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Sustainable Finance: Seeking Global Financial Security

Addressing the critical need for a more integrated and sustainable financia system, this paper
draws together an overview of viewpoints from arange of different groups and sectors. Firdtly, it exam-
ines current trends in the financial system. The paper then goes on to describe some existing instru-
ments and institutional frameworks to deal with the causes and consegquences of:

1. Short term financial volatility and crises
2. Long term financial insecurity

It profiles some key ideas that have been proposed for financial reform, before finally considering key
questions that will need to be addressed in the future.

BACKGROUND

At the UN Commission for Sustainable Development (CSD 8) and the World Summit on Socia Devel-
opment (Copenhagen +5) last year governments committed to investigate new mechanisms toward en-
hancing global financial security. They agreed that the current system has not attained the objectives of
poverty eradication, social equality, environmental sustainability and economic growth. They also rec-
ognised that athough financial markets profit from a certain degree of volatility, the markets do not
take account of the consequential impacts of crises and financial risk on poor communities and the en
vironment, especialy in developing countries.

“Given the inherent instability of international capital movements, recent experience shows that any
country closely integrated into the global financial system is susceptible to financial crises and cur-
rency turmoil. Developing countries are particularly vulnerable owing to their dependence on foreign
capital and their net external indebtedness’ UNCTAD 2000

A joint committee of the World Bank (WB) and International Monetary Fund (IMF) describes financial
security (both short and long term) as a global public good - no one is required to maintain it but every-
one can benefit from it. In recognition of this situation CSD 8 called on the international community to
reform the financia ystem to prevent further ‘recurrence of financial crises and providing better
mechanismsfor financial crisis management...to support and reinforce sustainable development”.

TRENDS IN THE FINANCIAL SECTOR

Some of the problems associated with short term financial volatility include:
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* Escalating financial uncertainty: The financial sector is confronted by an increasing risk of crisis,
"even before the new century had officially begun, instability in the financial markets had become
highly dangerous' (IMF 2000). Analysts warn of a speculative free-for-all, mirroring many aspects that
led to the 1929 Wall Street crash. Even famed speculators such as George Soros describe a system ut
able to handle the influx of “day-traders’ that now trade on-line. The impact of instability can be =
vere, as the “boom and bust” in Dot.com shares demonstrates. Trade in leveraged derivatives or “hedge
funds’ are the most risky of dl. In a single day, a drop in hedged derivatives trading of just 2% would
be greater than dl the world’s central bank reserves put together. “Long Term Capital Management ”
bonds were hedged bonds held mainly by US investors, that famoudly collapsed in 1998. The US Fed-
eral Reserve intervened to bail out US$ 200 hillion of defaulted debts, over 50 times the origina vaue
of the bonds.

Sustainable Finance

* National economic exposure: There has been a massive acceleration in the speed of communication
and ecommerce e.g. internet banking and share-trading, which has exacerbated the huge escaation of
global capital flows. In 1985 US$ 400 hillion of foreign exchange transactions passed through the fi-
nancial system every day. Now an excess of US $2 trillion pass daily through the New York clearing
house system “CHIPS’ and London equivaent “CHAPS’ (Boyle 2000). Financia crises can expose
domestic economies to greater financial volatility. Thisis particularly true where public ingtitutions are
forced to bail-out companies which have been |eft crippled by a sudden outflow of foreign investment
e.g. during the 1997/8 East Asian financia crisis the Korean government paid billions of dollars “bad”
loans owed by Korean banks to financia ingtitutions in US, Europe and Japan. In an increasingly open



Towards Earth Summit 2002 Economic Briefing No. 2

market, financial crises can spread across countries and regions, known as “contagion”. The scope and speed of contagion can have
massive implications for national and international capital liquidity and cause large drops in currency vaue e.g. during the Asian
crisis the Indonesian Rupee dropped 80% against the dollar. For developing countries, financial crises also weaken progress toward
long-term financial security.

* Moral Hazard: Government support in financia crises can incite corporations to take greater financial risksi.e. a“mord hazard’
problem. Thereis area need to enhance national supervision to ensure private financial institutions take necessary precautions, and
bear greater responsibility, over the costs which arises from imprudent financial risk-taking. Y et this situation highlights a regulatory
gap within governments and financia ingtitutions to effectively supervise off-balance sheet activities and financial services. An ab-
sence of standardised and prudent reporting methods, as well as poor data on financial products and assets, further impairs analysis
and regulation of financial risk. Asaresult it is easier for regulators to respond during or after volatile periods, rather than take pre-
ventative measures in advance of crises.

* Market saturation: competitiveness in the private sector is increasingly tough. Thisis in part because public and private financial
markets have converged. Cross-border consolidation or “merger and acquisition” of financial ingtitutions has grown internationally
in an attempt to boost profits and dividends, as well as to reduce financial risks. Competition has also meant that the rate of innova-
tion has been unparalleled with the emergence of new financial products. For example, derivatives markets (trade in Futures and Op-
tions equity) now deal in over 47,000 different kinds of Options.

Other factors that impact upon short term stability but also reduce long term financia security include:

* Mis-governance: Corruption and national conflicts wesken the ingtitutional conditions necessary to avert and manage financial
crises. Whilst corruption is present in most, if not al, countries the key question is the extent to which corruption is systemic and
requires mgjor reforms (Commonwealth Secretariat 2000). Diversion of resources through corrupt practices distorts public policy
and subverts regulation. When regulatory and legal ingtitutions are weakened the risk of companies defaulting on loans becomes
greater and domestic financial vulnerability is magnified across entire economies (IMF 2000). In a poor regulatory environment loan
sharks are freer to lure people into a cycle of debt, threats and exorhitant rates of interest. Both corruption and internal conflict not
only undermine financial ingtitutions but also the international credibility of a national financial system, deterring both domestic and
foreign investment. Under such circumstances laundering of “dirty” money from crimina sources is more likely and it is much ess-
ier for dirty money to re-surface as seemingly legitimate investments in offshore financial havens and elsewhere. Only around 69 of
the 550 offshore financia ingtitutions are physically located in their so-called islands but they deal with a greater quantity of capital
flows than any financia “centre’. Only very recently have these centres began to receive greater regulatory scrutiny (WB a. 2000).

* Debt: It isimportant to highlight significant differences between industrial and developing countries when talking about national
vulnerability to financia crises. In 1999 UNCTAD pointed out that “in developing countries the reversal of external capital flows
and sharp declines in the currency often threatens domestic financial stability. Smilarly domestic financial crises usually trandate
into currency turmoil, payment difficulties and even debt crises. By contrast currency turmoil inindustrial countries does not usually
spill over into domestic financial markets, nor do domestic financial disruptions lead to currency and payment crises’. It is likely
that these differences are tied to large variations in the financia architecture of different countries but is clearly aso associated with
the on-going debt burden that continues to undermine the long term development of many developing and transitional countries. Be-
tween 1990 and 1999 global debt increased by 20%, reaching 41.5% of global Gross Nationa Product (GNP) (Martens 2000). The
Jubilee 2000 campaign highlights a growing call for greater private and public accountability and responsibility over debt, while the
concept of “Odious Debt” in international law also accepts that there should be a shared burden of responsibility, particularly for
short-term lending and debt repayment (Rowbotham 2000).

* Omission of social and environmental factors. Studies of financial insecurity tend to focus on the financia and macroeconomic
conditions just before a crash and in dealing with the consequences. However, there are surprisingly few integrated assessments of
the social and environmental factors underlying and affected by financial insecurity. Whilst these factors may be complex and inter-
linked, they can be instrumentd in raising risks in financial sectors in the short and long term. First, the environment is a key compo-
nent of financial security. It provides essential natural resources and services (e.g. ecosystems, biodiversity), which require resources
to be maintained and enhanced. At the 1992 Earth Summit countries committed to invest $20 billion ayear in biodiversity conserva-
tion, and yet we are now in a situation where, on average, governments only give $6 hillion (WB a. 2000). Environmental degrada-
tion and pollution have implications for social welfare and the economic conditions underpinning domestic financial stability. For
example, conservative estimates suggest that the cost of mitigating disasters related to climate change, i.e. floods, storms and
droughts, will overtake global GNP by 2065. Insurance companies are rapidly increasing premiums to reduce the multi-billion pay-
outs that can arise from such “natural” human-induced disasters. Second, educated, skilled, healthy and happy people are key drivers
of economic growth and financial stability. This again requires broad and long-term investment in socia needs. Yet 20% of the
world's population continue to live in extreme poverty and even in the USA some 20% currently live under the official poverty line.
The international community set a target of halving extreme poverty between 1990 and 2015. This will require an estimated 8%
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growth in GDP for some countries, impossible at current levels of economic development, financial support and infrastructure.

Women and children are particularly affected since they make up the largest proportion of the poor, and it is the poor and marginal-
ised who are least equipped to deal with the impacts of financial crises. The socia cost of financial crisesis substantial, for example
during the 1997/98 crisis unemployment in Thailand doubled, in Korea unemployment (especidly in unskilled workers) rose from
2% to 8.7%, and the standard of living in the two countries fell an estimated 14% and 22% respectively. In Indonesia living stan-
dards dropped 25% and there was a sharp increase in those living in absolute poverty (WB a. 2000).

EXISTING M ECHANISMS

Putting other factors aside, current economic trends in different regions suggest a continued vulnerability to future financia shocks
for many countries (Table 1). Tables 2 and 3 profile some of the key instruments and institutional mechanisms that are currently
used to maintain short and long term financial security, which are discussed in more depth below.

Table 1. Regional Trends and Prospects

Regional details

Japan and East Asia show signs of recovery from the regional financial crisis which cost an estimated $350 billion to foreign portfolio
investors. Although Japan’s GDP has grown 10% the benefits do not seem to be reaching all of the population. Household spending and
savings are erratic and unemployment, currently at 5%, isincreasing. It has afiscal deficit at 10% of GDP and public debt at 106%. The
crisisleft many financial institutions insolvent, therefore the region as awhole requires long term infrastructural support, sequenced debt
workout, along with enhanced standards of accounting, and financial disclosure. Over the 1990 s China saw a decline in poverty but
elsewhere in South East Asiait increased. In South Asiathere was no change in the absolute number of poor people.

Asia

ODA in Sub Saharan Africadeclined significantly in the 90's. This combined with an economic slowdown, indebtedness, critical health
issues (e.g. HIV/AIDs), environmental problems and disasters, and civil unrest, makes the region critically sensitive to further financial
knocks. A doubling of ODA will be necessary for sector and institutional strengthening, poverty eradication and relief of debt obliga-
tionsthat are never likely to be paid. Those living on less than $1 per day in Sub Saharan Africaincreased 1990-1998, in both the pro-
portion of population and in absolute numbers. In the Middle East and North Africathe numbers of those with less than $2 per day in-
creased. Africaas awhole hasthe largest proportion of peoplein absolute poverty.

Africa

Theregion is generally continuing a process of liberalisation. However there is wide variation between countries, e.g. GDPin Mexico
grew 5% compared to—0.6% in Paraguay. Countries such as Argentina, Colombia, Ecuador, Guatemala, Peru, and V enezuela continue
to face problemsin their financial sectors, whilst others, e.g. Brazil and Mexico, appear to be fairing much better. The total proportion
and number of poor declined 1990- 1998 but with large swingsin employment and income inequality partly as aresult of contagious
impactsincurred during the Asian and Russian crises.

North
America

Economic growth in the US has been the most prolonged of any country in the 20" Century. The US $ acts asa“ currency of refuge” for
several countries, who are linked to US $ through their currencies and $-indexed debt stocks. The private sector is akey buyer of inter-
national debts. In 2000, the US current account deficit (i.e. exports—imports) reached $5 trillion or $60,000 per household. Thisisbe-
coming unsustainable. Economic slow-down and a cut in foreign spending are now inevitable. However, it is the rate of slow-down that
concerns other countries. With arapid drop other countries and businesses will have to react quickly to find alternative markets.

America

Latin

Eastern Europe is facing the greatest rise in poverty levels of any region e.g. poverty in the former Soviet Union more than trebled be-
tween 1990-98. Income inequality has also widened. Parts of the Balticsarein recession as a conseguence of Russia’ s recent financial
difficulties and poor aid disbursement and coordination continues to hold back economic recovery in this area. The rest of Europe gives
adivergent but generally healthy economic picture. However, the region as awhole remains fairly responsive to USinterest rates and
may therefore be open to impacts from a US downturn.

Europe

Sources: WB 2000, UNCTAD 2000

1. Managing Short Term Financial Volatility and Crises

During periods of severe volatility, countries can experience a sudden withdrawal of foreign and domestic capital and investment.
There are anumber of mechanisms that aim to these ameliorate short-term problems related to capital liquidity and insolvency.

* Domestic policy: Traditionally financia policy to limit the impacts of crises meant tightening of public spending and raising inter-
est rates. This supports gradual stabilisation of established economies but doesn’'t deal with problems faced by developing and transi-
tional economies. Increasingly, the developing country response is to impose a Debt Workout, where the government implements
financial and exchange rate controls and standstills on debt servicing to reorganise financial concerns. Standstills on repayments give
governments and business the space to renegotiate the conditions and procedures for debt servicing, reschedule outstanding debts
and seek additiond finance to supply private debtors with the capita to continue operations. To repay outstanding debts and de-
faults, finance can be obtained from national reserves, new loans and setting up contingent credit lines. However, the long-term vi-
ability of financial bailouts by seeking new loans may not be as clear as finance from trade surplus and nationa reserves (IMF
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Table 2. Existing Financia Instruments for Maintaining Financial Security

Target Scope
M echanism Stakeholder Aim Short |Long
term term
Supplement Reserve Facility (IMF) Government Capitd liquidity +
Special Drawing Rights (IMF) Government Capital liquidity +
Exchange Rate Mechanisms: Floating, Fixed, Pegged Government Efficient currency transaction +
Official Development Assistance Government Social, economic, environmental +
development
Contingent Credit Lines Government, Corporate | Debt relief, capital liquidity, + +
(Private and public sources) economic growth
Debt Workouts— Rescheduling, Cancellation, Standstills Government, Corporate Debt relief +
Debt for Nature swaps Government, Corporate Debt relief, environmental protection + +
Tradable Permits (e.g. carbon credits) Government, Corporate Environmental efficiency +
Financial Screening Corporate Social responsibility, environmental + +
management and risk management
Credit Guarantees (Government and international sources) | Corporate Reduced financial risk, economic + +
growth
Microcredit (Government, NGO, International sources) NGO, Small-medium Economic growth, poverty eradica- +
business tion
Alternative Currencies (e.g. LETS, Time banks) NGO, Small-medium Domestic economic growth, poverty + +
business eradication
Global Environment Facility (WB, UNEP, UNDP) Government, NGO Environmental enhancement +
Foreign Private Investment (e.g. direct & portfolio invest- Government, Corporate, | Economic growth + +
ment, bonds) NGO
Domestic Private |nvestment Government, Corporate, Economic growth + +
NGO

2000). Also, there are concerns that the option of a standstill carries a moral hazard since this offers the domestic financial sector an
escape clause, which can again encourage excessively risky financia behaviour. National submission to impose standstills for go-
proval by an independent assessor, such as the IMF, might reduce this risk (UNCTAD 1998). In terms of domestic financial regula-
tion and supervision, many countries have financial authorities to manage and inspect private banks and financial institutions. For
example, Thailand’s Financial Restructuring Authority (1997) assesses the viability of debt workouts, offers government backing for
creditors and takes an active role in private sector debt restructuring. It has a “Risk Supplement Reserve Facility” that provides
creditor assurance in return for credit. The authority has the capacity to liquidate company assets through public auctions, open to
bidders internationally, where it aimsto avoid sale of domestic assets at enormously undercut prices.

* Private sector: New loans and credit lines with domestic and foreign private financia ingtitutions may offer a “last resort” when
other sources of finance dry up. However, debts can quickly build up again and are only really sustainable when the interest made
from investments and productive assets is greater than the cost of servicing debts. Also access to long-term, low-interest loans for
developing countries is typically problematic, especially during volatile periods when interest on repayment is generally much
higher because credit risk is perceived to be greater. Risk and credit rating agencies supply information to investors based largely on
past performance with little evaluation of future, long term prospects. Also firms and services without credit rating, typically small
and medium sized organisations, are grouped together and not assessed for risk of investment, making them much less attractive to
prudent investors. The hazard of crises is pushing the private institutions to adopt broader assessments of financia risk. The indus-
try-led International Financia Risk Management Institute and other ingtitutions are devel oping more standardised approachesin this
area. However an on-going lack of standardised, and therefore meaningful, risk assessment means that confidential exchange of in-
formation between supervisors and financial firms, is likely to continue for the immediate future.

* |nternational backup: A range of international financial support can also be applied during crises. The IMF offers loans through its
Supplemental Reserve Facility (SRF). SRF supplies unlimited finance with stand-by conditions for countries in exceptiona payment
difficulties. However, it seems that this model of “borrow, invest, export, repay” has failed to bring many countries out of indebted-
ness and insolvency. The mora hazard of encouraging imprudent borrowing/lending is also an issue. For example, in 1998 Russia
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received $4.8 hillion from the IMF to deal with its' liquidity problems. Although the loan was backed by Russia's nuclear arsend,
return on investments never materiaised, the arsenal was “lost” and the loan became unserviceable. The IMF aso lacks the neces-
say funds to bailout every country subject to such short-term difficulties, let aone deal with countries facing full scae
“bankruptcy”. Special Drawing Rights (SDR), however, could offer an aternative, requiring amendment of the IMF Articles of
Agreement. SDR till carries a mora hazard, therefore automatic access to SDR is unreglistic. On the other hand, rigid conditions
could impede the quick delivery of essential funds critically needed during periods of crisis, and conditions may be viewed as under-
mining debtor-country sovereignty where conditions relate to nationa policy. Other ingtitutions, e.g. WB and regional devel opment
banks, offer consessional loans to assist debt workouts in Heavily Indebted Poor Countries (HIPCs). These loans adopt tranche pay-
ments (by instalments) in support of a gradual process of recovery. However, some criticise the involvement of development institu-
tionsin this area, arguing that this draws resources away from longer-term objectives.

Even if the IMF became a true “lender-of - last-resort” the risk of mora hazard remains, therefore verification of applications is nec-
essary. The IMF dready undertakes surveillance of national macroeconomic and financia policies and reports on these periodically
e.g. World Economic Outlook and Public Information Notices. There are also a number of guidelines and standards for national re-
porting (Table 4). Other supervisory and coordinating bodies exist, including the Basle Capital Accord, which assists coordination of
European banks, athough some argue that Bade is “increasingly divorced from credit risks faced by banks’. Another ingtitution is
the Bank for International Settlements (BIS; trustee, clearinghouse and agent for central banks within the OECD and European
Monetary Union). BIS has produced a data template for national reporting to better incorporate off-balance sheet activities. It is clear
however that better supervision and regulation of inter-bank activities is necessary at a global level. The Financia Stability Forum
(FSF) works in this area, supporting information exchange, cooperation in supervision and surveillance. It seeks to identify weak-
nesses in regulatory frameworks and financial markets. However FSF is ill in its infancy and has yet to produce concrete resullts.

Table 3. Existing Financial Architecture for Maintaining Financial Security

Target Scope
M echanism Stakeholder Aims Short |Long
term |term
Institutions: Government, Fiscal & monetary policy, facilitate financial + +
Central Bank, Currency board, Clearing house, Corporate, NGO, |transactions, financial screening and monitor-
Ratings agency, Financial Authority, Financial investors, bor- ing, regulation and supervision, debt restructur-
= dept, Accountancy firms, Financial services rowers, workers |ing, research new mechanisms
<
2 National Guidelines* Government, Transparency, risk management, standard re- + +
3 Corporate porting, supervision and regulation
National development strategies e.g. Poverty Re- | Government, Poverty eradication, sustainable development +
duction Strategy Papers (WB), National Strate- Corporate, NGO,
giesfor Sustainable Development (UN) local authority
= Environmental Management Systems e.g. Impact | Government, Environmental assessment of finance + +
S Assessment, Accounting, Cost Benefit Analysis, | Corporate, NGO,
= Life Cycle Analysis International,
c workers
O
I= Social Responsibility: reporting, standardse.g. Government, Social assessment of finance e.g. welfare, eg- + +
_| wage rates, internal/external auditing Corporate, NGO, |uity, human rights
= International,
&) workers
5
Sustainable Management Systems: Impact A s- Government, Integrated assessment of finance +
sessment, Reporting, Auditing Corporate, NGO,
International
Institutions: Government, Regulation and supervision, structural adjust- + +
WB Group, IMF, BIS, Basel Committee, WTO, [ Corporate, NGO, | ment, financial transactions, debt relief, re-
s Financial Stability Forum, UNEP, UNCTAD, Workers search new mechanisms
-% UNIDO, IFA, IAIS, OECD, G 7, G 77 €tc...
c
o WTO GATS Financial service exemptions (Fifth | Government Economic and social safety netsto liberalisa- +
c Protocol and Article 14) tion
Global Compact Government Labour, human rights and environmental +
Corporate principles

*

See tables throughout document for examples of guidelines

“
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Information disclosure through standardised reporting will assist transparency and independent assessment. Historicaly, national
reports were limited to exchange rate policies but there are moves to enhance this e.g. the Financial Sector Assessment Programme
(WB and government) produces Reports on the Observance of Standards and Codes (ROSC) and externa debt management. In-
cressingly trade and capital movements, net national reserves and the state of the international monetary system are incorporated in
nationa reports. However, there remains concern over the lack of an internationa standard for financial disclosure, impairing assess-
ment of risks and crises. There is a further difficulty in that financial disclosure influences investor behaviour and thus warnings of
risk can become salf-fulfilling. It may therefore be necessary to impose some limits to disclosure according to specific national cir-

cumstances (IMF 2000).

Table 4. Guidelines for Financial Prudence, Regulation and Reporting

Area Institution Guidelines
Bank Committee on Payment and Settlement System | Core Principlesfor Systemically Important Payments Systems (1999)
‘g g‘ wB Principles and Guidelines for Effective Insolvency Systems (1999)
==
38 |IMF/WB Guidelines for Public Debt Management (2000)
5 =
UN Commission on International Trade Law Model Law on Cross Border Insolvency (1997)
Basle Committee on Bank Supervision CAMELs framework (Capital adequacy, Asset base, Monitoring soundness,
2 Earnings, Liquidity)
S c
-2 -% International Organisation of Securities Commissions | Objectives and Principles of Securities Regulation (1998)
s
[o8
@ ﬁj’ Basel Committee on Banking Supervision Core Principles for Effective Banking Supervision (1997)
IMF and WB Financial Sector Assessment Programmes (12 country pilot Reports on the Ob-
servance of Standards and Codes)
(o))
= International Federation of Accountants International Standards on Auditing
o]
@' International Accounting Standards Committee International Accounting Standards
©
3 IMF Code of Good Practices on Fiscal Transparency (1998)
g Code of Good Practice on Transparency in Monetary and Financial Policies
) (1999)
Special Data Dissemination Standards (SDDS, 1996)
BIS Committee on Global Financial Systems Data template for national reporting within SDDS

2. Facilitating Long Term Financial Security
In seeking long-term financial stability arange of initiatives apply:

* Reform programmes: To create more financially robust economies the IMF has long been involved in national reform. IMF Struc-
tural Adjustment Programmes (SAPs) alowed IMF intervention in national macro/microeconomic policy, toward improving ex-
change rate and Balance of Payments (BoP) stability. Despite this intervention scarcely any country involved successfully completed
their SAP. Some countries and regions, such as Russia, South East Asia, Brazil and Mexico, actually experienced a fall in living
standards. Others that didn’'t undertake SAPs policy, e.g. Mozambique, experienced economic growth and improved welfare (WBI
2000). Recognising the failure of SAPs the IMF introduced an “Enhanced” Structural Adjustment Facility (ESAF), involving low
interest loans. This was recently changed again to the Poverty Reduction Growth Facility (PRGF), partly in support of the WB HIPC
Debt Initiative. IMF and WB reform policies seek to liberaise economic and financia systems, but liberalisation in developing and
transitional countries is not necessarily a clear-cut solution. Abrupt and premature financial liberalisation can expose economies to
financia volatility. This is because financial openness relaxes controls on current and capital account transfers, and reduces regula-
tions on economic transactions e.g. ESAF removed the right of governments to impose disincentives on foreign investors. In the pest
there appears to have been little prior assessment of potential impacts that might arise through the liberalisation of financial systems.
Some argue that there is a genuine conflict between opening of financia markets for short term economic growth on one side and
long term domestic financial and economic stability, socia equity, and environmental protection on the other (Panayotou 2000). Lib-
eralisation of financial services means that the private sector is less influenced by domestic policy and more linked to international
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trade policy. Some governments are concerned that WTO curbs on “protectionist” domestic financia policy, such as defined in the
Trade Related Investment Measures (TRIMS) and General Agreement on Trade in Services (GATYS) principles of “Most Favoured
Nation”, “non-discrimination”, “national treatment”. Although these principles may "protect" corporate interests, member countries
are not trading on a level playing field and societal and environmental factors are generally neglected. Nevertheless even the WTO
recognises the significant impact of financia services on domestic economies. The GATS' Fifth Protocol on Trade Financia Ser-
vices (1996) allows countries to impose “temporary” exemptions for specific markets and Article 14 gives exemptions where trade
in services can be proved to threaten “human, animal or plant life and hedth” as so long asiit is not so form of “disguised protection-
ism” (UNCTAD 2000).

Other areas of intervention touch on exchange rate systems and removal of subsidies. Exchange rate systems of different countries
are diverse. Floating exchange rates are typically advocated as the most flexible system, alowing central banks to concentrate on
domestic financia policy. However, floating currencies are also subject to volatility in currency markets, with impacts on national
money supply and capitd liquidity. Very few of the mgor changes in exchanges rates have been predicted, nor have BoP been im-
proved through floating systems, the global BoP imbalance is larger now than at any other time since the Second World War. Sec-
ondly, the removal of “distorting” subsidies (because they are generally thought to be economically inefficient) can be problematic
because they were often created to provide safety nets for a particular industry or social group e.g. agriculture and farmers. Hence
removal of subsidies has immediate consequences for those areas previoudy supported. This is why a gradua and supportive re-
moval process is crucial to give marketsindividuals time to adjust and seek out new opportunities in the changing domestic econ
omy (ECOSOC 2000).

* Quality of development finance: Long term development programmes are supported through finance from develo pment banks and
bilateral Officid Development Assistance (ODA) but these are generally failing to meet the needs of the poor or developing coun-
tries. Levels of ODA have declined in dl regions except Eastern Europe, between 1992 and 1998. Only Denmark, Norway, Nether-
lands and Sweden have actually given the promised 0.7% of Gross Domestic Product as ODA. There is also growing consensus that
tying ODA provision to procurement from donor governments undermines devel opment objectives. Development under “tied-aid” is
skewed toward capital intensive, large-scale foreign initiatives instead of small, locally driven, poverty-orientated programmes. To
enhance the quality of ODA there have been calls for greater use of grants, especialy in critically indebted aress, in order to avoid
some of the problems attached to debt servicing (DfID 2000). As an aternative to ODA, foreign and domestic private investment is
being advocated to activate development. Although some argue it is more stable compared to other forms of private finance, Foreign
Direct Investment (FDI), principally derived from Multi-National Corporations, remains skewed in favour of a select group of coun-
tries and sectors (UNCTAD 2000). Many developing and transitional countries, especialy Africa, barely receive any FDI or even
ODA.. Others fail to meet the necessary criteria because they are neither fully integrated into financial systems nor extremely
“indebted”. Yet these countries gtill need to develop their financid architecture and reduce poverty, as well as promote domestic
economies to better cope in financial crises (UNCTAD 2000).

* Enhancing financial governance: "Good governanceisnot a luxury but a basic requirement for development” (IMF 2000). As pre-
viously mentioned, disclosure and supervision help ensure an efficient financial system. Timely and clear financial reporting, from
banks and non-bank services, strengthens regulation, as well as investor and lender awareness, and enhances market discipline. To
improve governance at the national level, the IMF advocates independent assessors along with a strong judiciary system which has
adequate investigative powers and jurisdiction over both corporate liability and civil law e.g. Hong Kong's Independent Commission
Against Corruption. Such ingtitutions use a variety of tools for regulation and enforcement, such as blacklisting and licences on busi-
ness conduct. Public access to information on financial markets through the media can enhance public involvement and pressure for
government anti-corruption strategies (IMF 2000). Whilst governance measures are easier to implement at the national and loca
level, if problems are very deep-routed then international support is necessary. Governance also requires enhancement of procure-
ment practices. WB guidelines allow countries to impose sanctions on those who borrow from countries and firms who engage in
corrupt/fraudulent practice. The WB itself can cancel loans, and take away a country’s digibility for future WB finances. Some re-
giona coordination against corruption exists, e.g. Eastern & South African Money Laundering Group. The OECD Financia Action
Task Force has produced 40 recommendations on money laundering (Table 5). The FSF is also examining how to raise international
powers for monitoring and the repatriation of laundered money found in offshore banks or elsewhere.

* Environmental integrity: Principles of environmental management are applicable to both the pubic and private sectors but are still
not widely applied and there is on-going debate around the methods of environmental valuation and how to standardise approaches.
However, activities are underway. For example, the OECD has begun to assess whether and how Export Credit Guarantee agencies
(that offer insurance against financial and associated risks) can incorporate environmental elements within their criteria. A number
of countries are testing budgetary systems which use integrated environmental and economic accounting (Canada, Colombia, Ghana,
Indonesia, Japan, Mexico, Papua New Guinea, Philippines, Rep. of Korea, Thailand & USA). Increasingly Environmental Impact
Assessments (EIA) are applied in both public and private realms, and even for regional/bilaterd trade agreements e.g. US - Jordan
trade agreement and NAFTA were both subjected to EIA. Environmental taxes, tradable permits, standards and legidation help link
environmental and financia risks more explicitly. However their implementation requires institutional strengthening and some argue
there may be regative impacts on national competitiveness (the “pollution haven” hypothesis) which would need to be limited
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Table 5. Governance guidelines

Institution Guidelines

UN GA Resolution Code of conduct for public officials

WB Anti-fraud and corruption provisionsin procurement guidelines
OECD * Guidelines for Multi-National Corporations

* Convention on Combating Bribery of Foreign Public Officialsin International Business Transactions (1999)
* The Model Tax Convention

ICC Codes of conduct
WBCSD Good corporate governance
Commonwealth Secretariat Good Governance

through better international coordination. 35% of the world's largest corporations are now releasing annua environment reports
(IMF 2000). Investment in the environment is also evolving. Bilatera ODA and development banks offer some environment funds,
as do Debt-for-Nature swaps. Internationally, the Global Environment Facility (GEF) is now supporting more grassroot and NGO-
implemented projects. National Environment Facilities seek to use participatory and local solutions to finance environmental pro-
jects and programmes. These activities indicate at least a tentative move toward incorporating environmental factors (assets) in eco-
nomic and fiscal policy (UNEP 2000).

* Social enhancement: Investment in “socia capital” is another crucial element of long term financia security. Examples of this in-
clude increased access to education, technology and hedlth services, training and job opportunities and participation in policy mak-
ing and financial markets, particularly for the poor. The WB HPIC Debt Initiative was “enhanced” at the G-7 Cologne Summit in
1999 to incorporate, not only economic growth, but “broader, deeper and faster” debt relief for the poor. Countries applying for
HIPC funds must produce Poverty Reduction Strategy Papers in consultation with communities and other stakeholders to ensure that
assigtance is targeted at poverty reduction. However, progress has been slow and as yet only a very few countries have actualy re-
celved funds. Microcredit programmes offer an aternative approach to increasing access to finance for poor and marginalised
groups. For development agencies the administrative costs of issuing finance and assessing applicants seem inefficient at this scale.
NGO's and locally based community groups are therefore used to facilitate delivery of finances to microcredit and group kending
schemes e.g. in Mexico, Bolivia, Egypt, Nigeria and Ghana. The most famous example is the Grameen Bank in Bangladesh. It began
in 1976 as a smal number of collectivesin rura communities. The bank has now grown to 300 branches in 5400 villages, with some
250,000 people involved, 75% of which are women. Access to telecommunications and other media can aso assist community wn-
derstanding and prudentiad use of financia resources, e.g. the Grameen Phone initiative, where women farmers can phone financia
traders to check product prices and improve their bargaining position; and Little Intelligent Communities (LINCOS) in Costa Rica,
digital community centres giving local people access to share-trading (WRI 2000). Increased coordination between donor and recipi-
ent countries is needed, as well as enhanced local access to finance (ECOSOC 2000). Some governments and local authorities are
adopting tax credit schemes, targeted at poor communities and small-medium businesses, as an incentive for new ventures and long
term growth. Alternative currencies, at the local level, can further boost local economies, e.g. bartering, community currencies, Time
Banks and Loca Exchange Trading Systems (LETS). These are till perceived as fairly margina mechanisms in international de-
bates but more local groups are currently using such systems than ever before.

* Seps toward sustainable finance: The WB Ingtitute's “ Quality of Growth” describes a development process which is characterised
not only by economic growth, but also quality of environmental, social, institutional and cultural conditions, as well as, significantly,
financia conditions. Approaches which try to adopt this qualitative and integrated approach include Sustainability reporting, audit-
ing and assessment, an extension of environmental management systems and corporate socia responsibility. An example of this ap-
proach is the Global Reporting Initiative (GRI). GRI is a multi-stakeholder process (corporate, NGO, accountants, governments) that
is seeking to develop a globa standard for corporate sustainability reporting, with the eventua aim of application to public and NGO
organisations as well. The project is on-going but the first GRI guidelines were released in June 2000 and piloted by 30 corporations.
Also, UNEP's Financial Services Initiative, composed of banks, insurers, asset managers, NGOs and inter-governmental organisa-
tions, met in November 2000 to look a some of the linkages between finance and sustainable development. Sustainability |mpact
Assessments are also beginning to appear e.g. the EC funded sustainability assessment of GATS (Kirkpatrick & Lee 1999). Sustain-
ability Indices are being used on stock exchanges but they tend to only consider the top performers in a particular sector. For wider
application, sustainability assessments, reports and management will be necessary throughout financial and trading systems, along
with greater investor awareness and choice, as well as clearer reporting standards (Table 6). Some broad-based indicator s/categories
will assist integrated baseline assessment, appraisal, amendment and review of financial security (Table 7).

GLOBAL | NNOVATION
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Table 6. Social, Environmental and Integrated Reporting Guidelines

Area I nstitutions Guidelines
UNEP National guidelines on environmental accounting

Environment London Group c_Jn_Enviror_lmentaJ Accounting, UN, WB, | System of_ Integra_ted Environmental and Economic Accounting hand-
OECD, EC Statistical Office book (available mid-2001)
World Economic Forum, Global Leaders of Tomorrow | Environmental Sustainability Index

_ APEC, Financia Social Safety Nets Initiative Guidelines on Financial Social Safety Netsin policy and programmes
Social International Conference of Social Funds Risk management framework
Integrated Global Reporting Initiative Sustainability Reporting Guidelines (1999)

In terms of new ideas for enhancing financial sustainability, at one end of the spectrum there are calls for reform of existing inditu-
tions and instruments, while at the other we find advocates of entirely new structures. These suggestions are not necessarily mutually
exclusive since new approaches may actually compliment existing ones. Some examples of short and long term proposals for inter-
national, corporate and nationa institutions, are outlined below:

1. New Global Ideas

Short term: There are many suggestions for new ingtitutions. For example, the creation of a World Financial Authority or central
bank, to act as a clearing house for internationa financia flows and a “lender of last resort”. Such an authority would require certain
powers of intervention but could assist coordination and standard setting between countries. It would have international membership,
peer-review and work with both regional and sub-regiona organisations. The authority might be formed from existing bodies, e.g.
IMF, Bank for International Settlements and IOSCO, or be created as an entirely new ingtitution. Its goa should be to smplify exist-
ing processes, reconciling and integrating different legal and policy frameworks. However, it would need to offer very clear benefits
over exigting institutions since the authority would require major restructuring, investment and certainly politica endorsement. Its
role would need to be clearly defined to avoid overlap with other ingtitutions and to indicate precisely how its power would be exer-
cised. Another proposal is to introduce an International Bankruptcy Court, equivalent to the US example, offering a globa frame-
work to ded with national insolvency. Some argue that new ingtitutions are unnecessary, that reform of IMF, World Bank, WTO and
UN ingtitutions would be sufficient. Focusing on IMF reform, the IMF could limit its role to one of crisis prevention and resolution,
alowing greater autonomy in developing and transitional countries macroeconomic policies. Independent evaluation and periodic
review of its structure might encourage greater accountability. Further, it could examine the sustainability impacts of leveraged fi-
nancial organisations, including hedge funds and offshore institutions, encouraging their compliance with internationally agreed
gtandards. Finally if the IMF is to become an international lender of last resort, then Article 4 needs amendment (IMF 2000).

Ideas for new global instruments to assist the regulation of short-term financial difficulties include: circulation charges, e.g. a global
Currency Transfer Tax or Tobin Tax (Enayati and Hemmati 2000) and an Exchange-Rate Stabilisation tax, where exchange rates can
vary but within afixed band of values, outside of which atax would be imposed. Such globa mechanisms have been perceivedas a
threat to national sovereignty. One way to avoid that would be to regulate the currency through central banks and clearing-houses of
each country and in offshore financia centres (Martens 2000).

Long term Certain ingtitutional proposals exist to further strengthen the socia and environmental tiers of sustainability, such as cre-
ating a World Development Organisation and World Environment Organisation (Dodds 2000). These ideas raise the question as to
whether such institutions would bring any better results than those currently in existence. Existing institutions could be improved
through greater coordination of financial aims, removing unnecessary crossover and enhancing their specific areas of jurisdiction, in
support of more sustainable use of funds. Regiona coordination could also be enhanced along the lines of the Lome Convention be-
tween European and ACP dates. Regarding new long term instruments, the idea of asingle Globa Currency has been around for a
long time. Prior to the establishment of the Bretton Woods Institutions Keynes had considered such a currency, called a Bancor. It
would require an global clearing house to manage a "system of international exchange in which the trading of goods and services,
will be the central feature, financial and capital transactions will play their proper auxiliary role of facilitating trade". Suggested
examples of globa currencies include a Fiat Currency, Commodity-valued Reference Currency and Commodity-Backed Reference
Currency. The ams would be similar to that of regiona equivalents (such as the Euro) i.e. short-term price stability and long term
financial and trade balance. It would require sufficient power © regulate excessive speculation and encourage prudent behaviour
(Leitaer 2000).

To generate funds for long term goals, various forms of global taxation could be imposed e.g. carbon tax for fossil fuel users
(Denmark, Finland Netherlands, Norway, Sweden already use a carbon tax); a surcharge for international car registration; taxes for
international air transportation and tourism; per capita global environment contribution; also charges for air wave frequencies; sea
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Table 7. Examples of Indicators for Financial Assessment

Issue Indicators
Gender Gender Related Development Index
Education Estimated adult (15+) illiteracy rate (%),
g Health Life expectancy at birth (years)
8 Equality Gini-Index (min = greater, max = less equality)
Institutional Ratification of international agreements e.g. rights of achild, ILO labour principles, Anti-discrimination convention
o Income GNP pc (Per capita, $US)
'g National risk Central Government Surplus, Foreign Debt, International Reserves, Gross Fixed Capital Formation (% GNP), Real
o Savings (% GNP), Inflation, Private R1lisk (CAMELS framework)
i Employment % Unemployment (of total labour force, Male & female)
Institutional Observance of financial supervision and regulation e.g. ROSC,
= Natural Resource | Energy use by sector (kg of Oil equivalent pc); Air: Emission of CO2 pc (metric tonnes); Water: Annual freshwater
é Use & Quality withdrawals pc (m3), Biological and Chemical Oxygen Demand (BOD & COD); Land: % area protected
_§ Biodiversity Genetic (taxonomic distinctiveness), species (no. per 10,000 kn¥), habitat diversity (no. per 10,000 kn?)
I-Iz] Institutional Ratification of Multilateral Environmental Agreements e.g. CBD, CDD, Ramsar, CITES

Sources: IDPM, WB, UNDP, GRI, ECOSOC

bed mining; and the internet. Tradable permits, eg. a carbon emission trading fund, or purely voluntary funds for globa
environmental and socia protection might also apply. Again, global taxes and even trading of permits may be seen to diminish
national sovereignty, but these can till be managed at national levels and such instruments would be strictly limited to those areas
identified as “globa” priorities (Panayotou 2000).

In dealing with corruption, there have been calls for a non-binding instrument (less than treaty status) or legal global compact against
corruption. This would fill the gaps between existing instruments and provide an intergovernmental mechanism to set minimum
standards for combating money and asset laundering, and tax evasion. However, it would need to accommodate diverse political,
economic, social and lega systems without compromising the principle objective of zero-tolerance on corruption. An independent,
impartial mechanism for dispute resolution might be incorporated, working with international agencies to develop standards and
assist member governments in the design of anti-corruption strategies. The secretariat would compile and disseminate information
on good practice (Commonwealth Secretariat 2000).

2. New National |deas

Short term: As an alternative to global mechanisms, physical controls can be imposed at the domestic level. For example, foreign
investors can be prevented from buying domestic corporate equity, an idea called “waiting at the gate” that would ke imposed when/
if the ratio of foreign-domestic investment gets too large. In the Chilean system foreign investors are required to keep their invest-
ments in a country for at least a year. Also foreign investors could be required to place cash deposits in the host country to act as a
guarantee before making investments.

Long term: Commitments to produce National Strategies for Sustainable Development (NSSD) by 2002 (to be implemented in 2005)
offer an opportunity to draw out key eements relating to financia institutions and mechanisms. Strategies could include budget re-
form, strengthening of ingtitutions for better accountability, macroeconomic and legal policy and foreign investment. Where liberali-
sation is considered, a gradual and consultative processis crucia from the outset. Participation has direct benefits when assessing the
impacts of financid liberalisation on sustainability, poverty reduction and welfare generation. It may aso help provide ways and
means to enhance the management of risks and therefore minimise the negative impacts of liberalisation (WB b. 2000)

3. New Commercial |deas

Short termt Timely, consistent and meaningful disclosure of off-balance sheet activities would highlight liquidity problems and re-
duce risk taking. Small-medium businesses need support to improve their internal assessments e.g. of financial exposure to credit
and liquidity problems. The financia services sector could consider creating new forms of credit guarantees, at sub-nationd levels
with reduced government intervention, as well as micro-financing.
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Long term The private financial sector is making moves toward greater socio-economic, socio-cultural and environmental responsi-
bility. These moves could be furthered by the use of environmental and social screening of investments, as well as increased inde-
pendent regulation and supervision of financial sectors. The sector also urgently needs to build-in more integrative and standardised
financial systems and risk management frameworks for sustainable financial management.

A SECURE FINANCIAL FUTURE?

The current climate of short-term volatility, poor governance, weak environmental and socia inclusion, debt imbalance, minimal
ODA and misdirected FDI suggest long-term financial security remains highly improbable. The numerous processes taking place
prior to Earth Summit 2002 will need to address these on-going issues. For example, WTO GATS negotiations will have a direct
bearing on future frameworks for public and private financia services. The UN International Conference on Financing for Develop-
ment in early 2002, is seeking more integrated and participatory approaches to tackling these complex and interconnected issues.
There will also be a number of other issue-focused meetings addressing financia sustainability, e.g. the UNFCC COP 6 part 2, and
the Bonn international freshwater meeting. At the Earth Summit in 2002 these processes and ingtitutions need to bring together their
outcomes and ideas to develop integrated and forward looking financial strategies. Key questions and issues to address include:

Governance: Whether and how disclosure can be made more effective to counter corruption. Which internationa, regiond, na-
tional and local structures and mechanisms offer the best means to enhance supervision and regulation of finance?

Short term volatility: If/when is public intervention prudent i.e. bailout by centra banks or last resort lending? Whether and
which ingtitutions and groups should be protected from crises by safety nets and what mechanisms should be used?

Long term security: What are the positive and negative linkages between trade in financial services, investment flows and sus-
tainable development? How to further enhance the linkages between private finance and sustainability. Whether experiences
from micro-financing projects offer real opportunities for poverty alleviation and can be applied more widely?

Whilst the Seattle and Prague demonstrations were linked to many aspects of globalisation they give a clear indication of the societal
aienation, dissatisfaction and anger attached to current international financial and trading systems. Without constructive proposals
for reform and open dialogue any changes in the existing global architecture will continue to be dow, and whole-scale change re-
mains a remote prospect. One point is clear, understanding of the linkages between finance and sustainable devel opment, and appli-
cation of new, and even existing, mechanisms for improving financial security is gtill fairly limited. Our knowledge of the correla-
tions between finance and economic systems is growing but without greater inclusion of environmental, social and institutional de-
ments, models appropriate for long term financial security will remain poor. Ultimately global financial security is not about stability
and wedlth generation for their own sakes but is about creating a system of transactions that enhances the livelihoods of people and
the natural environment, both now and in the future.
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