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     AGENDA ITEM 5:   PAPER 1

ADVISORY GROUP ON APEC FINANCIAL SYSTEM CAPACITY BUILDING

THIRD MEETING, BEIJING – 10TH MAY 2005

REVIEW OF ABAC FINANCE WORKING GROUP CONTRIBUTION TO APEC'S MID-TERM REVIEW; THE WAY FORWARD – STRENGTHENING FINANCIAL SYSTEMS

Introduction:

Below is the ABAC Finance Working Group's contribution to ABAC's mid-term review.

The Chairman invites comments and observations by the Advisory Group.

"lll   The Way Forward"

" Strengthening Financial Systems

The next decade and a half will see significant developments in financial sector convergence, its supporting information and communications technology, improved financial engineering capacities, increased competition and financial system liberalisation. These developments have the potential to provide immense gains for APEC economies in terms of improved financial services, and increased range of financial products available to APEC's businesses and individual savers and investors. Finance industry structures and regulatory arrangements will need to keep pace with these changes to ensure the smooth and efficient functioning of markets and assure the consequent economic growth and employment opportunities.  This will require increased collaboration, regionally and globally, to ensure best standards and practices in regulatory arrangements. ABAC proposes that the following key matters be addressed in order for the region to fully realise the benefits that lie ahead:

financial services liberalisation

· Give priority to developing and negotiating comprehensive financial services commitments in the WTO Doha Round and beyond. There must be an on-going commitment to liberalising market access and investment  by all economies including  by developed economies. Evidence shows that economies will make substantial economic and social gains when economies provide access for prudentially sound local  and overseas participants to facilitate the broad development of all key parts of the financial system – banking, insurance, securities, funds management and pensions.

· Local political acceptance of policies of financial services liberalisation will likely be enhanced if those policies are pursued in conjunction with transitional adjustment policies geared to promote reform and  liberalisation.  Step by step adjustment  may help maintain stability and engender confidence in the transition process.  

· Market access and national treatment under the law will encourage capital formation in financial services sectors so that the sector can serve the economy broadly and respond to the emerging needs of business and citizens.

region-wide implementation of world's best financial regulatory standards and practices

· As a continuing requirement, all APEC economies must review and upgrade financial standards and practices to avoid recurrence of major financial instability and as liberalisation and improved technology increase the pace of economic integration.   While improved governance, risk management and accounting practices are challenges for all firms and all economies, developed economies should commit to supporting capacity building initiatives in developing economies to strengthen regulatory systems and practices.

· The benefits of financial services liberalisation and regulatory reform can only be fully captured by regulatory regimes which encourage risk and profit within a soundly based supervisory environment,  based on transparency, a legal framework and fair treatment for all participants. 

· APEC economies need to become fully engaged in the development  and implementation of world's best financial and regulatory standards and practices  to promote financial system stability and economic growth and opportunity.

 secure financial systems based on global cooperative measures       

· Increased vigilance, and deepened regional cooperation and coordination among APEC economies is required to secure stable financial systems. The threat to stability from money laundering, terrorist financing and corruption will become more exacting with economic integration, as real time payments systems and technology facilitate instant transactions between customers, institutions, and across borders, and as terrorist organisations become more adept at accessing and exploiting modern financial  systems.

· APEC's extensive links to IFIs, to the OECD,  FATF and APG,  mean it is exceptionally well placed to make an effective contribution to financial system security and to the maintenance of efficient in payments systems.

· There is a need to develop comprehensive capacity building initiatives in partnership with the private sector  to address these security threats.

capital market integration and harmonisation

· Capital markets are moving forward confidently to greater integration as evidenced by the rising level of flow of FDI and portfolio investment. This trend will continue and likely will intensify due to the following:

· increased capacity of information technology and financial expertise,                 supporting global financing and risk sharing 

· changing demographics and ageing populations

· rising private savings accumulations to finance retirement and the growing need to move pensions off national budgets

· growth of long-term life insurance and savings products and markets to                facilitate private pension accumulation and draw down

· constantly rising need to finance critical infrastructure for rapidly growing regional                needs in health,  education, transportation and communications, power and               energy developments

· To harness the benefits  from financial integration and reduce risks, APEC economies will need to mobilize local and overseas capital, promote sound regulatory frameworks; and  develop efficient  bond markets to link long-term savings and infrastructure financing needs. This can be achieved through:   

· the development of robust long-term capital markets 

· providing high quality public and private bond issues to meet the needs of                 pensioners/retirees in properly regulated savings products and markets

· high quality risk assessed issuance with reliable credit rating practices,                 market risk pricing and agreed work-outs in case of default

· sound public private partnerships for the development of reliable infrastructure financing vehicles

strong regional and international financial architecture to minimise sources of external instability

· There are no clear-cut universal solutions to wholly ameliorate the risks arising from forces impacting on financial structures over the next decade. These forces  will include: increasing capital market integration,  large  external imbalances, energy price volatility and vulnerabilities arising from major currency realignments. 
· Regional and global initiatives have evolved since the Asian financial crisis aimed at supporting individual economy reserves and strengthening external finances        including through regional cooperative measures.

· APEC has the choice of continuing with  the status quo with individual members supporting  various initiatives, some of which will be of a sub-regional nature, as they evolve from various groupings, or to seek to formulate some defined objectives which could be pursued through a structured region-wide approach.

· Business has no emphatic view on this question;  the flexibility inherent in        continuing the status quo would encourage individual economies to adopt        policies best suited to their needs and assessment; these may be focused on both local or external measures. 

· Attempts at formulating defined objectives of a regional nature – for example, in  pursuit of a monetary union or a particular exchange rate mechanism  would  be time consuming, could be diversionary at this juncture,  and could lead to inflexible outcomes  which  could add to rather than mitigate risk.

· Business does however, strongly encourage APEC  economies to:

· Reduce risk by continuing to build  sound macroeconomic frameworks                    and improved stability and flexibility in financial systems

· Implement reforms which would reduce or eliminate the causes of key structural imbalances – particularly in major economies

· Support measures in regional and international forums aimed at improving and implementing regulatory standards and best practices in financial sectors and

      strengthened supervision and  monitoring to ameliorate adverse impacts arising

      from volatile cross-border  capital flows and hedge fund activities 

· Deepen domestic capital markets and promote regional bond markets 

Note:  The need to ensure that appropriate references are included elsewhere in the  MTR on capacity building to strengthen the region's financial systems.
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