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1. After a
the growt h of
under st andi ng

(i)

(i)

(iii)

(iv)

(v)

. AGREED CONCLUSI ONS ¥

l'ively discussion on the issues related to the rel ati onshi p between
donestic capital markets and foreign portfolio investment, a comron
on the follow ng issues emerged:

It was recognized that portfolio investnment is assumng an
i ncreasing inportance as one of the sources of finance for
devel oping countries and countries in transition, as well as
i ndustrialized countries. Furthernore, as the donestic financia
system becones nore sophisticated, the distinction between foreign
direct investnment and foreign portfolio investnent may becone
blurred due to the fact that direct investors can use financial
engi neering techniques to convert foreign direct investment into
a nore liquid formof investnent.

If the benefits of the free novenent of capital flows are to be
retai ned, the problens of financial instability and negative soci o-
econom c effects of financial turnoil need to be addressed at the
nati onal and international |evels. In a world of highly nobile
capital flows and financial instability, sound macroeconomc
fundamental s and appropriate nonetary and fiscal policies are
necessary, but they are not sufficient on their own to attract
stabl e investnment flows and avoid financial turnmoil.

It was also agreed that the existence of a healthy financial
system governed by a good regulatory framework and strong
supervision which would oversee the operations of the banking
sector and the securities and insurance sectors, is an inportant
prerequisite in preventing financial crises. The potentia
benefits of internationally agreed principles, such as the Basle
Conmittee Core Principles for Effective Banking Supervision, were
recogni zed.

Di scussion on the ongoing process of financial |I|iberalization
suggests that countries may prefer to adopt a prudent and well -
sequenced process of i nternal and ext er nal financi a
i beralization, according to the level of their devel opnent and
particul ar ci rcunst ances, analysing the effects of each
i beralization phase before proceeding further.

It is also necessary to encourage domestic savings and the
devel opnent of donestic capital markets and institutiona
i nvestors, including collective investment schenes such as pension
funds and rnutual funds, so as not to be dependent on externa
financing of investnment. This would also help to mninmze the
consequences of international financial crises.

Y As adopted by the Expert Meeting at its closing plenary neeting on

29 May 1998.
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The choi ce and nai nt enance of an appropriate exchange-rate regine,
according to the specific circunstances of each country, also plays
an inportant role in reducing financial instability.

It was agreed that regional cooperation should be encouraged in
order to strengthen the capacity of countries of the sane region
to cope with financial instability. Such cooperation could take
the form of nonetary and financial cooperation, as well as
standardi zati on of financial disclosure rules, accounting standards
and enforcenent rules.

It is of the utnpbst inportance to increase the transparency of
information at the macro- and mcro-level of a country. The
transparency and quality of financial information concerning market
operators and the standardi zation of statistical data and financia
statenents are al so essenti al

It is also of the utnost inportance to i nprove the current gl oba
financial system in response to the challenges posed by the
gl obal i zati on of financial markets.

It is recommended that UNCTAD shoul d continue to exam ne neasures
that would help developing countries, especially the |east
devel oped countries, to design adequate policies to attract stable
foreign investnent flows. The UNCTAD secretariat should continue
to work in this area in cooperation wth other relevant
i nternational and regional institutions.
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. CHAI RPERSON' S SUMVARY

1. The benefits derived fromcapital flows and trade in assets in terns of
suppl ementi ng donesti ¢ savi ngs, providing technol ogy and know how and i nprovi ng
corporate governance were w dely recogni zed. However, there was a need for a
better understanding of the risks associated with the wi despread |iberalization
and gl obalization of financial markets, including the rapid integration of
energi ng market econom es into the global financial system

2. There was a general recognition that, given the changing structure of
i nternational financial markets, portfolio investnent had assumed an i nportant
role as one source of external finance for energing markets. |n sone energing

mar ket countries, the devel opnent of donmestic capital markets had al so all owed
domestic savings to be increasingly channelled through those capital markets.

3. However, although |onger-termportfolio investnment was wel cone, concern was
expressed about the high volatility of that type of investnent. pi ni ons
di verged about the role of portfolio investors in the devel opnent of the recent
financial crisis in East Asia. On the one hand, it had been shown that portfolio
investors, particularly United States nutual funds, appeared to have reacted to
the East Asian crisis in a neasured fashion. Shareholders in United States
emergi ng market rmutual funds had w thdrawn nodest portions of their investnents
on a steady basis, and the purchases and sal es by portfolio managers, although
correlated with returns, appeared to have been quite limted in conparison to the
degree of market volatility. On the other hand, it was said that the sudden
general w thdrawal of investnents during the crisis fromcountries which appeared
to have good fundanentals had caused major disruptions to donestic financial
systens through drastic changes in liquidity and sharp declines in stock market
prices.

4, To cope with the volatility of portfolio investnent, there were proposals
to i npl enent new neasures, at both the country and regional |evels, such as:

(i) Encouraging the establishment of closed-end funds as opposed to
nmut ual funds, since investnents in the former were relatively
stable (as they were not bound by redenption obligations). However,
it was pointed out that investors were less interested in putting
their nmoney in closed-end funds because those funds tended to be
traded at a di scount.

(ii) Issuance of Anmerican and global depository receipts and other
simlar instruments at the regional |evel, such as a South-East
Asi an depositary receipt, which would be issued in a stronger, nore
stabl e econony of the region. Some participants argued that issues
of American depository receipts and gl obal depository receipts did
not contribute to the devel opment of domestic capital markets.
Those instrunents could reduce the volatility of investnment flows
but, owing to arbitrage trading, l|ocal markets could not be
conpletely insulated fromthe effects of price volatility.

(iii) Provision of special incentives to encourage a m nimum hol di ng
period (six months to one year) for foreign portfolio investnents.
Those incentives should be inplemented across neighbouring
countries or on a regional basis so as to ensure their
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ef fectiveness. Some countries had adopted a system of
differentiated tax treatnent according to the duration of the
i nvestment. However, those tax incentives mght not be effective
in encouraging |ong-terminvestnent because new information could

trigger sales despite tax incentives. It was pointed out that tax
incentives and a m ninum hol di ng period should be equally applied
to foreign and donestic investors. However, as United States

mut ual funds were legally obliged to redeem shares within a period
of three to seven days, the inposition of a m ninmum hol di ng period
woul d represent a very strong disincentive to investnents by those
funds. Some countries had inposed reserve requirenents for capital
inflows which were in effect equivalent to the inposition of a tax.

(iv) Mobilization of donestic savings through appropriate |egislation
and incentives in order to mnimze dependence on foreign capital
In that respect, the developnent of a donestic institutional
i nvestor base such as pension funds and nutual funds would help to
i ncrease the donestic savings rate.

(v) Establishment of a dialogue with fund managers in order to notivate
and convince themto treat enmerging markets as |ong-term partners.

(vi) Regional nonetary cooperation would help to mninmze a nmisalignnment
of currencies in the region, thus reducing the risk of speculative
attacks. The creation of a comon-currency-basket peg for
countries fromthe sane regi on was proposed in order to reduce the
occurrence of conpetitive devaluations. Mreover, there would be
nmerit in adopting, initially on a regional basis, comobn standards
and rules on financial reporting, corporate disclosure, business
ethics and enforcement.

(vii) Stability of the real exchange rates at an appropriate |level was
a key elenent in encouraging sound investnents as it sent the right
signals to investors. A certain degree of nom nal exchange-rate
flexibility would renove the inplicit guarantee agai nst exchange-
rate risk that was inherent in a conpletely fixed exchange-rate
system especially when it was very costly for the Governnent of
a country to defend its fixed exchange rate. Excessive exchange-
rate instability could be detrinental to foreign trade and could
i ncrease costs for firms, which had to protect themnmsel ves agai nst
exchange-rate fluctuations.

5. It was also noted that in nore sophisticated markets the distinction
between long-term and short-term investnents (for exanple between direct
i nvestment and short-termcapital flows) was blurred, as foreign direct investors
coul d use conpl ex financial engineering techniques to make their investments nore
liquid. That did not, however, elimnate the fundanental differences in the
characteristics of foreign direct investnments and portfolio investnment: the
former inplied a long-termcommtnent, while the latter was attracted by capita
gai ns derived fromsecurity price novenents.

6. In relation to financial crises, it was nentioned that the social and
econom c costs for the affected countries were extrenely high. In that respect,
sound fundanentals were critical in mnimzing the risk of being exposed to
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financial turmoil. However, followi ng recent financial crises, the range of
criteria enconpassing the fundanmental s had wi dened beyond the nore traditiona
macr oecononic factors to include new el enents such as the health of donestic
financial markets, the quality of bank regul ati ons, supervision, and bankruptcy
| aws and enforcenent rules.

7. Di scussion on finance for devel opnent indicated that there were three
obj ectives that a good financial system should fulfil at the national and
international levels: (1) the effective build-up and efficient allocation of
savings; (2) the provision of safeguards and buffers agai nst shocks, and an
adequate response to crises; and (3) the provision of a snoboth and steady fl ow
of private financing to developing countries. It was inportant not to seek the
perfect system before establishing a franework to meet those three objectives,
but rather to inplenent what appeared to be a reasonably sound framework and then
to make gradual inprovenents over time.

8. Wth respect to the first objective, it did not necessarily inply financia
i beralization, which could under certain circunstances actually lead to
di sastrous results, but it mght inply financial restructuring. Regarding the
second obj ective, safeguard neasures would entail a system of deposit insurance,
a lender of last resort, energency credit lines, and the hol ding of adequate
official reserves, including a new orientation in the nanagenent of foreign
exchange reserves in the light of nore nobile capital flows. At the
international level, it would also entail a |lender of |last resort, such as the
I nternational Mnetary Fund and, in sone cases, the Bank of Internationa
Settlenments. The three objectives should also be pursued through an adequate
regul atory and supervisory franmework.

9. Wth respect to the question of whether sound banking supervision could
prevent the occurrence of asset bubbles, it was nmentioned that sound
macr oeconomi ¢ conditions, together with sound banki ng supervision, could to some
extent reduce the frequency of such asset bubbles, but would not be able to
conpletely elimnate them It was also pointed out that while the cost of
banki ng supervi sion was i ndeed high, the cost of poor supervision had proved to
be even higher.

10. Five preconditions were noted wth respect to effective banking
super vi si on:

(i) Sound and sustai nabl e macroecononi c poli cies;

(ii) A well-developed public infrastructure which should include a
system of business |aws, well-defined accounting principles and
rul es, independent audits and a secure and efficient paynment and
clearing systemfor the settlenent of financial transactions;

(iii) FEffective market discipline, which depended on an adequate fl ow of

information to market parti ci pants, appropriate financial
incentives to reward well-managed institutions and arrangenents
that ensured that investors were not insulated from the

consequences of their decisions;

(iv) Procedures for the efficient resolution of problens in banks;
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(v) Mechanisns for providing an appropriate level of systemc
protection (or public safety net).

11. Supervision could not, and should not, provide an assurance that banks
would not fail. In a market econony, failures were a part of risk-taking.
I mpl ementation was the nost critical aspect, and it represented a process that
by its nature mght be quite a long one, depending on the initial conditions
prevailing in a given country. The core principles were a set of guidelines
ained at providing a general framework for effective banking supervision, which
shoul d be supplemented at the country level in the |light of country-specific

conditions and risks. In sone countries, nmuch of the legal and institutiona
framewor k necessary for the effective inplementation of the guidelines already
exi sted, and full inplenentation could take place relatively quickly. 1In other

countries, the process mght require a nunber of ngjor changes that would take
| onger, including the inplementation of appropriate |egal changes (to provide for
contract law, property rights, collateral arrangenents, and insolvency and
bankruptcy arrangenents), and steps to increase the availability of skilled
market practitioners in the areas of |aw, accounting, credit analysis and risk
management, and private-sector apparatus (including credit-rating agencies and
private anal ysts).

12. It was stated that all banks needed to be brought under effective
supervi sion, regardl ess of where they operated from including those in offshore
financial centres. The question was raised as to whether the banking supervisory
function should be carried out within the central bank or not; nost countries
felt that it was nmore appropriate and effective that it should be within the
central bank. The supervisory framework should cover not only banks, but also
non- banking financial institutions, including specifically the other two main
pillars of a financial system- securities conpani es and insurance conpani es.

13. It was widely recognized that a system of deposit insurance was necessary,
despite the risk of noral hazard that it could give rise to. Several issues
related to the design of such a system were raised, such as fee-based
contributions, public funding, government guarantees and the participation of
foreign institutions.

14. In addition to issues related to supervision and the | egal framework of the
financial system experts also enphasized that a prudent and well-sequenced
l'i beralization process of the internal and external financial sectors should be
pursued in order to mnimze the risks of financial turmoil. It was generally
agreed that trade liberalization should precede internal financi a

i beralization, which would then be foll owed by capital account |iberalization

It was noted that several countries which had adopted controls on short-term
capital flows were anong those that were the | east affected by financial crises.
However, countries should not allow capital controls to delay the inplenmentation
of sound policies and refornms in the financial sector
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[11. ORGANI ZATI ONAL MATTERS
A.  Convening of the Expert Meeting
1. In accordance with the recommendati on made by the Comm ssion on | nvestnent,

Technol ogy and Rel ated Financial Issues at the closing nmeeting of its second
session on 3 Cctober 1997,%Z the Expert Meeting on the Growth of Capital Markets,
Particularly in Devel oping Countries, and its Relationship with Foreign Portfolio
I nvestnment was held at the Palais des Nations, Geneva, from27 to 29 May 1998.
The neeti ng was opened on 27 May 1998 by M. Rubens Ricupero, Secretary-Genera
of UNCTAD.

B. Election of officers

(Agenda item 1)

2. At its opening neeting, the Expert Meeting elected the follow ng officers
to serve on its Bureau:

Chai r person: M. Franz Nauschni gg (Austri a)
Vi ce- Chai rper son- cum Rapporteur: M. Paul Melly (Kenya)

C. Adoption of the agenda

(Agenda item 2)

3. At the same neeting, the Expert Meeting adopted the provisional agenda
circulated in TD)B/COM 2/ EM 4/ 1. Accordingly, the agenda for the Meeting was as
fol | ows:

1. El ection of officers
2. Adoption of the agenda
3. The growt h of domestic capital markets, particularly in devel oping

countries, and its relationship with foreign portfolio investnent

4, Adoption of the outcone of the Meeting

Z See Report of the Commission on |nvestnent, Technol ogy and Rel ated
Fi nanci al Issues on its second session (TD/ B/ 44/ 14-TD/ B/ COM 2/ 7),

par agr aph 51.
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D. Docunentation

4, For its consideration of the substantive agenda item (item 3), the Expert
Meeting had before it a report by the UNCTAD secretariat entitled "The growth of
donestic capital markets, particularly in developing countries, and its
relationship with foreign portfolio investnent: |ssues for consideration”
(TD/ B/ COM 2/ EM 4/ 2) .

E. Adoption of the report

(Agenda item 4)

5. At its closing neeting, on 29 May 1998, the Expert Meeting adopted the
agreed concl usions reproduced in section | above, and authorized the Chairperson
to prepare a summary of the Meeting (see section Il above).
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Annex

ATTENDANCE */

1. Experts fromthe follow ng States nenbers of UNCTAD attended the
nmeeti ng:

Al geria Nam bi a

Austria Ni ger

Bangl adesh Ni geri a

Bel ar us Paki st an

Beni n Peru

Brazi | Phi |'i ppi nes

Canada Pol and

Chi na Republ i ¢ of Korea

Costa Rica Republic of Ml dova
Cuba Romani a
Czech Republic Russi an Federation
Denocratic Republic Senega
of the Congo Sl ovaki a
Egypt Spai n
France Sri Lanka
G eece Sudan
Hungary Swit zer| and
I ndi a Thai | and
I ndonesi a Trini dad and Tobago
Iran (1slam c Republic of) Tuni si a
Italy Tur key
Jamai ca Uganda
Japan United Kingdom of Great Britain
Jor dan and Northern Irel and
Kenya United States of Anerica
Lebanon Ur uguay
Mal aysi a Venezuel a
Mexi co Yenen
2. The follow ng intergovernmental organizations were represented at the
meet 1 ng:

African, Caribbean and Pacific G oup of States
Agency for Cultural and Technical Co-operation

Andean Comunity

Arab Labour Organi zation
Inter-American Devel opment Bank
League of Arab States

Organi sation for

Econom ¢ Co-operation and Devel opment

Organi zation of the Islam c Conference

*/ For the list of participants, see TD/ B/ COM 2/ EM 4/ 1 NF. 1.
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3. The foll owi ng specialized agency and rel ated organi zati on were
represented at the neeting:
I nternational Monetary Fund
World Trade Organi zation
4, The foll owi ng non-governnmental organizations were represented at the

nmeeti ng:

CGeneral Category

I nternational South Group Network

Third World Network

Worl d Association of Small and Medi um Enterprises
Worl d Federation of United Nations Associations
Worl d Savings Bank Institute

Panel | i sts

M. Charles Freeland, Deputy Secretary Ceneral, Basle Committee on Banking
Supervision, Bank for International Settlenents

M. Hans Genberg, Professor, Graduate Institute of International Studies,
Director of the International Center for Mpnetary and Banki ng Studies, Geneva
M. Gerry Helleiner, Professor of Econom cs, University of Toronto, Canada,
Coordi nator of G 24 Research Project

Ms. Mary Podesta, Senior Counsel, Investnment Conpany |nstitute, Washington DC,
United States of Anerica

M. Mtchell A Post, Assistant Vice President, Research and Deputy Chi ef
Econom st, Investnent Conpany Institute, WAashington DC, United States of
America

M. Perfecto Yasay, Jr., Chairman, Securities and Exchange Conmm ssion of

t he Phili ppines



