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a broader framework of analysing the underlying causes of capital flows, in particular monetary, fiscal
and financial sector policies. An effective intertwining of this analysis with macro-prudential supervision is
desirable given the pivotal role that financial systems and institutions play in intermediating cross-border
capital flows. For instance, if excessive capital inflows reflected local asset price bubbles, in which
foreign investors wished to participate, then addressing these capital inflows by means of supervisory
tools (e.g. higher margin requirements, lower LTVs, etc.) or the use of monetary and fiscal policy
measures can be more effective and less disruptive to international capital flows than the use of capital
controls.

e) Delineation of tasks

o Mandate of the IMF on financial regulation: The IMF should refrain from entering into the area of financial
rule-making. Rule-setting should be coordinated by the FSB, which has proven itself as an effective
coordinator of G20 activities in the field of financial regulation. This delineation of task should be strictly
maintained to avoid duplicative efforts and inconsistent messages to economic actors

e Similarly, the FSB, as agreed upon by G20 countries, should be entrusted with macro-prudential
supervision at the global level. Importantly, in this role the FSB needs to coordinate effectively with other

macro-prudential supervisors so as to avoid contradictory analyses and messages to financial markets.>’

e The IMF has an important role in assessing the stability of financial systems in IMF member states. The
Financial Sector Assessment Programme (FSAP) should be seen as a natural complement to the MAP
surveillance, as real economy imbalances often have their origin in financial sector imbalances and, vice
versa, real economy developments can affect the stability of financial sectors.

f) IMF governance

e The recently agreed (re-)allocations of IMF quotas are an important step towards responding to the
shifting balances in geopolitical and economic power. However, given the pace of this re-balancing in the
global economy and considering the tortuous process of arriving at quota reform, it would seem
advisable to have a more automatic process of re-balancing IMF governance structures, quotas and
voting rights. In addition, in other areas, e.g. the selection process of the IMF leadership, political
commitments for procedural changes still have to be fully translated into practice.

o While the perception of fair governance structures increases the legitimacy of an institution such as the
IMF, we would emphasize, though, that greater voice also comes with greater responsibility. It is our
expectation that countries that are more influential in international institutions, such as the IMF, feel
particularly committed to bringing into line their policies with internationally agreed standards.

o Greater representativeness must not come at the expense of effectiveness.
Improving Financial Market Characteristics

The issue

Market developments over recent years have underlined that financial markets are prone to exaggerations
and herd behaviour. Financial markets are susceptible to self-reinforcing effects which can accentuate upward
and downward movements. Underlying these phenomena is the fact that financial markets are on the one
hand guided by fundamentals and on the other hand comparable to “beauty contests” in which investors’
actions are guided by those of other investors — making the system self-referential.

The relative balance between investors trading on the basis of fundamentals and uninformed noise traders
following the herd depends on several factors. One such factor are market structures, such as the prevalence
of algorithmic trading that follows market trends; another is the relative importance of investment strategies:
thus, for example, it is obvious that a dominance of passive investment strategies would tend to

favour herd behaviour in markets. Furthermore, the financial crisis starting in 2007 has undoubtedly left many
market participants bereft of mental models that previously guided their investment decisions. Such models,
which substitute fundamental analysis and rational decision-making with heuristic decisions based on
experience and knowledge about historically applicable correlations and patterns of reactions, have, in the
eyes of many market participants, become useless in the crisis. Many market participants may therefore be
more inclined to follow market trends and the actions of other investors.

3" In fact, the same point holds true for other macro-prudential supervisors which are currently being established at the
national or EU level. Their messages, too, need to be aligned.
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Recommendations

To avoid market disruptions and excessive movements of asset prices and volumes, it would therefore be
desirable to strengthen the weight of fundamentally-driven investors with a long-term investment perspective.
This will help to stabilize investment flows, thereby dampening the volatility of asset prices and the likelihood
of bubbles.

Measures to achieve this would appear to be the following:

o First, macro-prudential supervision which is now being established as an explicit supervisory tool in
many jurisdictions will undoubtedly be helpful to deal with the issue of herd behaviour. Macro-prudential
supervision is explicitly charged with identifying and addressing financial imbalances. As a preventive
tool, it can therefore help to act as a stop to herd mentality, especially in the building-up of asset price
bubbles.

e Second, market participants themselves should, in their own interest, include the systemic consequences
of new products and investment strategies in their product approval processes and risk assessments.
Again, the systematic dialogue that will probably be established between macro-prudential supervisors
and the industry may help to foster such a development. However, industry itself should collectively
address these issues as well.

e Third, trading platforms should ensure that algorithmic trading systems are being stress-tested with
respect to their systemic implications before being admitted to trading.

e Fourth, governments should intensify long-standing efforts to encourage long-term investment by
increasing the importance of private pension systems and other forms of institutionalized savings.
Insurance companies and pension funds tend to have a long-term investment horizon.

¢ Finally, regulation should eschew measures that discourage long-term investments. Thus, for instance, it
might be considered counter-productive that Solvency Il discourages insurers’ investment into equity and
long-term debt. Similarly, prohibiting CDS on sovereign debt will discourage investors from investing in
long-dated government debt due to the lack of hedging options.

lll. Proposed Actions in Cannes

We propose that G20 leaders advance the process of international monetary system reform at their Cannes
Summit by agreeing to:

1. Macroeconomic coordination and adjustment: IMF surveillance, the Multilateral Assessment process
(MAP) and the G20 “Indicative Guidelines” must be hardened to better ensure that national economic
policy choices are compatible with multilateral objectives and the avoidance of imbalances. Specifically,
we propose that:

a. Art. IV of the IMF Articles of Agreement be reformed to explicitly broaden the mandate for the IMF to
look beyond exchange-rate arrangements and include domestic imbalances, policies and other
sources of potential instability

b. ... each Art. IV report contain a standardized table of key performance indicators that allow for the
assessment of the sustainability of economic policies

c. ...the MAP be embedded in a stringent peer review procedure which creates a disciplined approach
for countries identified in need of action on a “comply and explain” basis;

d. ... countries that manage their exchange-rates chart a road-map for greater exchange-rate flexibility
aimed at avoiding massive and lasting misalignments of real (effective) exchange-rates

e. ...the IMF become more autonomous in its Art. IV reports

2. International liquidity: To ensure the provision of liquidity in times of crisis and to, simultaneously,
reduce incentives for excessive reserve accumulation, multiple sources of international liquidity should
be developed (further), incl. IMF precautionary lines, regional initiatives, and bilateral swap lines. To
ensure the compatibility of these sources, the IMF should be given a coordinating role and set minimum
guidelines for such initiatives. Furthermore, a formal format should be established for examining the
adequacy, and, potentially, the withdrawal of IMF liquidity.

3. Reserve currencies: The development of local financial markets and the transition to full convertibility
should be intensified and speeded up to create more alternatives to the US Dollar as international
reserve currency. We stand ready to support efforts to develop financial markets.

4, Capital controls should only be used for limited time-spans; the IMF should be notified whenever they
are imposed, clearly stating the rationale, objective and likely duration. Alternatives to capital controls,
especially the use of macro-prudential policies, should be examined and used wherever possible. The
IMF should be tasked to regularly report on the effectiveness and side-effects of capital controls.
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IV. Contribution from the ICC G20 Advisory Group on
Reforming the International Monetary System

Issue

The global economic crisis heralded, indeed accelerated, a transition towards a new world where emerging
market economies play a large role on a par with advanced ones in driving global growth, a world that will be
fundamentally multipolar and in which global monetary problems must be dealt with coopera’[ively.32

Analysis

The crisis caught many experts and policy-makers by surprise revealing vulnerabilities in the international
monetary system. While these were principally in developed economies, their effects quickly spread to the
entire monetary and financial system.

However, the crisis highlighted the need for effective international policy coordination. The G20 is a powerful
response in this regard.

While the global economy may have avoided the worst of the crisis through the injection of massive amounts
of fiscal and monetary stimulus, several broad issues regarding the current international monetary system
remain, including the set of rules, norms and institutions that govern the world’s currencies and the flow of
capital across borders.

Dealing with these issues requires both fiscal and structural reform as one without the other is not
sustainable in the long term. Structural reforms are critical at the micro level, including encouragement of
innovation and reduction of youth unemployment.

In addition, G20 leaders should look to strengthen financial markets in emerging economies by developing
capital markets and improving access to retail financial services to increase both domestic confidence and
investment opportunities, both of which could stimulate consumption and help to offset global imbalances as
well as reduce the risk of asset bubbles.

These are critical issues for business as increasing global economic imbalances could lead to currency
wars, bankrupt states and trade protectionism. Moreover, persistent vulnerabilities remain in the
international monetary system, including:

e Excessive economic imbalances, within both developed countries and developing countries. Currently,
average government debt-to-GDP ratios in the G7 economies are at their highest level since the 1940s.

o Excessive exchange rate fluctuations. Since the beginning of generalized floating exchange rates in
1973, rates have failed to move consistently and have promoted imbalances.

¢ A need for more effective global governance to ensure that decisions are consistent and contribute to
global stability. The International Monetary Fund (IMF), intended for this purpose, has not been able to
achieve this task fully.

Recommendations

Excessive economic imbalances

Global liquidity conditions are influenced by monetary policy in major countries, exchange rates and
innovation and risk-taking behaviour in the financial sector. Liquidity can change because of many
conditions, including perceptions.

Thus a global approach is particularly difficult. One item which the G20 leaders can act on is enhancing
economic surveillance to provide as accurate a picture as possible of economic flows and overall sustainable

% This paper draws extensively on the ideas contained in an article entitled “Beyond Bretton Woods 2” published in The
Economist magazine of 6 November 2010; and on the report of the Palais Royal Initiative entitled “Reform of the
International Monetary System: A cooperative approach for the twenty-first century”, 8 February 2011.
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economic development of an economy. G20 leaders must take into account that their countries’ domestic
policies interact and affect global stability and have spillover effects.

There also needs to be greater understanding and cooperation among central banks and finance ministries
on macro policies that impact liquidity. Sound macro policies combined with time-limited interventions and
capital controls may be effective to protect countries from large and volatile (short-term) capital flows, though
measures should not create distortions and not affect countries negatively. The development of internationally
agreed guidelines in this area would be critical, as well as joint monitoring to insure that interventions are
limiting and not distorting. Working with the private sector is critical in this regard.

Excessive exchange rate fluctuations

Renewed leadership by G20 leaders to promote international exchange rate coordination is particularly
important to avoid currency wars. Countries need to conduct their economic and fiscal policies with a goal to
ensuring that exchange rates are broadly in line with market fundamentals and global balance. It should be
recalled that, while IMF members, under its Articles of Agreement, have the right to choose their respective
exchange rate policies, they also have a stated obligation to avoid manipulating exchange rates to secure a
competitive advantage.

G20 leaders could consider making countries’ obligations more specific, perhaps through the use of
benchmarks to identify instability and misalignment. G20 leaders could further develop/integrate a joint
monitoring system along the lines of that for capital controls to monitor excessive exchange rate fluctuations.

Global governance

In light of the experience of the recent crisis, further steps should be taken to make the IMF more receptive
to being a global lender of last resort ready to act in a reliable, rules-based fashion with appropriate
protections to limit moral hazard.

Rather than try to create a global reserve asset, G20 leaders might achieve more by reducing the demand
for reserves. This can be done by improving countries’ access to funds in a crisis. The IMF’s lending facilities
have already been overhauled so that well-governed countries can get unlimited funds for two years.

G20 leaders could develop a plan for rebalancing the world economy, perhaps with target ranges for current
account balances and real exchange rates, supported by peer review rather than explicit sanctions.

A rebalancing plan would address many of the tensions in the monetary system. But shifting the resources of
surplus countries from exports to consumption will take time. Meanwhile, capital flows into emerging markets
are likely to surge much faster.

There is also a need for a more integrated architecture and decision-making structure in the international
monetary system by developing a more formal framework for the relationship between G20 leaders and key
intergovernmental financial institutions like the IMF. The IMF should play the role of neutral arbitrator in
cases of exchange rate misalignments. It has the knowledge and authority to intervene more actively in
disputes that cannot be mediated by individual countries. It also has a long track record of resolving various
economic crises through multilateral coordination.

The economic crisis demonstrated that greater global coordination is needed. G20 leaders have taken the
first steps in London and subsequent summits. It is essential that a reformed international monetary system
should safeguard the gains of the past 65 years. We must ensure that whatever measures are taken
preserve and indeed strengthen a system that maintains freedom of trade and current payments and that
allows the benefits of financial globalization to be shared more widely.
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World Economic Forum G20 Working Group on the Role of
Business in Society

.  Framing the Issue

The challenges and opportunities confronting society today and over the next 5-10 years are immense and
interlinked. These include historic shifts of economic activity to emerging markets; rapid and ongoing
technology change; increased demand on limited resource supplies such as energy, food and water;
increasing employment challenges (e.g. the need to create a large number of jobs for youth in developed
and emerging economies); ageing populations in developed economies; and substantial fiscal and equity
challenges on governments around the world. Each will put substantial pressures on leaders in both
government and business.

We believe that these challenges and opportunities are too broad for any one sector or institution to tackle
alone. These matters should not be left to government to resolve — business should take more responsibility
and initiative to address them, working in partnership with government and civil society. As the B20 summit in
Korea demonstrated, there is plenty of excitement on the part of business leaders to play this role.

As a task force, we have tried to identify a set of issues where we believe that business can make a difference
and help put the global economy on a sustainable growth path. Our task force identified more than

20 broad ideas — but decided to focus on a few proposals where we believe the private sector can help
accelerate a broader process and set of actions (and where we saw strong agreement).

We have outlined a set of recommendations in five areas. Four involve a much higher level of business-
government cooperation to help deal with major issues and capture opportunities; and one involves business
stepping up its game to act in a more long-term, multistakeholder manner. Our headline recommendations
are as follows:

1. Improving Corporate Governance

Business and governments should collaborate on measures to help corporate boards focus on long-term
value creation; work together on compensation systems to reward executives for long-term value creation;
co-develop global corporate governance principles to satisfy all stakeholders of a level playing field; and
establish a task force to propose measures to encourage longer-term investing. Business should develop a
strategy that can help convey the public benefits of private enterprise, including how business is good for
development and growth.

2. Building and Renewing Infrastructure

The world faces huge infrastructure requirements in the emerging and developed worlds, but we will not “get
there” without substantial improvements in business and government cooperation. Business and
governments should work together to establish independent national and regional bodies to identify overall
infrastructure needs and evaluate and prioritize individual projects; and encourage flexible rules and
contracts to reduce construction times, required capital and risk. Business should provide input on ways that
governments can reduce barriers to private investment infrastructure.

3. Increasing Education for Employment

Creating jobs at scale is an imperative in both developed and emerging economies. Business, government
and education providers, as well as labour unions should work together more closely to help identify job
needs and requirements in each country. Specific recommendations include: the financial services sector
helping to develop a policy environment that will better support SME financing; creating “learn and earn”
opportunities for students, particularly girls, in occupations where candidates are in short supply, such as
technical fields; companies and industry associations partnering with high schools, community colleges and
universities to boost rates of post-secondary education and the number of graduates with job-ready skills
(especially for women); and business, government and educational and training providers should create
efficient programmes to enable middle-aged and older workers to retain and gain new skills faster,
particularly in those countries that are ageing rapidly.

4. Increasing Energy Efficiency

Governments and businesses should implement national education and awareness programmes to help
society understand real energy costs; and encourage industry associations to set voluntary industry-specific
energy standards. Where possible, business should seek opportunities to collaborate with governments on
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creating consumer incentives for energy efficiency. Governments should consider changing their approach to
subsidies from broad price setting to direct subsidies targeted at the poor and selected industries.

5. Responsible Regulation

While business recognizes that more regulation is required in some areas, it is keen to provide more input
and work more closely with government to ensure that regulation does not unnecessarily impede private
sector investment and job growth. Specific recommendations involve asking for regular reviews by
government of regulation on a holistic versus incremental basis to ensure that rules keep up with an
increasingly dynamic environment and that cross-sector and second-order effects are fully taken into
account. Efforts should be made to ensure that a level playing field is in place for all companies, including
SMEs, by devoting greater resources to ensuring the consistent application and enforcement of regulation
(e.g. by ensuring that regulators investigate how rules will affect different-sized firms). Business and the G20
should also work together on the future of international trade.

Il. Key Policy Messages
1. Improving Corporate Governance

Context

e Trustin business hit historically low levels more than a decade ago and has deteriorated further during
the recent financial crisis, especially in Western countries.

¢ While many factors triggered the crisis, the recession clearly revealed deficiencies on how businesses
are governed.

e This realization has led to broad calls for improved regulation across many sectors and throughout the
globe.

Challenges

e Short-termism: In an era when capital markets exert pressure for continuous near-term results, some
corporate boards and executives tend to under-invest in efforts to plan for long-term value creation.

o Transient investing: The spike in equity churn in recent years by institutional investors and hedge
funds has made it difficult for managers to know who company owners are, and for owners to know the
business. Some short-term shareholders (the average owner now stays in a stock just seven months)
essentially speculate on near-term company performance.

o Effective oversight: Instead of helping to insulate management from the pressures of transient
owners, some corporate boards encourage the trend by compensating CEOs based on short-term
measures.

o Excessive leverage: With corporate performance measured largely by earnings per share and returns
on equity, management in some sectors has strong incentives to reduce equity to boost share prices
and improve these metrics — even without any change in underlying corporate performance.

Recommendations®
e Business and governments should improve the ability of corporate boards to focus on long-term value
creation. Options include:

— Fiduciary duties are explicitly defined to guide corporate boards to maximize the long-term value of
the company, rather than focusing on boosting short-term shareholder returns

— Introduce skills-training mechanisms and guidelines for empowering corporate boards to create
“‘ownership-based governance” (e.g. requiring that non-executive corporate directors commit
sufficient time to their duties by agreement with the board chairman before accepting an
appointment)

— Establish a broader range of metrics for board oversight of corporate performance that reflects a
longer-term strategy (e.g. metrics related to customer satisfaction, research and development,
quality and brand value)

e Business and government should develop one global set of corporate governance principles to ensure

a level playing field across all regions.

e Business and governments should define new ways of compensating executives to reward long-term
value creation and focus on broader value impact, options include:

— Linking variable compensation to basic drivers of long-term value and sustainability, such as
innovation and efficiency, not just share prices; considering in detail the current and future risks of

% These recommendations are informed by the work of the World Economic Forum’s Global Agenda Council on the Role
of Business
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the level of variable compensation across a company; evaluating executives on rolling multi-year
periods
e Business and governments should establish a task force to study and propose measures to encourage
long-term investing.
e Business should develop a strategy that can help convey the public benefits of private enterprise,
including how business is vital for development and growth.
e Major regional and global industry associations should develop guidelines on responsible and
sustainable local involvement through community social-investment programmes; for instance, the
associations could recommend that:

— Member companies consider devoting a certain percentage of net income to local partners for
projects that deliver tangible and lasting socio-economic benefits to communities

2. Building and Renewing Infrastructure

Context

¢ Infrastructure is essential to functioning markets and economic growth. It connects businesses to
consumers and enables the manufacture and delivery of goods and services. More broadly,
infrastructure remains a key driver of productivity, competitiveness, economic growth and living
standards.

e Huge gaps in infrastructure, ranging from non-existent roads to insufficient power generation, hobble
many emerging economies. In developed economies, much infrastructure is poorly maintained.

e Inadequate infrastructure and weak provision of basic services such as transportation, energy,
communication infrastructure, urban planning and production sites represent particular impediments for
SMEs, which are crucial drivers of economic growth and job creation.

e The social and economic costs of inadequate infrastructure are substantial and growing: for instance,
India’s electricity generation falls 16-20% short of peak demand; gaps in Indonesia’s infrastructure may
be undercutting economic growth by 3-4% of GDP*; and, in the United States, road congestion costs
more than US$ 85 billion annually.®

e To remedy these problems and accommodate the explosion in demand for new infrastructure in
emerging markets will require massive new investment. Asia alone must spend US$ 8 trillion on
infrastructure projects in the next decade. By 2030, annual global infrastructure demand is projected to
more than double from today’s levels, to US$ 3.7 trillion in real terms.*

¢ In an era of deficits and budgetary constraints, governments cannot mobilize such sums by
themselves. Significant private investment is required.

Challenges

e Barriers to private investment: Much of the required infrastructure investment, especially in
developing countries, will involve greenfield projects. Investment approaches lack clear rules, well-
structured procurement processes and investor safeguards. Long-term, focused investors (such as
pension funds) voice interest in such projects but face daunting concerns:

— The permitted returns on these assets is insufficient (and subject to dramatic change) to
compensate for the risks involved (including the risk of government-imposed pricing changes or
capital controls over the project life).

— Uncertainty from poor land acquisition and project approval processes can delay work (e.g. the
Bandra-Worli Seal Link in Mumbai required more than 20 years to gain approval).

— Legal and regulatory regimes in many emerging economies are weak. (e.g. top Russian
government officials acknowledge that weak legal protections have dampened investments in the
country, although they are working on this¥).

— Capital requirements for the financial sector are increasing at the same time as demand for
infrastructure funding (see Korea B20 paper for more detail, including McKinsey Global Institute
research).

e Prioritization: Some new infrastructure fails to generate long-term GDP growth and social benefits,
largely because planners did not carefully evaluate the long-term payoffs (e.g. Japan’s overbuild during

[

its “lost decade”; Alaska’s “bridge to nowhere”).

% Asia’s US$1 trillion infrastructure opportunity, McKinsey Quarterly, March 2011

% Growth and Renewal in the United States, McKinsey Global Institute (February 2011)

% Farewell to cheap capital? The implications of long-term shifts in global investment and saving, McKinsey Global
Institute (December 2010)

% President Medvedev's top economic aide recently dismissed the failure of a BP investment in Russia by arguing that
“Right now our investment climate is so bad that it won't be [further] affected”, Reuters Newswire, 29 March 2011
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¢ Productivity: Slow productivity growth — construction labour productivity in the OECD has fallen over
the past 15 years*®*— worsens the infrastructure gap and raises the cost of projects.

Recommendations

¢ Business and governments should collaborate to create liquidity in infrastructure financing by developing
holistic infrastructure markets that create incentives for equity and debt investors to participate in
infrastructure projects, while emphasizing transparency in regulations (including tendering and approval
processes). A comprehensive approach could also use centres of excellence (see below) to develop
and promote best practices in financing and development.

e Business and governments should jointly establish centres of excellence to help develop best practices
in infrastructure development. Such a centre may provide:

— Reference cases, with complete model documentation, for various types of infrastructure (e.g. a
high-speed rail network built using debt and equity capital)

— Global knowledge and expertise on private financing and management of infrastructure

¢ Business and governments should work together to establish accountable bodies at the national and
regional levels to identify overall infrastructure needs; evaluate and prioritize individual projects; and
make decisions on an economic, not political, basis. Governments might develop:

— A centralized body (along the lines of Infrastructure Australia) with the skills and capabilities to work
across federal, state and municipal bodies to prioritize projects by their economic and social
benefits

e Business and governments should work together to cut construction times by 30-70% and reduce
capital and risk through more flexible rules and contracts. Project planners could segment activities to
run in parallel, start construction while tendering, set high aspirations at all stages, and centralize and
streamline planning and approval. Planners could devise flexible labour laws to protect workers’ rights
while addressing industry’s needs.

e Business should propose measures by which governments can reduce the barriers to private investment
by promoting revenue models that reflect the real costs of infrastructure projects, use public capital and
involve flexible risk allocation approaches. For example, they might seek to:

— Implement transparent bidding rules, standardized concession/project agreements and definitive bid
award time lines (e.g. the success of water and power privatization in the Middle East is driven by
international developer and lender confidence in a well laid out bidding process and meticulous
adherence to timelines)

— Establish an agency to develop and implement one comprehensive and coherent national public-
private partnership policy

— Upgrade public-private partnership risk allocation and incorporate adjustment processes (e.g. the 3-
5 year adjustments that have kept Brazilian concessions relatively stable)

— Provide stronger legal assurances that private companies and investors can retain earnings from
their investments and control of their assets

— Make private investment more attractive by minimizing or ending subsidies that distort the pricing for
infrastructure consumption (e.g. road tolls to reflect the true cost of building and maintaining a
highway)

— Improve the case for projects by using public funds to leverage private investment, for example by
offering government guarantees on minimum returns or tranching risk of investors so the public
sector takes first loss

e Business and governments should collaborate with development financial institutions (DFls) to
rationalize environmental and sustainability policies. For instance, they could encourage DFIs such as
the World Bank, the IFC and regional development banks to evaluate and categorize projects by
consistent, rather than customized, yardsticks.

e Business and governments should address infrastructure market fragmentation through regional focus.
Small, fragmented markets, such as those in sub-Saharan Africa, create inefficiencies through a lack of
scale and varying legal and regulatory frameworks. Conceptualizing and implementing infrastructure
projects on a regional level could address this market failure.

3. Increasing Education for Employment
Context

e Structural unemployment has risen significantly throughout the world since the financial crisis. By the
end of 2010, global unemployment was estimated at 205 million workers (6.2% of the working-age

% Labour Productivity per Unit Labour Input, OECD Statistical Abstracts (www.oecd.org)
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population). This number is 27.6 million higher than in 2007, when global unemployment was 5.6%.
Younger workers have been particularly hard hit: at the end of 2010, 77.7 million young people (or
12.6% of the cohort) lacked employment, up from 73.5 million in 2007. Youth unemployment continues
to plague many countries and regions (e.g. Spain 44%, Middle East 25%, USA 18%). In the Middle
East and North Africa, almost 20% of youth were unable to find work in 2008. Many more remain
unemployed.*

The pressure on some countries like India to create new jobs for their youth is immense (over 200 million
in the next 10 years)

The consequences of high unemployment stretch beyond those directly affected. Prolonged
unemployment can have significant economic and social consequences, including:

— Increased political instability as a result of high youth unemployment

— Reduced lifetime earnings trajectory and career prospects, and worse health outcomes

— Reduced economic contributions, stemming from lower consumption and savings

— Increased crime, mental-health problems, violence, conflicts and drug use®

Ironically, even with high unemployment rates, many nations are experiencing a shortage of skilled
workers. In the United States, for instance, 30% of employers in a recent survey report having positions
open for six months or longer as they search for qualified candidates, despite the abundance of people
looking for work.*'

While youth unemployment is a major issue in many developing and even some developed economies,
ageing populations will also cause shortages of skilled workers in other parts of the developed world. In
Japan, for instance, the working-age population is expected to decline by 9% by 2020. Within the EU15,
it is expected to fall by 4% in the next 10 years.** This shift will lead to massive shortages of skilled
workers, especially in technical fields.

Increasing employment and creating jobs are critical to growth. In Africa, for example, the move from
rural to urban employment accounts for 20-50% of productivity growth.43

To address these challenges, business, government and education providers should work together to
develop solutions that encourage job creation and tailored programmes ensuring a skilled and capable
future workforce.

Business and governments must seek ways to preserve and enhance the role of SME economic
development, particularly in emerging countries. Indeed, SMEs are major employment generators and
can surpass larger firms in net job creation: for instance, SMEs account for approximately half of total
employment in the OECD and 70% in Japan.*

Challenges

Fast-growing populations: In parts of the developing world, the population is growing much faster than
the economy, thus increasing the unemployment problem.

Informed decision-making: Some young people lack the information to make informed decisions about
which jobs are being created and their skill requirements.

Skills mismatch: Some universities and colleges are not producing students with the right mix of skills.
For example, despite the need in the job market, the STEM fields (science, technology, engineering and
mathematics) are growing at only 0.8% in the United States versus a 1.7% growth in business fields.*®
Ageism: Evidence suggests that older skilled workers are sometimes pressured to leave the workforce,
although they account for a growing portion of it in Europe, the United States, South Korea, Japan and
China.

Recommendations

Business should work with governments, education providers and labour unions to identify job needs,
skill gaps and education requirements (as Singapore, for example, has done).

Business should work with the financial services industry to develop a policy environment that supports
SME financing and further establishment of credit bureaus in emerging markets.

39 Gl
La
“d.

obal Employment Trends for Youth: Special issue on the impact of the global economic crisis on youth, International
bour Office, August 2010

“* An Economy that works: Job creation and America’s future, McKinsey Global Institute (June 2011)

2 Growth and renewal in the United States, McKinsey Global Institute (February 2011)

“ Lions on the Move: The progress and potential of African economies, McKinsey Global Institute (June 2010)

* Findings and Recommendations, Seoul G20 Business Summit (November 2010)

*> Growth and renewal in the United States: Retooling America’s economic engine, McKinsey Global Institute, February
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¢ Business should establish a task forces at the national (and potentially regional) level to identify key
barriers to promoting foreign direct investment as an engine of job creation, especially in emerging
markets.

e Individual companies or industry associations should partner with high schools, community colleges and
universities to boost post-secondary education rates while ensuring that students, particularly girls, who
attend such institutions emerge with job-ready skills. Companies could, for example, encourage their
employees to volunteer as mentors or guest speakers at schools. They should also partner with high
schools, community colleges and universities to incorporate entrepreneurship into school curricula.

e Businesses should create “learn and earn” opportunities for students, especially girls, studying for
occupations where candidates are in short supply, such as technical fields. Internships, scholarships and
mentoring can increase the graduation rate in such fields and attract more students to them.

e Businesses should create new models to enable older workers to stay in the workforce if they choose,
while making room for younger employees to advance. For instance, part-time positions and work-from-
home programmes may be attractive to workers nearing retirement age.

o Business, government and educational and training providers should create more efficient programmes
to enable middle-aged workers to retrain and gain new skills faster. Programmes allowing workers to
obtain certification after short educational leaves or on-the-job training can improve their employability.

e Business should collaborate with governments to create an international framework recognizing
standards for vocational training across countries.

4. Improving Energy Efficiency

Context

¢ An expanding population and fast-rising living standards in the developing world are driving global
demand for energy.

e Energy needs will increase 2.1% a year until 2020, even by modest projections, eclipsing the
unprecedented growth in demand (Gby 1.7% a year) since 1985. More than 90% of demand growth
comes from developing countries,” although many developed economies have large opportunities to
curtail energy demand growth by raising efficiency.

¢ In many countries, government subsidies hide the real price of energy from consumers and distort the
market in ways that increase the likelihood of demand and supply imbalances.

e Reducing energy use can provide short-term relief for the widening gap between supply and demand.
Businesses must help by improving their energy efficiency. This is also good business. On average,
every US$ 1 spent on reducing energy use by businesses and consumers saves more than US$ 2 in
incremental investments in supply.47

Challenges

o Differences in national energy regulations make it difficult for companies to identify and apply energy
reduction best practices globally.

o Consumers have little incentive to improve their energy use, as regulations and subsidies mask real
prices.

Recommendations

¢ Governments and business must implement national education and awareness programmes to help
society understand energy’s real cost.

o Governments should consider changing their approach to subsidies from broad price setting to direct
subsidies targeted at the poor and selected industries (such as fertilizers).

¢ Governments and business should encourage industry associations to set voluntary industry-specific
standards; for instance, the US Consumer Electronics Association drove a standard for the maximum
energy consumption of digital set-top boxes or PCs in “sleep mode”.

e Education providers, government and business should establish national panels to encourage the
creation of innovative energy efficiency technology (e.g. by awarding loans or funds to support
university research).

¢ International standards bodies should collaborate to define and implement consistent energy efficiency
standards across countries. For instance, such a forum could drive the development of clearer, more
consistent regulation within regions and throughout the world, as well as provide more transparency on
the evolution of international standards.

4 Averting the next energy crisis: The demand challenge, McKinsey Global Institute (February 2009)
International Energy Agency
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e Government should create incentives for consumers to enhance the energy efficiency of their homes
and vehicles (e.g. tax credits for green investments).

5. Streamlining Regulations

Context

o Efficient, effective regulation is good for both business and society; yet, governments often struggle to
get it right — poor regulation is a primary inhibitor to productivity and growth throughout the world.

e For business, the stakes in getting regulation right are substantial: worldwide, an unprecedented US$
3.6 trillion of earnings (EBITDA) is at risk from state intervention;*® not surprisingly, CEOs consistently
identify overregulation as one of the top three threats to business growth prospects.

¢ Increasingly, businesses provide many services seen as public goods critical to the functioning of an
integrated global economy — for instance, the international financial infrastructure. The oversight and
regulation of these services must be designed to ensure their efficiency and effectiveness.

e At the same time, regulation must take into account the needs of all types of companies including
SMEs — which contribute up to 45% of employment and up to 33% of GDP in developing economies®”
especially relating to their limited access to capital markets because of informational barriers,
transaction costs, and a perception of higher risk regulations (for e.g. some of the existing regulatory
changes, such as Basel lII's treatment of trade finance, are disproportionately costly to SMEs®").

¢ Given the stakes, business needs to step up efforts to engage with governments and regulators in an
open, fact-based dialogue on rule setting.

Challenges

e Protectionism: Regulation is frequently designed to save employment in particular sectors, to their
long-term competitive disadvantage and often at the expense of job creation elsewhere in the
economy.

o Flexibility: Governments rarely succeed in creating flexible frameworks that anticipate and respond to
conditions as markets evolve. The result: cumbersome and outdated regulations that continually
undercut competitiveness.

o Differential impact: In many countries, regulators ignore a large informal economy in which
companies underreport employment, avoid paying taxes and ignore quality and safety regulations. This
failure significantly disadvantages large, productive, law-abiding firms that faithfully follow regulations.

e Coordination: Limited coordination among and within regulators at the local, national and international
levels frequently results in duplicative, unnecessarily burdensome and even contradictory rules.

Recommendations

e Business should propose measures to governments to help make regulation more dynamic; for
example, business associations could recommend that regulators adopt:

— Sunset clauses that require regular reviews of how well regulations fulfil their purpose and either
extend their sunset dates or automatically terminate them

e Business should collaborate with governments to help develop impact assessments that systematically
examine the advantages and disadvantages of regulations, including the cross-sector impact of
regulations (e.g. five quantitative impact studies were carried out for European Solvency Il insurance
regulations)

e Business should establish task forces at the national and international levels to advise policy-makers
on ways to create an enabling legal, regulatory and financial framework to favour SMEs — the most
important source of job creation in most countries — and ensure that they are not disproportionately
disadvantaged.

e Business should work with governments to ensure regulatory processes do not unnecessarily impede
private sector investment and economic growth. Even at a time of high unemployment, companies may
need years to obtain the necessary approvals for new construction and greenfield investments that
would create jobs.

e Governments should level the playing field for companies, especially SMEs, by devoting more
resources to consistent and adequate enforcement of existing regulations.

¢ Governments should establish independent consultative bodies to promote fact-based, transparent
regulation and policy; for example, such a body might:

*8 The new value at stake in regulation, McKinsey Quarterly, January 2010

9 PwC 14th Annual Global CEO Survey

% Scaling-Up SME Access to Financial Services in the Developing World, G20 Seoul Summit (October 2010)

* See Scaling-up SME access to financial services in the developing world, released at the G-20 Seoul Summit, by the
World Bank Group International Finance Corporation, November 2010; and Stein, Goland, and Schiff, 2010.
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— Make regulatory barriers more transparent by measuring levels of regulation against relevant
international benchmarks and proposing improvements

— Analyse how different regulatory options affect the economics of competition in a sector and the
social and political implications

e Business and government should establish a joint forum to rewrite existing regulations in a simple and
concise way while preserving their original spirit and intent; for example, such a forum might:

— create a single, holistic regulatory framework overseen by a “one stop shop” authority; for instance,
the United Kingdom’s Health Research Regulatory Agency will combine and streamline approvals
for health research now scattered across many organizations

¢ International standard setters, such as the Basel Committee on Banking Supervision or the World

Trade Organization, should ensure that processes are in place to audit the implementation of

regulation. The results should be made public to ensure that national jurisdictions apply rules in an

equivalent way.

¢ Working with business and the WTO, the G20 should create a task force to consider the future
direction of international trade and proactively identify next steps in developing a global trade regime,
now shaped largely by bilateral and ad hoc measures.
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Contribution from the ICC G20 Advisory Group on Trade,
Investment and Development

Issue

The G20 has a key role to play in ensuring an open global economy that will facilitate cross-border trade and
investment by business to nurture the economic recovery, job creation and sustainable development.

Analysis

The Doha Round

Over the past 60 years, the multilateral trading system has contributed to improving the standard of living of
billions of people around the world by creating new economic opportunities and providing greater choice and
lower prices to consumers. An open international trade and investment environment is fundamental to foster
economic growth, job creation and prosperity.

The value of the rules-based multilateral trading system as an insurance policy against protectionism cannot
be overstated. Without it, helping governments resist strong protectionist pressures and open trade
commitments would have eroded even further than they have since the onset of the recent global crisis. The
latest WTO-OECD-UNCTAD report reveals G20 governments implemented more new trade restrictive
measures in the last six months than in any other previously reported period.52 Of those measures, 30
consisted of new export restrictions, despite the 2010 Seoul commitment to roll back any new protectionist
measure that may have arisen, including export restrictions. The G20 Seoul Summit Leaders’ Declaration
that “[w]hat we promise, we will deliver” has not borne true. In fact, the exact opposite is taking place.

The joint report further confirms an ICC-commissioned study, released by the Peterson Institute for
International Economics in 2010, stating that all G20 countries have implemented protectionist trade
measures since 2008.%% G20 countries applied discriminatory measures worth US$ 1.6 trillion, or 10% of alll
world trade, in 2008 alone.* Therefore, locking in new multilateral trade liberalization commitments and
strengthening WTO rules is especially needed to reign in strong protectionist pressures in the global
economy. WTO members must take a long-term view of what is at stake in the Doha Round and remind
themselves of their individual and collective responsibility as custodians of the rules-based multilateral
trading system.

A sustainable economic recovery hinges on job creation. The International Labour Organization (ILO)
estimates that unemployment rose between 30 and 50 million in 2009. Despite the recovery of global GDP
growth in 2010, labour markets have started to improve only recently — and only marginally. Thus,
unemployment remains very high compared to historic levels. The WTO, OECD, ILO and the World Bank
predict further trade liberalization will lead to long-term employment growth worldwide, with lower-skilled
employment rising from 0.9 to 3.9% and that of skilled workers rising by 0.1 to 4.0%.%° Domestic policies that
help accompany labour market adjustments should be implemented in conjunction with trade opening. In an
era of high budget deficits, a multilateral agreement on trade constitutes a fiscally responsible method of
creating employment.

A failure to reach agreement on a future work programme by the December WTO ministerial conference
would cause serious damage to the credibility of the WTO and the multilateral trading system more
generally. The absence of progress on the Doha Round combined with the proliferation of preferential trade
agreements (PTAs) may lead to: a weakening of the multilateral trading system’s capacity to deliver effective
non-preferential global trade rules; the danger that such an environment could significantly restrict trade
opportunities for developing countries; and an increasingly complex regulatory environment for companies
engaged in cross-border trade. Businesses base their activity and competitiveness largely on a global
network which requires long-standing commitments. A multilateral trade agreement can best guarantee the
needed predictability of the business conditions on which such investment decisions are made. G20 leaders

52 Reports on G20 Trade and Investment Measures (mid-October 2010 to April 2011), OECD, ILO, WTO, released 24
May 2011.

5 “Figuring Out the Doha Round”, Policy Analyses in International Economics 91, by Gary Clyde Hufbauer , Jeffrey J.
Schott and Woan Foong Wong, June 2010 + 128 pp. ISBN paper 978-0-88132-503-4.

% Global Trade Alert. www.globaltradealert.com

% Seizing the Benefits of Trade for Employment and Growth, OECD, ILO, World Bank, WTO Final Report, submitted to
the G20 Summit in Seoul (November 2010).
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acknowledged in Seoul that uneven growth and widening imbalances fuel the temptation to diverge from
global solutions into uncoordinated actions, but that such uncoordinated policy actions only lead to worse
outcomes for all. PTAs should be viewed as a complement to the WTO, not as a substitute.

Current WTO rules lack the effective checks on PTAs that have the potential to promote regional economic
gains at the expense of multilateral trade. Efforts to make relevant WTO provisions more explicit and
comprehensive with regard to PTAs have yielded limited practical results, yet only on a provisional basis.
The role PTAs play in conjunction with the multilateral trading system fundamentally calls into question the
founding precepts of the WTO. Given the proliferation of PTAs, both governments and businesses should
seek effective ways to ensure complementary multilateral and preferential trade rules, and remind
themselves of the primacy of multilateral rules-based trade.

The G20 was created to promote multilateralism and international economic cooperation. The multilateral
trading system is the most successful example of international economic cooperation and there is simply no
substitute to this system for locking-in the benefits of trade liberalization through effective rules and
commitments that benefit all WTO members. G20 leaders must demonstrate the necessary leadership and
collective will to deliver a substantive political response to the 10 years of work on the Doha Round. Failure
to do so would constitute an abdication of responsibility on the part of G20 governments and an unfortunate
admission that the G20 is not yet able to live up to its ambitions of being “the premier forum for international
economic cooperation.”

Working towards a framework for FDI

Global FDI flows have risen rapidly in the past two decades.”® FDI inflows worldwide more than quintupled
from US$ 208 billion in 1990 to US$ 1.1 trillion in 2009. The total stock of inward FDI rose at the same time
from just under US$ 2 trillion to nearly US$ 18 trillion by the end of 2009.%" In that year, the stock generated
sales by foreign affiliates of about US$ 29 trillion — almost twice the value of world exports (US$ 16 trillion). In
other words, FDI has become critical in the delivery of goods and services to foreign markets.

The major changes in FDI patterns preceding the financial crisis will likely continue and gain momentum; the
relative weight of developing and transition economies as both destinations and sources of global FDI will
continue to increase as these economies lead current FDI recovery. While the majority of FDI continues to go
to developed countries, the share dramatically eroded to 51% by the end of 2009. Simultaneously the

share of FDI going to developing countries more than doubled from 17% to 43%. In addition, the outward FDI
flows from developing countries rose from 5% in 1990 to 21% in 2009 and those of transition economies
increased from a negligible amount to 5% of global FDI outflows during the same period.58

G20 leaders should recall that FDI and local investment are not alternatives to each other. Rather, they are
complementary in a mutual partnership of cooperation and competition, with a key role for FDI in improving
the growth impact of overall private investment. Successful and sustainable investments by companies
enable employees, suppliers, customers/consumers, communities and host countries to participate in the
value generated by these investments.

A concrete step for G20 leaders to take would be to build on the efforts of past G8 and G20 Summits aimed
at “creating a predictable and stable climate for investment” and elaborate a reference framework for
international investment, as a practical tool to help countries review their international investment
agreements.

Such a non-binding framework could help to build common ground and understanding, and provide more
clarity, predictability and transparency for companies investing across borders. Agreement on shared
principles may serve as a basis for a more structured and wider process towards an agreed common
multilateral framework in the long term.

Given the evolving nature of the international investment law regime and its multifaceted, multilayered
nature, a first step towards such a reference framework would be to examine to what extent agreement
already exists on key elements.

%6 UNCTAD, World Investment Report 2010 Overview: Investing in a Low-Carbon Economy (Geneva: UNCTAD, 2010).
" UNCTAD FDI statistical database http://stats.unctad.org/
%8 “Encouraging and Strengthening Foreign Direct Investment”, B20 Working Group Il Seoul, Korea (November 2011).
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From a global business perspective, key elements to include in a reference framework for international
investment would be:

absence of violent conflict
broad definition of investment
transparency and predictability
negative list approach for pre-establishment, including national treatment, MFN treatment and market
access provisions
e national treatment and MFN treatment in the post-entry stage
e high standard of investment protection
e provisions for comprehensive and unrestricted transfer of funds
e requirement to provide for investor-to-state dispute settlement procedures

Strengthening the business contribution to sustainable development

Business contributes resources, skills, infrastructure, goodwill and technological innovation in support of
economic and social development, even in the most adverse circumstances. Examples of sustainable
business solutions that expand access to goods, services and livelihood opportunities for low-income
communities in commercially viable ways include the creation of employment opportunities either directly or
through companies’ value chains as suppliers, distributors, retailers and service providers; the supply of
affordable products and services to meet basic needs for food, water, sanitation, housing and healthcare;
and innovative business models to enhance access to key development enablers such as energy,
communications, financing and insurance.

The challenge now is to scale up these models to make faster progress in wealth creation and sustainable
development. Meeting the needs of the developing world, and especially those of the bottom-half of the
pyramid, represents a huge opportunity for business, given long-term demand for investment, infrastructure,
products and services in these regions. Business is committed to sharing the benefits of such opportunities
by creating jobs, building skills, developing new technologies and investing in communities.

Collaboration between business, government and civil society, especially through public-private partnerships,
has succeeded in furthering the objectives of poverty reduction and sustainable development. Business is
convinced that substantial private investment will flow to countries that can establish conducive business
environments and a level playing field. Business can do more if it is more embedded in the economic fabric
of societies and has a greater stake in their future development. This will only happen if companies have a
predictable stable investment and policy environment. In this regard, business has consistently emphasized
the importance of mobilizing domestic resources, encouraging local entrepreneurship and fostering foreign
direct investment.

Business alone cannot develop sustainable market-based solutions to poverty challenges. The support of
government to successfully deploy sound enabling frameworks and new innovative funding mechanisms
requires collaborative action on issues such as:

e promoting open and competitive markets based on the principles of non-discrimination and national
treatment

e establishing regulatory frameworks that uphold property rights, accelerating entry to the formal economy
and rooting out corruption

e providing capacity building and general education

o facilitating access to finance and investment mitigation instruments, in particular for SMEs

e securing necessary investments in core infrastructure, such as roads, energy systems,
telecommunications and ports

e creating a catalytic fund for new public-private partnership cooperation models, whereby financial support
should be focused on those fields where there is a particular need for action and whereby those
means are necessary to deploy cost-efficient and highly innovative approaches by companies on the
ground. In particular, financial and public support is needed to reduce and jointly share investment risks
for business and to enhance the regulatory framework and set standards where necessary

Business has a critical role to play in accelerating progress towards sustainable development as an engine of
economic growth and employment; as a key contributor of government revenues; and as a driver of
innovation, capacity building and technology development. The success of sustainable development and
poverty alleviation depends on actively engaging the private sector. Business commits to partnering with
governments to build capacity and supports strengthening the policy tools and indicator framework of the
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Inter-Agency Working Group on the private investment and job creation pillar of the G20 Multi-Year Action
Plan on Development.

Recommendations

e The ICC strongly recommends that the G20 take concrete decisions to lay the groundwork for an
ambitious, balanced and comprehensive Doha Round agreement under a single undertaking approach
as originally envisaged, if possible. At the very least, the G20 should agree to implement a future work
programme at the WTQO’s December 2011 Ministerial Conference.60 At the same time, G20
governments should re-engage substantively in negotiations among themselves and with other WTO
members to produce better offers on agriculture, industrial goods and services.

e G20 leaders should build on the efforts of past G8 and G20 Summits aimed at “creating a predictable
and stable climate for investment” and elaborate a reference framework for international investment, as a
practical tool to help countries review their international investment agreements. Agreement on shared
principles may serve as a basis for a more structured and wider process towards an agreed common
multilateral framework in the long term. From a global business perspective, key elements to include in a
reference framework for international investment would be:

- absence of violent conflict

- broad definition of investment

- transparency and predictability

- negative list approach for pre-establishment, including national treatment, MFN treatment and market
access provisions

- national treatment and MFN treatment in the post-entry stage

- investor-to-state dispute settlement mechanism

e The G20 should create the conditions for scaling up the business contribution to sustainable
development through public-private partnerships and the facilitation of conducive business
environments. Business is committed to partnering with governments to develop solutions, build capacity
and empower people to find the pathway out of poverty. Business also supports the G20 strengthening
the policy tools and indicator framework of the Inter-Agency Working Group on the private investment
and job creation pillar of the G20 Multi-Year Action Plan on Development through, among others:

- technical assistance

- investment policy reviews

- exchanges of best policy practices

- fostering linkages between foreign investors and domestic enterprises

- advisory services on streamlining of investment facilitation

- advisory services on improvement of governance in investment promotion

- advisory work on international investment agreements to ensure coherence with national policy
objectives®’

% “Indicators for measuring and maximizing economic value added and job creation arising from private sector
investment in value chains”, Interim Report to the High-level Development Working Group (June 2011)

60 Schott, Jeffrey J. “What Should the United States Do about Doha?” Policy Brief 11-8, Peterson Institute for
International Economics (June 2011)

¢ “Indicators for measuring and maximizing economic value added and job creation arising from private sector
investment in value chains”, Interim Report to the High-level Development Working Group (June 2011)
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Contribution from the ICC G20 Advisory Group on Strengthening
Financial Regulation and Ensuring the Availability of Trade
Finance

Issue

New global financial regulations should be complemented by effective international supervisory mechanisms
and consistent implementation across jurisdictions.

Great care should be taken to avoid new regulations having a detrimental effect on the availability of trade
finance, especially in developing countries.

Analysis

Strengthening financial oversight

Since the outset of the financial crisis, the focus of near-term policy action has been on strengthening the
regulatory framework. But regulation is only part of the solution; it is through supervision that the authorities
enforce compliance with the rules.®?

To prevent the recurrence of financial crises in the future, G20 nations declared supervision a key pillar of
the financial reform agenda and gave an explicit mandate to develop it. Thus:

e Every country should have a supervisory system that is up to the task of ensuring that the regulations,
including new ones coming out of Basel Ill, are backed up by effective risk assessment and
enforcement, especially as they relate to systemically important financial institutions (SIFIs). Supervisors
are expected to detect problems proactively and intervene early to reduce the impact of potential stresses
on financial institutions, and therefore on the financial system as a whole.®

e Each supervisory agency must have a clear mandate and timetable to supervise financial institutions and
markets, with priority given to the maintenance of financial stability and the safety and soundness of the
financial system.

e National oversight boards are unable to monitor effectively financial conglomerates active on a global
scale. Only a unified global system would be able to detect and sanction off-balance sheet activities and
regulatory arbitrage that overlap national borders and sectors. In terms of regulatory oversight, the
prevention of coordination failures requires a transnational mandate. This can only be achieved through
the creation of a global financial market oversight system.*

Balancing financial stability and the role of finance as a growth driver

Since the global financial crisis, policy-makers have been focusing on building a new regulatory bulwark to
minimize the likelihood of another financial tsunami. The resulting atmosphere of caution, however, has led
to the creation of various regulations that impose considerable costs on businesses and consumers and
diminish the economic benefits of a competitive and dynamic financial services sector. A well-developed
financial system is not only the product of economic growth but also a key driver of such growth. Therefore,
regulatory authorities should always be mindful that striking an optimal balance between stability and
innovation will remain a key challenge in their quest for more sustainable economic growth.

Improving rules on financial market integrity and transparency

The implementation phase of Basel Il will require the transposition of the global framework into national rules.
While the Basel Committee on Bank Supervision (“BCBS”) and the G20 have pledged to adhere to the global
framework, there are signs that implementation in individual jurisdictions might diverge in a number of
important respects. Some jurisdictions are likely to “top up” Basel Il minima and/or accelerate implementation
timetables. Others might opt for implementing only portions of the new rules or local adaptations of the new
rules. An undesired consequence could be that it might unbalance the playing-field and create market
disruption.

62 Shaping the New Financial System (2010). Vinals, José; Fiechter, Jonathan; Pazarbasioglu, Ceyla; Kodres, Laura E.;
Narain, Aditya; Moretti, Marina

&3 Reducing the moral hazard posed by systemically important financial institutions (2010). The Financial Stability Board
FSB)

84 Agenda for a New Financial Market Architecture (2009). German Institute for Economic Research
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The ICC is of the view that Basel Il should be understood and implemented in a consistent manner across
jurisdictions, building on the guidance published over the years by the Basel Committee on Banking
Supervision (BCBS) but perhaps with additional guidance focused on the very different conditions created by
Basel Ill.

Ensuring the availability of trade finance

The global financial crisis of 2007 was unique in many ways. Among its effects were unprecedented limits on
the access to trade finance, an impediment that continued for more than two years (2007-2009) and
significantly curbed import and export trade, one of the principal drivers of economic growth worldwide.

The G20 London Summitin April 2009 came up with a substantial package of measures to support trade
finance — specifically, US$ 250 billion of funding to be made available through multilateral banks and export
credit agencies, as well as a mandate for regulators to “make use of available flexibility in capital
requirements for trade finance.”

At its December 2009 meeting, the BCBS approved for consultation a package of proposals to strengthen
global capital and liquidity regulations with the goal of promoting a “more resilient” banking sector. At the
November 2010 G20 Summit in Seoul, a number of proposals were accepted and a timetable put in place for
regulators to implement the new regulatory regime.

Defining new bank capital and liquidity standards

The recent crisis signalled the need to review the global financial regulatory framework to reinforce the
banking sector’s ability to absorb economic shocks and to build a stronger, safer international financial
system. The private sector has consistently voiced strong public support for these objectives.

However, in attempting to create a more robust regulatory framework and curb speculative and highly
leveraged instruments, Basel lll could significantly curtail the ability of banks to provide affordable financing
to businesses.

ICC respondents to the ICC Global Survey on Trade & Finance 2011% were concerned about the unintended
consequences arising from the new regulatory regime, which would indiscriminately put trade finance into the
same risk class as high-risk financial instruments. According to many respondents, the new regulatory regime
was obviously not taking into account the adverse effects of the proposed changes on global trade and
growth. Specifically, the augmentation of the leverage ratio under the new regime will significantly curtail the
ability of banks to provide affordable trade financing to businesses in developing and low-income countries
and to SMEs in developed countries. Banks would now be required to set aside 100% of capital for any off-
balance sheet trade finance instruments such as commercial letters of credit (compared to 20% under Basel
II) which are commonly used in developing and low-income countries to secure trade transactions.

The concerns expressed by banks in the ICC Survey 2011 can be summarized as follows:

o Banks moving away from trade finance. There is a risk that small to medium size banks will move
away from the trade finance market, thereby significantly reducing market liquidity. Regulatory capital
under Basel Il requires multiple times higher pricing than economic capital. This would first impact small
and medium size enterprises that are the engines of economic growth in poor countries for which trade
finance is critical to the sustenance of these emerging markets. The vast majority of trade financed from
low-income countries is through traditional trade products such as letters of credit (LCs) and guarantees.
For larger banks, with lower internal rates of return, trade finance may also be less attractive compared
to riskier products, so banks will allocate more of their balance sheets to speculative leveraged
instruments.

¢ Unintended consequences on the timing of the implementation of the regulatory regime in
different regions. There is still quite a lot of uncertainty about the impact of Basel lll because of the role
of national regulators in deciding the local form of the rules. This uncertainty over local implementation
was already a problem with Basel |l rules, which have been implemented by many European banks, but
were implemented much later or not at all in many countries. The non-implementation of the regulatory

& http://rebusparis.com/icc/ICC2011GlobalSurvey210311S144.pdf
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regime in a consistent fashion would create competitive arbitrage opportunity for some financial
institutions and may impact on the domiciling of banks.

o Unintended consequences on cost of trade. Those who remain in trade finance could naturally raise
their costs as a result of the more stringent regulatory requirements. We have already seen what can
happen when liquidity is reduced: during the crisis, markets such as South Korea and India faced a hike
in letter of credit pricing from 0.2% to 6.5% per annum.

o Unintended consequences on SMEs and banks in emerging markets. Again, as a result of a
reduction in the supply of trade financing and an increase in pricing, the most severe effects would be
felt by small to medium size enterprises in the developing world, where trade financing is needed most to
create jobs and alleviate poverty.

¢ Unintended consequences on non-regulated sectors. Banks may be encouraged to move high-
quality trade assets and contingents into non-bank sectors such as hedge funds. For instance, banks
may likely decide to securitize their trade assets — pushing them into higher risk, unregulated markets.
This clearly would defeat the very purpose of Basel Ill, which was implemented to prevent another
financial crisis and use of such practices.

Evidence has shown that trade finance is generally low risk, self-liquidating, and short term in nature, which is
markedly different from most corporate or financial institution lending exposures, which tend to be larger in
size and longer term. The difference is demonstrated in the ICC-ADB Trade Register. Created in November
2009, the register pools performance data for trade finance products from nine international banks, covering
a total of 5.2 million transactions between 2005 and 2009 with a total value of over US$ 2.5 trillion. Analysis
of the data largely supports the view that trade finance is a relatively low-risk asset class:

o Trade finance transactions have an average tenor of only 115 days

o Trade finance transactions typically have a low incidence of default, with less than 1,200 defaults
reported for all 5.2 million transactions. Off-balance sheet trade transactions have an even lower default
rate, with only 110 defaults reported for 2.4 million transactions

e Even during the global economic downturn, trade finance transactions experienced relatively low levels
of default, with fewer than 500 defaults among 2.8 million transactions

e For written-off products, recovery rates average 60% for all product types, albeit with significant variance
year to year and by product type

The collected data supports the view that trade finance should be given treatment that reflects business
realities under Basel lll, in terms of the capital, leverage and liquidity requirements. Indeed, grouping trade
finance with other corporate asset classes suggests that default and recovery rates are similar, but this is
clearly not the case. Restricting trade finance would be unwise under any circumstances and we can now
see from the data that it would also be unwarranted.

Recommendations
Based on the above, business would like to make the following recommendations to G20 leaders:

¢ Retain current CCF values. Increasing the Credit Conversion Factor (CCF) to 100% for trade-related
contingencies for the purposes of calculating a leverage ratio could significantly disadvantage trade
finance-focused banks. As such, the ICC recommended that if a leverage ratio is to be adopted, off-
balance sheet trade products should be allowed to retain the CCF values used by banks under the
current “risk-weighted assets” calculation (Basel Il). This would point in the same direction as foreseen in
the “additional option for impact assessment” in the consultative document, which would allow financial
institutions to “apply a lower (positive) CCF for unconditionally cancellable commitments or Basel Il
standardized CCFs.” The ICC proposed to allow key risk attributes to be determined on the basis of
industry benchmarking. As noted above, many banks have historically faced difficulties identifying and
isolating sufficient data to produce validated estimates of risk attributes for trade lending. Today, the ICC
register can provide evidenced-based information for this purpose. It is our view that such an approach
would be consistent with the G20 agenda to promote trade finance, without compromising the overall
objective of the BCBS proposals.

¢ Reconsider maturity floor. Business has asserted that there should be reconsideration of the Basel
rules in respect of the maturity floor applied to trade assets under the advanced model. While trade
financing is usually short term in nature, based on between 0 to 180 days maturity, the Basel I|
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framework applies a one-year maturity floor for all lending facilities. Since capital requirements (naturally)
increase with maturity length, the capital costs of trade financing are artificially inflated as a result. All
regulators have the (national) discretion to waive this floor (so far only three regulatory agencies in the
world have been inclined to waive — Germany, Hong Kong SAR and the United Kingdom). The ICC
register clearly confirmed that the average LC has a maturity close to 90 days (a standard of payment in
short-term international trade) so obliging financial institutions to back self-liquidating asset for a full year
is a considerable waste of capital resources at a time when these are scarce.

e Improve liquidity. The ICC proposed to include trade instruments below 30 days and correspondent
banking deposits as a stable source of funding. Practical considerations suggest that correspondent
banking deposits have similar characteristics as operational deposits and are typically operationally
complex and logistically difficult to move within 30 days.

Appendix B, Contribution from the ICC G20 Advisory Group on Strengthening B-73
Financial Regulation and Ensuring the Availability of Trade Finance






=
,;,,',’/'
7
/ Cannes

BZ BUSINESS
SUMMIT





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




