid p. 550] 



b. ECA History

The United States has not always maintained its current policy of prohibiting Export-Import Bank support for sales of strictly defense articles and services to foreign nations.   In the mid-1960s the U.S. Congress established the precedent for authorizing the bank to partner with DoD by providing financial backing in support of military sales to developing nations, totaling just under $2B in activity from 1962-67.[footnoteRef:13]  This authorization was reversed in 1968, with Congress specifically revoking Export-Import Bank support to developing nations due to increasing concerns of military sales activity before taking action to revoke all foreign military sales finance support in 1974.[footnoteRef:14]  Before this change in policy, Iran was a large beneficiary of Export-Import Bank support for defense equipment sales, which set the stage for strong institutional resistance once the Shah was overthrown in 1978, having just received the last F-14 aircraft as part of a $2.2B sale.[footnoteRef:15]   The unanticipated political upheaval in Iran, coupled with the domestic stagflation experienced in the late 1970s, prompted policy makers to resist persistent lobbying from the defense industry for restoration of access to competitive financing for military exports, such as that previously offered through the Export-Import Bank.[footnoteRef:16]  This position was further cemented as the global recession in the 1980s led to costly debt defaults by developing countries on military sale financing guaranteed through the Federal Financing Bank.[footnoteRef:17]   [13:   Evans, Ibid p. 548]  [14:  Ibid]  [15:  Ibid]  [16:  Ibid, p. 549]  [17:  Government Accounting Office, Status of the Defense Loan Guarantee Program. December 1998. (Accessed December 14, 2013). Available from http://www.dtic.mil/docs/citations/ADA358958,  p. 2 ] 


However, defense industry proponents for this policy change argued that domestic industry was at a competitive disadvantage to firms operating in other major arms exporting countries, who benefitted from generous official government financing support offered to the purchasing nation, also citing the fact that the Export-Import Bank failed to utilize several billion dollars in annual loan guarantee authority which could presumably have been used to support foreign military sales.[footnoteRef:18]  It was finally the War on Drugs serving as a catalyst in the 1980s that prompted Congressional action, via Bank charter amendment, to permit bank involvement with guaranteeing sales in support of counter-narcotics operations, particularly in Central and South America.[footnoteRef:19]  An additional exception that remains today was initiated via Public Law 103-428 on October 31, 1994, authorizing the Export-Import Bank to utilize no more than 10% of its annual export finance authority in support of dual-use (military/civilian) exports that are primarily intended for civilian use.[footnoteRef:20]  From this brief history of Export-Import Bank support of foreign military sales since the 1960s, it is evident that its role has been altered frequently in response to a combination of changes in the international security environment and domestic policy considerations. [18:  Ibid]  [19:  Ibid]  [20:  GAO, Ibid p. 11] 


c. Defense Export Loan Guarantee (DELG) Program
Acknowledging the competitive environment faced by U.S. defense exporters, and due to legal restrictions prohibiting the Export-Import Bank from financing or guaranteeing financing for foreign military sales, the Defense Export Loan Guarantee (DELG) program was established via the Fiscal Year (FY) 1996 National Defense Authorization Act (NDAA) to provide more attractive financing terms for qualified nations.[footnoteRef:21]   To the dismay of its supporters, this program is widely viewed as having failed to reach the primary objective of increasing the level of defense exports, with low activity levels that threaten its existence, since the NDAA stipulates that DELG program administration and operation costs are to be funded by an administrative fee assessed to each effort and cannot be subsidized by the government.[footnoteRef:22]  In accordance with the same public law that established DELG, the General Accounting Office (GAO) completed a two-year program status review in 1998.  From this report, the following criticisms were levied: [21:  GAO, Ibid p. 1]  [22:  Public Law 104-106-Feb. 10, 1996. National Defense Authorization Act (NDAA), 104th Congress, Accessed on March 6, 2014. Available from http://www.dod.mil/dodgc/olc/docs/1996NDAA.pdf 
] 

· The NDAA specifies which countries are eligible for DELG, limiting participation to NATO members, select major non-NATO members (Australia, Egypt, Israel, South Korea, Japan), Central European countries that have transitioned to democratic governance, and non-Communist APEC member countries.  Consequently, this program cannot be utilized to compete in countries in Latin America, Africa, and Asia where China has concentrated its defense exports, such as Bolivia, Bangladesh, Pakistan, Ecuador, Kenya, etc.[footnoteRef:23]  [23:  Stockholm International Peace Research Institute (SIPRI) arms transfer database. Available from http://portal.sipri.org/publications/pages/transfer/splash ] 

· In accordance with the Inter-Agency Country Risk Assessment System (ICRAS)[footnoteRef:24] score, nations must “fully cover [their] assessed risk of default as well as administrative fees”[footnoteRef:25], or ‘exposure fee’, which can range from less than 5% of the loan guarantee for low-risk countries to more than 30% for higher risk countries per their ICRAS assessment.  [24:  ICRAS was formed in response to the Federal Credit Reform Act of 1990 as a measure to standardized the credit risk assessment process for countries, involving major agencies involved in international credit activities.]  [25:  GAO, Ibid p. 12] 

· In contrast to Exim Bank finance of dual-use exports, which permits exposure fees to be incorporated into the guaranteed loan portion, DELG requires that countries cover the exposure fee in full.
· DELG is a DoD managed program modeled after the structure of the Export-Import Bank; lacking the scale and depth of financial expertise of the latter, greater administrative synergies could possibly be achieved by administering DELG under Exim Bank.

In summary, the narrow scope of eligible countries and aforementioned conservative, risk adverse policies are viewed as the reason for the program’s failure to produce the desired level of interest in DELG.  However, supporters of the program cite the success of DELG’s first loan guarantee in 1997, to Romania for Unmanned Aerial Vehicles (UAV) purchased from AAI corporation, as an example of how DELG can successfully compete against officially supported sales from defense industry in other countries. The following sub-section will address this in further detail.

 i. The Romania Transaction
	Finance is only one factor in a country’s decision to procure defense equipment.  In the case of Romania, the AAI vice president and chief financialofficer, stated that Romania’s desire to pursue closer ties to the U.S. weighed heavy in its decision to procure UAVs from domestic firm AAI corporation, despite having concurrently initiated conversations with French and Israeli firms.[footnoteRef:26]  Therefore in this case, the willingness and ability of the U.S. government to finance this sale through DELG may not have been the deciding factor for Romania, but it effectively prevented the loss of a sale given Romania’s inability to afford the $16.7M principal amount in one year and commercial bank unwillingness to lend that amount to Romania.[footnoteRef:27] Through DELG, the ICRAS assessment and corresponding risk assigned produced an exposure fee of 21.23% of the principal amount, equating to around $3.5M with a 5-year principal repayment period, which Romania was responsible for financing.[footnoteRef:28]  These terms made the program affordable for Romania, securing the sale for AAI; DELG financing was certainly not attractive, but it helped Romania implement a foreign military sales transaction in pursuit of its strategic goal of pursuing closer ties to the U.S. [26:  Sandra Erwin. “Defense Dept’s Export Loan Program Mired in Uncertainty,” National Defense, March 2000. Available from http://www.nationaldefensemagazine.org/archive/2000/March/Pages/Defense_Dept4382.aspx ]  [27:  Erwin, Ibid]  [28:  GAO, Ibid p. 7] 


In conclusion to this section, the U.S. has a history of utilizing the Export-Import Bank to initiate loans and loan guarantees in support of military sales programs. Due to domestic political considerations, international security environment, the economic environment of the mid-1970s, and Credit Reform Act of 1990, military sales support has been phased out of the Export-Import Bank, which supports primarily dual-use sales and limited sales of military equipment related to counter-narcotics operations.  Lobbying from industry and a declining international arms sales environment in the mid-1990s intensified competition, prompted the creation of the DELG program in 1996, whose purpose is to effectively function in the capacity of the Export-Import Bank for guarantees of military sales.  This underutilized program has faced scrutiny for its limited scope of eligible nations and conservative policies; it has been unable to attract customers based on the terms of finance but has proven to be able to enable sales for which procurement decisions have been made due to other considerations.




V. China ECA Support


Operating in the ‘non-OECD/BIC’ universe of trade and finance, China arms exporters, most of which are state owned[footnoteRef:29], benefit from operational cost subsidies that reduce unit costs and aggressive state supported credit terms for customers.  The scope of such activities, to include specific credit terms, is difficult to estimate given that most governments of major arms exporter nations do not publish such information, with all parties typically bound by confidentiality agreements.  The Exim Bank 2011 report on ECA competitiveness reflects this opaqueness in its assessment of Chinese ECA activity, using a conservative estimate that it acknowledges could actually be 50-100% lower than actual activity levels, which would surpass both OECD regulated ($94B) and OECD unregulated ($91.3B) activity in 2011.[footnoteRef:30]  Given that China exports arms mainly to developing nations with a corresponding higher country risk level, it is reasonable to assume that a large portion of arms sales must be financed or guaranteed with generous state credit terms that would be captured in this non-OECD/BIC activity.[footnoteRef:31]  The two principal institutions supporting this activity are China Export and Credit Insurance Corporation (Sinosure) and Export-Import Bank of China (China Exim Bank), seeking opportunities abroad for state firms by lending at rates – hundreds of basis points - far below the lowest domestic commercial rates in order to mitigate high levels of political risk and increase competitiveness.[footnoteRef:32]  [29:  Financial Times, “China confirms Libya arms sale talks,” September 5, 2011. Accessed on January 4, 2014 from http://www.ft.com/cms/s/0/77a3e566-d7bb-11e0-a06b-00144feabdc0.html#axzz2tJqbAlw2 ]  [30:  Export-Import Bank of the United States, “Report to the U.S. Congress On Export Credit Competition and the Export-Import Bank of the U.S. For the period of January 1, 2011 through December 31, 2011. Accessed on January 4, 2014 from http://www.exim.gov/about/library/reports/competitivenessreports/upload/2011_Competitiveness_Report-1.pdf, p. 107, 110.]  [31:  Evans, Ibid p. 547]  [32:  Bloomberg News. “China’s Easy Money Flows Abroad While Credit Squeeze Hurts,” July 28, 2013. Accessed on January 14, 2014 from http://www.bloomberg.com/news/2013-07-17/china-s-easy-money-flows-abroad-as-credit-squeeze-hurts-at-home.html ] 

In response to such activity, President Obama declared his administration’s willingness to support the U.S. Exim Bank, under existing authorities, to match ‘noncompetitive’ financing that does not meet OECD international export credit guidelines in order to assist American companies competing for domestic and third country sales.[footnoteRef:33]  This stated policy directly confronts the ‘non-OECD/BIC third universe’ activity that threatens trade and finance activities covered under the OECD Arrangement on Officially Support Export Credits, but it does not empower the U.S. Exim Bank to become further involved in the support of arms sales financing for U.S. defense firms, due to the legal prohibition of Exim Bank support of military sales. Consequently, this policy will remain irrelevant until the Exim Bank is empowered to assume a greater role in support of defense sales. [33:  Congressional Research Service, “Export-Import Bank: Background and Legislative Issues,” April 3, 2012. Accessed on February 2, 2014 from http://digital.library.unt.edu/ark:/67531/metadc85401/m1/1/high_res_d/R42472_2012Apr03.pdf p. 17] 


a.  In Transition
Traditionally an exporter of primarily small arms, China has made great progress toward transitioning into capital-intensive major conventional weapon exports, displacing the United Kingdom as the 5th largest arms exporter in the world as a result of its rapid growth in this sector: 162% growth from 2008 - 2013.[footnoteRef:34]  A recent example of China’s progress at moving up the defense export value chain is Turkey’s decision to commit to the Chinese HQ-9 long-range missile defense system over the widely presumed front runner produced by U.S. firms Raytheon and Lockheed Martin.[footnoteRef:35]  Even more perplexing is the fact that Turkey, a NATO member, chose a missile defense system that is largely incompatible with the missile defense logistical infrastructure utilized by other NATO members that would present a perceived security risk in allowing a Chinese system to integrate with NATO.  Justifying the selection, Turkey’s Undersecretary of Defense Industries cited “price, technology, local work share, technology transfer and credit financing terms” as areas where the Chinese firm, China Precision Machinery Import and Export Corporation (CPMIEC), outperformed competing bids.[footnoteRef:36]  Increasingly, especially in an over-supplied market, customers can demand the best price, near concessional or concessional financing, and co-production arrangements from supplier nations and contractors[footnoteRef:37].   In China’s case, this aggressive subsidizing of industry abroad can be viewed as a symptom to the problem of over-capacity resulting from inefficient, subsidized national companies. [34:  Paul Holtom, Mark Bromley, Pieter Wezeman, and Siemon Wezeman. “Trends in International Arms Transfers, 2012,” (2013, March). Accessed on January 4, 2014. Available from http://books.sipri.org/product_info?c_product_id=455 ]  [35:  Edward Wong and Clark N. (2013, Oct 20) “China’s Arms Industry Makes Global Inroads”.  The New York Times.  Accessed on Jan 4, 2014 from http://www.nytimes.com/2013/10/21/world/asia/chinas-arms-industry-makes-global-inroads.html?_r=2&]  [36:  Ethan Meick. (2013, Dec 18); “China’s Potential Air Defense System Sale to Turkey and Implications for the United States,” US-China Economic and Security Review Commission Staff Report. Accessed on January 20, 2014 from http://origin.www.uscc.gov/sites/default/files/Research/Staff%20Report_China%27s%20Potential%20Air%20Defense%20System%20Sale%20to%20Turkey%20and%20Implications%20for%20the%20US.pdf, p. 2]  [37:  While most major arms supplier nations are directly involved in securing what is termed an ‘offset’ agreement, which can include co-production and technology transfer arrangements with the purchasing nation, the U.S. government does not facilitate, guarantee, nor is it a party to any offset agreements associated with arms sales.  Such agreements are viewed as market distorting and politically risky; however, U.S. defense contractors may decide to enter into offset agreements with a purchasing nation.] 




VI. ANALYSIS

a. Regional Focus
One of the advantages that Chinese policy has over U.S. policy is its principle of non-interference in the internal affairs of purchasing nations and its willingness to initiate arms sales with existing diplomatic relations as the chief prerequisite to conducting business.[footnoteRef:38]  This flexibility to initiate arms export relationships and willingness to provide attractive state supported financing provide it an advantage over the U.S. in competing for arms sales in developing countries.  For the U.S. Department of Defense to be positioned to better compete with growing Chinese influence in Latin America, Africa, Southeast Asia and elsewhere, the domestic political will must exist to permit the extension of financing assistance to those countries that do not have documented records of gross human rights violations. Utilizing the SIPRI arms transfer database, the following paragraph analyzes the list of country recipients of Chinese arms exports from 2000-2012, comparing each country to the list of Foreign Military Financing (FMF) recipients in FY 2012[footnoteRef:39], indicated with an asterisk (*).  [38:  Wong, Ibid]  [39:  Congressional Budget Justification, Foreign Assistance, Fiscal Year 2014, Available from http://www.state.gov/documents/organization/208292.pdf, p. 7-10] 


Algeria		E.Q.		Kuwait		Nepal*		Sierra Leone	Venezuela
Argentina	Gabon		Laos		Niger*		Sri Lanka*	Zambia
Bangladesh*	Ghana*	Malaysia	Nigeria	*	Sudan		Zimbabwe
Benin 		Guyana	Mali		Oman*		Syria
Bolivia		Indonesia*	Mauritania*	Pakistan*	Tanzania*	
Cambodia*	Iran		Mexico*	Peru*		Thailand*
Chad*		Iraq		Morocco*	Rwanda	Timor-Leste
Congo 		Jordan*	Myanmar	Saudi Arabia	Turkey
Ecuador*	Kenya*	Namibia	Seychelles	Uganda*
									

	The above listing of nations receiving arms from China shows that the U.S. approved FY 2012 FMF funding for several of these nations, demonstrating a desire to build relationships and establish influence in many of the developing countries where China activity has been most aggressive.  However, the FMF funding provided – which with few exceptions, must be used for only the government-government FMS process – is very limited since over 90% is spread between Egypt and Israel each year.[footnoteRef:40]  As a result, developing nations, without sufficient commercial financing options, often have insufficient national funds to support FMS sales for the procurement, training, and subsequent sustainment of defense equipment.  This is where a program such as DELG, or potentially the Export-Import Bank, could be leveraged to enable a DCS – purchasing nation to U.S. exporter - sale that commercial lenders are unable or unwilling to engage in.   [40:  Evans, Ibid p. 551] 

However, most of the developing nations purchasing Chinese arms are not authorized by the NDAA to participate in the DELG program. Based on the analysis provided in prior sections, the conservative terms of finance underlying the DELG cannot compete with concessional financing offered by Chinese ECAs, but such a program can serve as a tool to enable a sale once other factors have influenced a country preference to procure from U.S. industry (political, logistical, technical, etc).  Therefore, additional research should address why DELG was given such a limited scope of eligible countries as well as any obstacles to expanding its scope, especially given the program’s risk adverse financial policies and DoD’s current desire to become more competitive in and influential among developing nations in these key regions. 

	b.  Expanding Scope

As noted in the Export-Import Bank’s report on the ECA competitive environment, although the scope and volume of Chinese ECA activity – outside the OECD arrangement – is alarming, it is not immediately apparent that this activity is in direct conflict with U.S. industry interests.  Paralleling this general trend, Chinese arms sales have traditionally focused on small arms exports to developing nations where the U.S. defense industry – concentrating on capital-intensive major defense equipment – is not as largely active, implying that the two nations have traditionally competed in different arms sectors in different countries. A new trend is changing this dynamic; in an October 2013 New York Times article, European Aeronautic Defense and Space head of strategy and marketing acknowledged China’s transition into the export of more sophisticated, capital-intensive weapons systems and the corresponding future increase in competition posed:
“China will be competing with us in many, many domains, and in the high end, […] Out of 100 campaigns, that is, the commercial prospects we have, we may have the Chinese in front of us among the competitors in about three or four. They have the full range of capabilities, and they are offering them.”[footnoteRef:41] [41:  Wong, Ibid] 


	This statement acknowledges that as China expands its military industrial base, refines technology, and improves manufacturing practices, U.S. and European arms exporters will face competition from China outside its traditional domain of developing countries, as Turkey’s initial selection of a Chinese missile defense system over the favored U.S. system demonstrated. 
The same article quotes IHS Jane senior military industry analyst Guy Anderson placing the current arms export competitive environment into context of the global financial recession: “We are in an era of ‘good enough’ — the 90 percent solution that will do the job at the best possible price, […] In some cases, that may even mean buying commercial equipment, upgrading it slightly and painting it khaki.”[footnoteRef:42]  While arms procurement decisions are multi-faceted, Chinese encroachment into a traditionally Western domain will necessitate more competitive financing options to counter the lower unit costs of Chinese defense equipment and address the reality that cash strapped nations face in the wake of a global financial crisis.  Therefore, additional research should address the feasibility of removing the prohibition of Export-Import Bank support of military sales.  In contrast to the way in which Exim Bank was utilized to issue loans and guarantees to support military sales in the past, the Federal Credit Reform Act of 1990 has mandated better accounting standards that now conservatively hedge against the risk of default with the establishment of a standardized risk assessment process, ICRAS, whose outcome translates into a risk commensurate ‘exposure fee’ in the case of foreign government default.  The principal advantage offered by Exim Bank is the ability for countries to finance exposure fees within the loan or loan to be guaranteed, which is not an option under DELG.[footnoteRef:43] [42:  Wong, Ibid]  [43:  Evans, Ibid p. 554] 


c.  Additional considerations
Supporting U.S. national security interests through security cooperation and seeking new opportunities for the U.S. defense industry are not primary motivators of policy change with regard to promoting defense exports to developing nations.  Even in the hypothetical case that the political will existed to match the concessional financing offered by China ECAs in support of arms exports, U.S. policy makers would face the moral dilemma of encouraging higher levels of debt in developing countries already awash in debt.  Furthermore, most defense equipment is economically unproductive for the purchasing nation, increasing debt levels with no justifiable economic return to society.  Aside from moral argumentation, increased resources devoted to government subsidy of arms exports represents an opportunity cost; resources are taken from the private sector where they can be used more productively to yield higher economic returns as opposed to the political returns of promoting national security interests and maintaining the U.S. industrial base during periods of declining defense spending and investment.  However, the reality remains that the defense industry is not subject to the OECD Arrangement on Officially Supported Export Credits, and OECD-member major arms exporters, particularly the U.S., have little incentive to advocate for incorporation of the defense industry under the arrangement as long as Russia and China remain outside of OECD.


VII. CONCLUSION


In order to compete with Chinese arms exports and growing influence in developing countries, the U.S. must reevaluate its policy regarding Export-Import Bank involvement in military sales financing. 
Because developing countries have no access to commercial financing for purchases of defense equipment, failure of the USG to facilitate financing will result in lost sales, and more importantly, relationships.  As the Romania UAV procurement demonstrated, the Defense Export Loan Guarantee program – which was established to fill the void left after Exim Bank was prohibited from financing military sales – can serve as an enabler despite its conservative terms.  But for such a program to successfully compete with China in developing countries, access to the program must be increased beyond NATO and select Central European and Asian countries.  Furthermore, in accordance with Exim Bank policy for commercial transactions, providing the purchasing nation the option to finance the ‘exposure fee’ into the loan amount should be permitted, given that such fees can reach in excess of 30% of the principal amount for higher risk customers, making the financing program unaffordable or undesirable for potential purchasers.  
This will prove to be increasingly important in competing for and securing sales, as cheaper Chinese weapon systems with better financing terms are gradually entering the more capital-intensive defense sectors long dominated by U.S. and European defense industry, and expanding their customer base in the process, as NATO member Turkey’s initial selection of a Chinese firm to provide its long range missile defense system demonstrated. 
	Finally, taking into consideration the altered geo-political environment since the Exim Bank prohibition on financing military sales was enacted over two decades ago, it is time for this policy to be revisited as a potential supplement to the successful Foreign Military Sales government-to-government program.  In the absence of grant aid, developing country participation in the FMS program is severely constrained; allowing the Exim Bank to provide the services for military sales transactions that it currently does for commercial transactions will support the goals of supporting domestic industry, furthering partnerships, and countering the influence of an ascending China in the developing world.
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