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FOREWORD

On behalf of ABAC, we are pleased to present this Interim Report of our Asia-Pacific
Financial Forum (APFF) to the APEC Finance Ministers for their consideration. This report is
the culmination of extensive work undertaken by more than 270 senior representatives and
experts from 137 major firms, industry associations, multilateral agencies, research
institutions and various regulatory and public sector bodies over the course of the past ten
months. Organized in six work streams, they convened meetings and workshops, undertook
research and analyses and participated in several dialogues.

Enabling financial markets and services to effectively meet the most important needs of our
region requires actions by policy makers and regulators on many fronts and continuous work
over the coming years. We have created the APFF as a regional platform under the APEC
Finance Ministers6 auspices, through which
sector, multilateral institutions, academe and public sector can be made available to
member economies on an ongoing basis to support policy makers and regulators in their
efforts to advance this process.

The APFF differentiates itself from other fora by focusing its efforts on a limited and
manageable set of inter-related concrete initiatives across the broad financial sector that
can yield tangible results within two or three years. These initiatives were selected based on
discussions at our Sydney Symposium and the ABAC working lunch with the Finance
Ministers in Bali last year. They represent initial steps that can help expand financial access
for small enterprises and consumers, finance trade and supply chains, develop deeper,
more liquid and more integrated capital markets and mobilize more long-term investment.

This Interim Report contains concrete action plans in 12 areas that can significantly
contribute to the advancement of these goals. We are humbled by the generosity with which
many experts and institutions from the private sector, especially our volunteer sherpas and
their organizations, have contributed considerable time, talent and resources to this effort.
We are encouraged by the enthusiastic collaboration of multilateral institutions that have

combi

been our partners for many years in the APEC Fi

ministries and financial regulatory authorities in our region have given their support by
hosting and participating in our workshops and dialogues this year.

Our next task is to reach out more widely to the public sector, to awaken greater interest in

using APFF as a platform that can, step by step but progressively, help accelerate the
process of devel oping our regionbés financi
colleagues and all our APFF collaborators in expressing thanks to the Finance Ministers for

their support and in requesting them to encourage
invitation to collaborate through this undertaking, and in so doing, help realize the vision

they put forward at their 2010 meeting in Kyoto of stronger, more sustainable and more
balanced growth in our region.

Ning Gaoning John Denton Hiroyuki Suzuki
Chair Chair Char .
APEC Business Advisory ABAC Finance and Asia-Pacific Financial Forum;

Economics Working Group ~ Co-Chair, ABAC Finance and Economics

Council .
Working Group
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Asia-Pacific Financial Forum
Interim Report to the APEC Finance Ministers

EXECUTIVE SUMMARY

In 2012, the APEC Business Advisory Council (ABAC) proposed the establishment of
an Asia-Pacific Financial Forum (APFF), a regional platform for enhanced public-private
collaboratont o enabl e financi al mar ket s and
broader economic goals. Following guidance provided by participants at a symposium
in Sydney in April 2013,* ABAC compiled a report proposing key elements of an APFF
work program. At their 2013 meeting in Bali, the Ministers welcomed this report and the
role of the APFF in accelerating the development of sound, efficient, inclusive and
integrated financial systems in the region.

This 2014 APFF Interim Report seeks to present ideas on how specific objectives could
be pursued to achieve progress in the priority areas for the development of financial
markets and services. These ideas reflect the outcomes of extensive discussions
involving experts from private and public sectors as well as multilateral and academic
institutions through various activities, including research, informal discussions,
workshops and dialogues held over the past several months. The discussions informing
this Interim Report were aimed to produce proposals for concrete action plans. The
action plan proposals now presented in this report are based on the following
considerations:

The Asia-Pacific region today faces the challenge of transforming its economic
growth model from one that still remains considerably dependent on consumer
demand in Europe and North America to one that is increasingly driven by domestic
and regional demand. This transformation will require significant increases in
domestic consumption supported by strong investment growth. It will require efforts
to address poverty, environmental issues and the economic impact of aging,
expanding infrastructure and facilitating competitiveness, innovation and growth of
micro-, small and medium enterprises (MSMES).

The Sydney Symposium identified six priority areas where APFF can contribute to
addressing these issues. These priorities were selected based on their expected
impact, complementarity with ongoing initiatives, and suitability for yielding tangible
results within a short- to medium-term time frame. These are (a) lending
infrastructure (credit information sharing systems and legal and institutional
framework governing security interests); (b) trade and supply chain finance; (c)
capital markets (focused on classic repo markets, legal infrastructure, information

! This symposium was co-organized by ABAC and hosted by the Australian Government in Sydney on 10-11 April 2013.
The full report of the symposium can be downloaded from the ABAC website
(https://www.abaconline.org/v4/download.php?ContentID=22611284).
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for capital market investors and the Asia Region Funds Passport); (d) financial
market infrastructure and cross-border practices; (e) insurance and retirement
income; and (f) linkages and structural issues.

The successful development of credit information sharing systems that will enable
MSMEs and low-income households to access finance using their reputational
collateral requires simultaneous efforts in several areas. These include efforts to
build regulatory capacity, the capacity of both public and private sectors to support

the healthy devel opment of private credi

use such systems, and broad political support for implementation of relevant
reforms in the areas of data regulation, consumer rights, bureau licensing,
ownership, oversight and regulation and cross-border data.

Further work is needed in many economies in the region on the development of
robust legal and institutional architecture for asset-based lending and factoring,
specifically in the areas of security interest creation, perfection and enforcement,
the strengthening of collateral registries, and clear and predictable rules around the
priority enforceability and assignability of claims in moveable assets and accounts
receivable as collateral. Regionally consistent legal and institutional frameworks will
be important to facilitate the financing and expansion of trade and cross-border
supply chains.

As regulators in the region implement standards and regulations to safeguard the
stability and integrity of financial systems, it is important that they engage with each
other and with relevant experts from the private sector and multilateral and
academic institutions to facilitate regionally consistent implementation and examine
the impact of key issues such as the Liquidity Coverage Ratio, the Asset Value
Correlation curve, the Net Stable Funding Ratio and Customer Due Diligence on
trade and supply chain finance to ensure its continued availability and affordability,
especially for MSMEs.

The continued growth of electronic supply chain management platforms that are
becoming increasingly important for MSMEs and supply chains will require a digital
trade enabling environment, an active role for government agencies and
government-linked firms in stimulating the use of such platforms and identifying and
addressing the implications of data confidentiality and data privacy rules on
cross-border transactions through these platforms.

While the introduction of new working capital management tools such as the Bank
Payment Obligation (BPO) and the growing use of emerging market currencies,
particularly the RMB, in cross-border trade settlement offer significant benefits for
MSMEs in supply chains, governments need to collaborate with the private sector
to undertake awareness raising and market education efforts to facilitate their wider
use and better understand their regulatory implications.

Regionally consistent development of classic repo markets, which are critical for
building deep and liquid capital markets, requires close public-private sector
collaboration to identify and address key impediments in legal architectures, market
infrastructure, conventions and industry best practices with respect to these
markets, as well as address liquidity issues, restrictions on currency convertibility
and repatriation, tax treatment and market access, and regionally harmonizing legal
constructions of repo transactions.
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Three major issues that impact the use of OTC derivatives, which play critical roles
in capital markets, are (a) legal netting infrastructure, (b) protection of collateral
interests, and (c) margining of non-cleared derivatives. APEC jurisdictions that do
not have statutes providing netting certainty need to consider revisions to their
bankruptcy code or introduction of netting statutes. The development of robust legal
infrastructure to protect collateral takersbd
widely used as a credit risk mitigation tool and plays an important role in the safe
functioning of clearing houses for OTC derivatives. New global regulatory
guidelines subjecting all OTC derivatives trades between financial counterparties to
mandatory initial margin requirements present challenges to jurisdictions in the
region where the legal infrastructure is unable to support this new collateral
structure.

Policy makers and regulators can help expand investor activity in their capital
markets by collaborating with the private sector to identify the information that
investors need to understand the bond issuer, how particular investments perform
over time and the nature and extent of their rights in the event of insolvency, and to
provide or facilitate the provision of this information. APFF is developing a
self-assessment template covering disclosure, bond market data and investor rights
in insolvency that can be used for this purpose and invites governments to discuss
how this template can be effectively employed to provide the information needed by
capital market investors. APFF will also develop a guide that can describe how best
to use the self-assessment templates.

The Asia Region Funds Passport (ARFP) could have very significant impact on
intra-regional capital flows, capital market liquidity and efficiency, investor choice
and protection, diversification, return on investment, financial sector development,
and ultimately the financing of economic growth in the region. Key issues for the
success of ARFP from market participants6 a
enlargement to reach critical mass of participating jurisdictions and tax and
transparency issues. A regional platform for regulators, policy makers, and experts
from the private sector and multilateral and academic institutions to identify
approaches to issues such as taxation, legal and regulatory requirements, fee
structures and related issues that can help regulators design passport
arrangements that will enable broad market participation in the ARFP can play an
important role in this process.

Deepening regional financial market integration through expanded cross-border
portfolio investment requires the development of market practices, standards and
platforms that can selectively harmonize market access and repatriation practices,
improve the inter-operability, liquidity and connectivity of domestic and cross-border
financial markets and reduce systemic risks. As global financial centers move
toward shorter settlement <cycl es, it becomes
heterogeneous markets to understand the impact of this development on a host of
factors such as costs, back-to-back trades, portfolio rebalancing, payments
systems, foreign exchange funding and hedging, clearing and margining, among
others. Regional-level discussions among relevant regulators and policy makers
with experts from the private sector and multilateral institutions on how to address
key pain points related to cross-border market practices and standards,
harmonization of market practices and cross-border connectivity among FMIs will
be critical in expanding investment flows across the region.

The combination of rapidly aging populations, huge savings and considerable need
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for infrastructure represents challenges and opportunities for the region, with
insurers and pension funds, along with deep and liquid capital markets, potentially
playing critical roles in channeling long-term savings to long-term investments,
while providing financial security and retirement funding. Enabling these institutions
to more effectively assume this role in the region will require a deeper
understanding of regulatory and accounting issues that have an impact on
incentives for engaging in long-term business, as well as market and operational
issues that constrain the flow of investment to long-term assets and longevity
solutions for efficient management of retirement savings. Discussions led by
experts from the insurance industry, pension funds, multilateral institutions and
academe and involving interested regulators and officials will help identify
measures that can be addressed by authorities at the domestic and regional levels.
Where issues that can only be addressed at the global level are identified, insights
from these discussions can be shared by participating institutions through
appropriate channels with the relevant bodies responsible for addressing these
issues for their consideration.

Broader discussions at the strategic level on issues such as future directions for
financial regulation in the context of regional financial cooperation and integration,
the interplay between cross-border investment in a rapidly evolving financial
services industry and connectivity of financial markets, and understanding
macroeconomic imbalances and systemic risk are critical for policy makers and
regulators as they continue to shape policy and regulatory frameworks in response
to a changing financial landscape and the needs of the region.

In consideration of the above, it is proposed that the APFF serve as a regional platform
for relevant participants from the public and private sectors, international and academic
institutions to undertake, on a voluntary and self-funding or sponsored basis (depending
on availability and interest of private or public sector sponsors and hosting
organizations), the following activities over the next two years:

1. Pathfinder initiative to develop credit information sharing systems

The APFF Lending Infrastructure Work Stream will invite policy makers from interested
economies to join a pathfinder initiative together with subject matter experts from the
private sector (e.g., credit bureaus, law firms), multilateral institutions and academe to
help in the development of credit information sharing systems. This will involve the
development of online resources aimed at policy makers as well as a series of
workshops focused on the following themes:

1 Building regulatory capacity (model regulations, bridging gaps in regulatory
enforcement, case studies);

9 Building public-private capacity to develop private credit bureaus (learning from
experiences of mature markets to target key dimensions such as provision of
value-added services and use of credit bureau data for regulatory oversight); and

1 Building public-pr i vate capacity to enhance | endersb6 a
sharing systems.

The initiative will also involve advocacy for implementation of reforms in pathfinder
economies through collaboration with policy makers to build support for identified
reforms in their respective jurisdictions and follow-up workshops, with the aim of
achieving their implementation over a two- to three-year period.



2. Pathfinder initiative to improve the legal and institutional architecture for
security interest creation, perfection and enforcement and related workshops

The APFF Lending Infrastructure Work Stream and Trade and Supply Chain Finance
Work Stream will coordinate with each other to hold a series of workshops and engage
key policy makers to assist them in implementing reforms to (a) develop robust legal
and institutional architecture for asset-based lending and factoring, specifically in the
areas of security interest creation, perfection and enforcement; (b) strengthen collateral
registries; (c) develop clear and predictable rules around the priority, enforceability and
assignability of claims in movable assets and accounts receivables as collateral; and (d)
develop regionally consistent legal and institutional frameworks to facilitate the financing
and expansion of cross-border supply chains.

Focus will be on economies with existing plans to reform their property laws, civil codes
or other related laws who can play a Pathfinder role. Work will draw on the ABAC
Elements of a Model Code of Security Interest Creation, Perfection and
Enf orcement, UNCI TRALGOGS Convention on t he A
International Trade and other best practices aimed at developing appropriate and
regionally consistent legal frameworks and guidelines governing secured
transactions, in a manner that assists global supply chains in APEC. Experts from
private sector and industry associations, such as the Commercial Finance
Association, the International Factors Group, law firms, lenders and borrowers,
including MSME sector representatives, will be invited, as well as regulators with
jurisdiction over needed changes, such as ministries of law, justice, and commerce
among others. A key deliverable will be to help policy makers initiate actual
legislative and regulatory reforms in Pathfinder economies within the next 12-18
months.

3. Dialogues on regulatory issues in trade and supply chain finance

The APFF Trade and Supply Chain Finance Work Stream will hold a series of dialogues

to enhance understanding of the impact of capital and liquidity standards, Know Your

Customer (KYC)/Counterparty Due Diligence (CDD), Anti-Money Laundering (AML)

rules and their implementation on trade and supply chains in the region, with a view to

promoting effective and regionally consistent implementation. Participants to be invited
include bank regulators and relevant policy makers, representatives from global
institutions such as the Financial Action Task Force (FATF), Basel Committee on

Banking Supervision (BCBS), Bank for International Settlements (BIS), banking and

supply chain finance experts and practitioners and representatives from enterprises and

relevant industry associations. Key issues to be discussed include the following:

1 prospects for adoption across the region of the one-year maturity floor waiver to
include all short-term, self-liquidating trade finance products;

1 application of the Liquidity Coverage Ratio with respect to monies due from trade
financing activities with a residual maturity of up to 30 days, whether to be taken as
100 percent of inflow or current assumed 50 percent inflow;

i application of the Liquidity Coverage Ratio with respect to the application of the
outflow rate of O percent as allowed by BCBS;

9 clarification and application of the treatment of correspondent banking operational
accounts in relation to the assumed outflow rate under the Liquidity Coverage Ratio
(which is important to avoid penalizing operational cash flows);.

1 evaluation and discussion on a separate Asset Value Correlation (AVC) curve for
trade fnanceand sel ect trade finance products6é cre



standardized approach (where active participants in the APFF such as the

International Chamber of Commerce and BAFT have embarked on a trade finance

product definition standardization initiative that can play important roles);

evaluation of the Net Stable Funding ratio and BPO under Basel Ill;

development of commonly accepted base-level KYC/CDD/AML standards

providing greater clarity that banks can use to establish transaction-only

relationships with counterparties;

1 a regional/APEC study on the impact of heightened compliance standards on
global trade flows with MSMEs and emerging markets as a focus; and

1 effective approaches to enhance the compatibility of combating financial crimes
with the expansion of global trade and economic development.

E |

4. Workshops on emerging facilitators of trade and supply chain finance

The APFF Trade and Supply Chain Finance Work Stream will hold workshops on the
emerging facilitators of trade and supply chain finance and how their impact can be
enhanced in the region. These will focus on three key aspects:

Expanded use of electronic supply chain management platforms to help bridge
financing information requirements across borders in support of global supply chain
activities. Participants to be invited include representatives from government
responsible for relevant trade, legal and financial matters, electronic supply chain
platforms, enterprises and banks. The workshop will undertake discussions to:

- identify key requirements for a digital domestic and cross-border trade enabling
environment;

- develop ways to promote the participation of government agencies and
government-linked companies in electronic platforms with their selected
suppliers to promote financing to MSMEs; and

- evaluate the implications of data confidentiality and data privacy rules in
relation to cross-border transactions that e-supply chain management
platforms can engage in and recommend steps to address challenges.

The uses of Bank Payment Obligations (BPOs) and BPO-related working capital
management techniques. Workshops will be co-organized with interested
government agencies and business organizations. Target audiences include
representatives from commercial banks, exporters, chambers and business
organizations.

RMB settlement. This will focus on China and economies that form trade corridors
with China. Workshops will be co-organized with interested government agencies
(especially trade promotion agencies) and business organizations. Target
audiences include representatives from commercial banks, enterprises, exporters,
chambers and business organizations, as well as regulators. Two major themes will
be explored:

- Facilitating market education on the uses of RMB and RMB-related working
capital management techniques and promoting the inclusion of RMB in trade
promotion agenciesdé educational mat er i

- Facilitating RMB liquidity and constant exchanges of information on related
developments such as those related to commodities.

5. Pathfinder initiative to develop classic repo markets

The APFF Capital Markets Work Stream (Classic Repo Market Sub-Stream) will invite
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policy makers from interested economies to join a pathfinder initiative together with
experts from the private sector and multilateral institutions to help in the development of
classic repo markets. This will involve the following:
- Collaboration of experts in developing and refining the Repo Best Practices Guide
for Asian Markets;
A series of workshops for policy and regulatory officials in the region, as well as
academics and experts from multilateral institutions and industry representatives to
share information on findings of repo market best practices and key
recommendations for adoption in Asian markets;
A roadshow in selected jurisdictions to disseminate best practices; and
Development of operational best practices, including collateral management,
management of tri-party repo platforms, data issues, risk management and
leverage, interoperability of key market infrastructures, among other themes.

6. Workshop to develop strategies to improve legal and documentation
infrastructure for the development of OTC derivatives markets

The Capital Markets Work Stream (OTC Derivatives Clearing Sub-stream) will convene
a workshop to identify strategies for education and development efforts on three key
areas: netting and collateral infrastructure, and implementation of BCBS-IOSCO
Mandatory Margining of Non-cleared Swaps through standardized documentation and
risk models. Participants will include relevant officials and regulators and experts from
the private sector, ISDA and multilateral and academic institutions. The workshop will
focus on:
- identifying in each jurisdiction legal/regulatory uncertainties;
identifying affected parties, including financial intermediaries and corporate end
users;
identifying stakeholders who can help with raising awareness of the issues,
including law firms, bank in-house lawyers and officials concerned about legal risks
faced by their home economiesd financi al i nst
with inadequate legal infrastructure; and
developing an initiative to promote education seminars highlighting the importance
of legislative enhancements, for home economy regulators, ministries of finance and
members of the judiciary in selected jurisdictions.

7. Self-assessment templates on information for capital market investors:
development and workshop series

The APFF Capital Markets Work Stream (Capital Markets Information Sub-Stream) is
currently developing self-assessment templates on the availability of information on
disclosure, bond market data and investor rights in insolvency that will be completed in
the first half of 2015. This will be followed by a series of workshops in interested
economies to discuss how the templates can be effectively employed to enhance
information available to capital market investors. Based on these workshops, APFF will
develop a guide that will compile ideas on how best to employ the self-assessment
templates.

8. ARFP Support Initiative

The APFF Capital Markets Work Stream (Regulatory Mutual Recognition Sub-Stream)
will serve as a regional platform for the private sector to support and collaborate with the
ARFP group of participating economies as well as with the APEC Finance Ministers
Process in developing and launching the ARFP. This will involve workshops and



dialogues that may be held back-to-back with regular ARFP meetings or in conjunction
with other relevant meetings of regulators and finance ministries.

9. Workshop series to develop an enabling Asia-Pacific securities investment
ecosystem

The Financial Market Infrastructure and Cross-Border Practices Work Stream will
convene a series of workshops with the aim of helping regulators, policy makers and
market participants collaborate to create an enabling securities investment ecosystem
in the region, addressing its two components; cross-border market practices and
domestic financial market infrastructure. The workshops will focus on the following
issues:
- identifying ways to improve or define cross-border market practices, including KYC
and AML and working with stakeholders on adoption of agreed market practices;
promoting a deeper understanding within the Asia-Pacific industry of the issues
around shorter settlement cycles and developing consensus on best practice;
identifying standards that can selectively enable harmonized market practices and
cross-border connectivity across FMIs; and
facilitating better understanding of other key enablers required in the securities
investment ecosystem, including domestic technical standardization, data
availability, confidentiality and privacy aspects, potential systemic risks and risk
management, and the need for dispute, recovery and resolution mechanisms.

10. Dialogue series on regulation and accounting issues impacting the long-term
business of the insurance industry in Asia-Pacific economies and longevity
solutions

The Insurance and Retirement Income Work Stream will convene a series of dialogues
and workshops across the region. These activities are aimed at (a) fostering deeper
understanding of the impact in the region®& economies of regulatory and accounting
issues on the incentives for and ability of the insurance industry to carry out their roles
as providers of protection, stability, security and long-term investments and funding; and
(b) addressing demand- and supply-side issues in the development of lifetime
retirement income solutions.

Dialogues on regulation and accounting will involve experts from the insurance industry
and academe, as well as regulators and officials and relevant international
organizations, as appropriate.

- The dialogues will be informed by a gap analysis through an industry survey on
insurance, investment, pensions, and accounting and regulatory issues that affect
the ability of insurers to undertake long-term business in selected individual
member economies.

The intended output for the dialogues is the development of high-level industry
recommendations to help regulators implement approaches to enhance the
i nsurance industryds contributions to
the long-term nature of its business.

Where the dialogues reveal important issues that are properly addressed only at
the global rather than the regional or domestic level, participating institutions will be
encouraged to share insights from the discussions through appropriate channels
with the relevant authorities responsible for addressing these issues in accordance
with existing consultative practices, e.g., through prompt responses from ABAC,
individual firms or relevant associations to exposure drafts circulated by standard
setters.
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The workshop on longevity solutions will bring together representatives and experts
from insurance, securities regulatory and pension authorities, finance ministries,
insurance firms and pension funds, industry associations, multilateral institutions and
academe. The workshop will focus on the following:
- Demand side: consumer education, tax incentives, development of innovative
products.
Supply side: regulatory issues affecting investment in the long-term, need for a
wider range of assets, ability to extend multi-currency longevity offerings, enabling
of hedging by insurance firms using derivatives.

11. Collaboration with APEC Finance Ministers6Process in promoting long-term
investment, including infrastructure

The Insurance and Retirement Income Work Stream will actively participate in APEC
FMP activities on infrastructure (e.g., workshops, activities of the APEC PPP Experts
Advisory Panel, Asia-Pacific Infrastructure Partnership dialogues) to promote deeper
understanding of obstacles to expansion of investment in infrastructure and other
long-term assets by pension funds and insurers and discuss approaches to address
these issues. This active participation
constraints to promoting long-term investment in the Asia-Pacific region, particularly
those related to market and operational issues.

12. Conference and workshop series on linkages and structural issues

The Linkages and Structural Issues Work Stream will conduct conferences and
workshops to discuss the following research being undertaken:
financial regulation in Asia, being undertaken by the Melbourne University Group,
which will focus on financial supervisory structures, regional financial architecture,
ARFP and Basel Ill implementation in the region;
cross-border investment in Asia-Pacific financial services and regional market
connectivity, being undertaken in the University of Southern California;
volatility in financial markets and global imbalances, being undertaken by the
Institute for International Monetary Affairs; and
macroeconomic developments impacting on regional and global markets such as
change to quantitative monetary policies and developments in shadow banking.

With these 12 action plans, the APFF offers a platform for collaboration to achieve
tangible outcomes over the next few years that could have significant impact on the
development of financial markets and services in our region, ultimately contributing to

advancing t he Finance Ministersd vision

balanced growth. Greater access to finance for a wider cross-section of society and
MSMEs, including those engaged in global supply chains, more diverse and stable
financial systems, deeper and more liquid capital markets, greater regional financial
integration and more effective and efficient intermediation of capital, particularly
long-term investments into long-term assets such as infrastructure, can result from
these efforts.

The success of these undertakings will depend on active participation and engagement
from the public sector, in particular those who are responsible for the adoption and
introduction of legal, policy and regulatory measures to address issues that are named
in this report. APFF intends to provide a forum and informal network for dialogue and
capacity building where they can interact on a regular and sustained basis with experts
in relevant specialized and technical fields from the private sector and international and
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academic organizations. Ultimately, however, the relevant authorities will be the ones
who will decide on the adoption and implementation of these measures.

It is hoped that APEC Finance Ministers will support this process by encouraging
the public sector to collaborate closely with the private sector in the APFF to (a)
expand access of MSMEs to finance through improved legal and institutional
frameworks for credit information and the use of factoring, movable assets and
accounts receivables as collateral in secured transaction systems, as well as to
trade and supply chain finance; and (b) develop deep, liquid and integrated
financial markets through better financial market infrastructure and cross-border
capital market practices, increased ability of insurers and pension funds to invest
in long-term assets and provide longevity solutions, effectively meeting capital
mar ket p ar théedsi fora hadgirg instruments and information, and
successfully launching the Asia Region Funds Passport.
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Asia-Pacific Financial Forum
Interim Report to the APEC Finance Ministers

In 2012, the APEC Business Advisory Council (ABAC) proposed the establishment of
an Asia-Pacific Financial Forum (APFF), a regional platform for enhanced public-private
collaboratont o enabl e financi al mar ket s and
broader economic goals. Following guidance provided by participants at a symposium
in Sydney in April 2013,> ABAC compiled a report proposing key elements of an APFF
work program. At their 2013 meeting in Bali, the Ministers welcomed this report and the
role of the APFF in accelerating the development of sound, efficient, inclusive and
integrated financial systems in the region. This 2014 APFF Interim Report fleshes out
the various elements of the work program discussed with Ministers and presents
concrete action plans for public-private sector collaboration to pursue tangible results in
selected critical areas.

l. INTRODUCTION

The Asia-Pacific region today faces the challenge of transforming its economic growth
model from one that still remains considerably dependent on consumer demand in
Europe and North America to one that is increasingly driven by domestic and regional
demand. This transformation will require significant increases in domestic consumption
supported by strong investment growth. It will require efforts to address poverty,
environmental issues and the economic impact of aging, expanding infrastructure and
facilitating competitiveness, innovation and growth of micro-, small and medium
enterprises (MSMES).

Financial markets and services have an important role to play in this transformation.
However, they need to evolve from the current structure that is still heavily reliant on
bank lending to one that provides greater diversity of financing sources, with a larger
role for deep and liquid capital markets and institutions that can provide long-term
finance, especially for infrastructure, and respond to the needs of aging populations.
They need to become more inclusive in order to empower the majority of households

service

and enterprises and create broad-based economies that can ensu

sustained growth.

Financial markets require strong foundations in order to develop in a sustained way.
Sound legal and regulatory frameworks that allow markets to develop and encourage
financial market players to contribute to broader economic development goals,
cost-effective and efficient market infrastructure that supports intermediation, risk
management and related market activities, and an environment that fosters good
governance are basic requirements that need to be in place.

Regional financial integration is important for Asia-Pacific financial markets to achieve
economies of scale and greater depth and liquidity. It is important to enable market
participants to become more efficient, innovative and competitive. It is important to

2 This symposium was co-organized by ABAC and hosted by the Australian Government in Sydney on 10-11 April 2013.
The full report of the symposium can be downloaded from the ABAC website
(https://www.abaconline.org/v4/download.php?ContentID=22611284).
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enable households and individuals to have access to a wider choice of financial
services, and enterprises to have better access to finance at lower costs. Enhanced
regional coordination will help strengthen the foundations and cohesiveness of the

regiondés financi al mar ket s.

The principal challenge is how to build the institutions and structures through which

savings can be effectively and efficiently in
important needs. To do so, policy makers and regulators in the region must address a

number of policy, regulatory and market infrastructure issues that

fragmented and inefficient regional financial market structure. They must play a more
active role in shaping global financial regulatory standards and codes to ensure that
these enable financial markets to cont r i but e t o t he regionés de
Governments also need to consider the impact of regulations agreed at the global level
on the developing Asia-Pacific region, particularly any unintended consequences that

could hinder devel dimamialsdrvicesfand thé roaderregonamp 6 s

These tasks present a great challenge that requires cooperation among a variety of
public and private sector entities across economies, in collaboration with relevant
multilateral and standard setting bodies and other institutions that can provide expertise
and capacity building support. While a number of collaborative initiatives to develop and
strengthen markets are already under way, more needs to be done to address all the
key issues, involving these various stakeholders.

APEC Finance Ministers have taken a significant step by welcoming at their 2013
annual meeting in Bali the creation of an informal, inclusive and advisory public-private
platform for collaboration in promoting financial markets and services that can
effectively r es pondThisplatforin,dhe ARFE seeks fodocus ene d s
important issues to help identify measures that will enable market participants to more
effectively direct their commercial activities to support the development and integration

of

the regionds financi al mar ket s, and

initiatives and enhance synergy among them.

The Sydney Symposium identified priorities for an initial APFF work program.” These
priorities were selected based on their expected impact, complementarity with ongoing
initiatives, and suitability for yielding tangible results within a short- to medium-term time
frame. This work program has been developed through a collaborative effort by financial
market participants and experts from multilateral, public sector and academic
institutions who have organized themselves into work streams to address these priority
issues. [See Annex A* for a list of institutions participating in APFF activities.] This
collective effort is being coordinated by ABAC through its Advisory Group on APEC

® These priorities are as follows:

1
1
1
1
1
1
1
1
1

devel opment of the regi onosofiomdenmimavestnentsi ndustry as a
development of retirement income policies;
facilitating full-file, comprehensive and accessible credit reporting systems;
improving legal frameworks for secured financing;
facilitating trade finance;
addressing market infrastructure access, repatriation and financial market issues to facilitate cross-border
investment flows;
enhancing capital market integrity;
improving capital market quality; and
responding to the extra-territorial impact of new regulations in major markets on Asia-Pacific capital market
development.

4 https://www.abaconline.org/v4/download.php?ContentID=22611891
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Financial System Capacity Building.

The work undertaken by these diverse participants is reflected in this Interim Report,
which ABAC hopes to discuss with the APEC Finance Ministers at their meeting this
year in Beijing. It contains proposed action plans discussing how the key issues
identified by work streams can be progressed through collaboration among interested
relevant public and private sector stakeholders and institutions over the next two to
three years. This report has been developed through various discussions and
workshops and finalized at a symposium held on 7 July 2014 in Seattle, USA.

This report is divided into sections corresponding to the six major areas around which
APFF has organized its work:

lending infrastructure;

trade and supply chain finance;

capital markets;

financial market infrastructure and cross-border practices;

insurance and retirement income; and

linkages and structural issues.

=A =4 -8 _-a_-a_-

The concluding section of the report proposes concrete action plans through which key

issues in the identified priority areas could be addressed through public-private sector
collaboration. While many of these issues f a | | outside the scope of
regular responsibilities, they are critical to the development of financial markets and

services and the achievementoft he Fi nance Ministersodo vision
inclusive and innovative growth. It is hoped that APFF could provide a regional platform

to bring together on a voluntary basis the relevant decision makers and stakeholders

and facilitate their collaboration in addressing these issues.
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. ANALYSES AND RECOMMENDATIONS

In line with the conclusions of the Sydney Symposium Report, the APFF structured its
work program around two major clusters.

1 The first cluster deals with issues related to the access to financial services of
Micro-, Small and Medium Enterprises (MSMEs), which is a priority issue in

APEC. This is being addr es terdohg infrastructurg h

(particularly the legal and institutional architecture and practices supporting credit
information sharing and secured transaction systems) as well as in trade and
supply chain finance. While these have been identified as priorities in view of their
importance to MSMEs, they also significantly benefit individual consumers and
more especially those in the lower-income brackets (in the case of improvements in
credit information sharing systems) and all companies, large ones included, in
global supply chains (in the case of trade and supply chain finance).

1 The second cluster deals with the development of deep, liquid and integrated
financial markets, which is important for several reasons. These include more
diverse and stable financial systems, improved availability and lower costs of
financing for public and private borrowers, more efficient intermediation of the
regionos savi ngs greatet oapadityn io efiganam einfrassucture

APFFo

devel opment, growth of t hetorandbettevinvestmeriti nanci al

opportunities to finance future needs (especially relevant for rapidly aging societies),

among others. This is being addressed

financial market infrastructure and cross-border practices (to facilitate cross-border
portfolio investment), insurance and retirement income (to develop the long-term
institutional investor base), and capital market development (particularly classic
repo markets, derivatives, investor information and funds passporting).

Since the APFF was adopted as a policy initiative by the APEC Finance Ministers at
their meeting in September 2013 in Bali, the various APFF work streams have
undertaken numerous industry consultations, research, workshops and dialogues to
identify the important gaps in the region with respect to the priorities selected at the
Sydney Symposium, and develop concrete proposals on how these gaps may be
addressed (action plans). These action plan proposals have been designed bearing in
mi nd t he Re pians thd these wiarites ars best addressed by the public
sector with the collaboration and support of the private sector and relevant multilateral
and international bodies. The foll owing
recommendations in the areas referred to above.
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A. Lending Infrastructure

The APFFG s w o lerldinganfrastructure aims at improving, through legal, regulatory
and institutional reforms, the ability of the financial services sector to meet the needs of
a wider range of borrowers in the region, most especially MSMEs, for which lack of
access to finance is the most important constraint. This work focuses on two priorities,
which are (a) improving credit information sharing systems and (b) improving the
transparency and predictability of security interest creation, perfection and enforcement.
Of central importance are reforms to provide lenders with the underwriting and risk
management tools they need to direct financing to creditworthy borrowers, and
undertake more risk-based and inclusive lending.

Given the regionbs diversity, the stage
mechanisms for financial markets (notably, credit bureaus and secured transaction
registries) vary considerably across member economies. Tremendous variance exists
within economies and across the different dimensions that constitute the credit
information system. Different economies also find themselves moving at different
speeds and directions in various aspects related to the development of credit bureaus
and secured transaction registries.

1. Credit Information Sharing Systems

The role of information sharing systems is critical to Asia-Pacific economies. In markets
such as those of China, Southeast Asia, Mexico and the South American Pacific Rim,
access to finance for lower income segments and small enterprises remains a major
hurdle to sustainable economic growth and stability. Well-structured information sharing
systems for consumer credit and MSME lending can make reputational collateral
available to these borrowers and reduce information asymmetries faced by lenders,
thus promoting inclusive and responsible lending.

The specificities of the structure of credit reporting shape whether and to what extent

the macroeconomic effects noted above are realized. Research to date provides

extensive evidence® suggesting that:

f full-file and comprehensive credit reporting® increases lending to the private sector
more than other credit reporting regimes;

1 the presence of private credit bureaus with comprehensive data is associated with
greater lending to the private sector; and

1 full-file and comprehensive reporting results in better loan performance than

® See Giovanni Majnoni, Margaret Miller, Nataliya Mylenko and Andrew Powell, Improving Credit Information, Bank
Regulation and Supervision (World Bank Policy Research Working Paper Series, no. 3443, November 2004). See also,
Michael Turner and Robin Varghese, The Economic Impacts of Payment Reporting in Latin America (Chapel Hill, NC:
Political and Economic Research Council, May 2007); Michael Turner, The Fair Credit Reporting Act: Access, Efficiency,
and Opportunity. (Washington, DC: The National Chamber Foundation, June 2003); Djankov, Simeon & McLiesh,
Caralee & Shleifer, Andrei, 2007. "Private credit in 129 economies," Journal of Financial Economics, Turner, Michael et.
al, The Impacts of Information Sharing on Competition in Lending Markets, PERC (November 2013), and Michael Turner
and Robin Varghese, The Economic Impacts of Payment Reporting in Latin America (Chapel Hill, NC: Political and
Economic Research Council, May 2007).

® Full-file reporting is the reporting of both positive and negative payment data. On-time payments and late payments
are reported. Delinquencies are reported at 30 days (sometimes 15 days) following the due date. Other positive
information on an account, such as credit utilization, is also reported. Comprehensive reporting refers to a system in
which payment and account information, whether full-file or negative-only, are not restricted by sector, that is, the system
contains information from multiple sectors. Such a system is in contrast to segmented reporting, in which information in
files is restricted to one sector such as banking or retail. In our use, comprehensive reporting ideally extends beyond
purely financial sectors to include recurring obligations such as utilities.
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negative-only and fragmented reporting.

In short, a regulatory framework that enables full-file, comprehensive credit reporting
and allows private credit bureaus to operate, alongside public credit registries where
they exist, and serve the lending market produces greater market efficiencies than other
systems. This robust system of information sharing needs to be complemented by a
well-balanced system of consumer protections that effectively prevents misuse of data
and clearly spells out the rights and obligations of consumers, credit bureaus, lenders
and other participants in the process.

In addition to these core elements of the regulatory framework, research and

experience have also shown that two additional factors are very important, namely:

T how regulation shapes the structure of ownership (e.g., with respect to ownership of
credit bureaus by end users), which matters for how information sharing affects
credit markets; and

1 whether the regulatory enforcement structure matches market needs with regulator
capacity.

Another important issue related to the growing migrant labor population in APEC is the
portability of credit file information. This requires a review of regulations governing cross
border data flows, in relation to the development of new data management and data
sharing models such as those based on cloud computing.

In order to advance this work,the APFF6s Lending | nfr agffocugedt ur e

on ways to catalyze credit bureau and secured transaction registries development,
starting with a number of economies where regulatory gaps and hurdles have been
identified. With the collaboration of experts,® the work stream identified markets where
significant opportunities to improve and harmonize regulatory frameworks for this
purpose exist, and conducted a gap analysis of regulation and regulatory practice to
identify and prioritize issues to deal with, as well as markets and stakeholders to
engage.

The following table reports the findings of the gap analysis of economies in the process
of undertaking or considering credit reporting reform.

TABLE 1: CREDIT REPORTING REFORM: ECONOMY SPECIFIC ANALYSIS

Economy Issue Area Issue
Chile Data regulation Private bureau collects only negative data.
Consumer Rights Derogatory information is available to parties without

permissible purposes. No consumer rights system to
protect consumers from harm.

" The activities of this work stream are being coordinated by Dr. Michael Turner and Dr. Robin Varghese of the Policy and
Economic Research Council (PERC) and by Mr. Thomas Clark of GE Capital. Participating institutions include All Win
Credit, Asia-Pacific Credit Coalition, Policy and Economic Research Council, Association of Development Financing
Institutions in Asia and the Pacific, Bank Negara Malaysia, Bank of China, Bingham Sakai Mimura Aizawa, CRIF
Information Technology Services Co., Ltd., China Association of Microfinance, China Association of Warehouses and
Storage, Control Union World Group, Credit Information Corporation, Davis Wright Tremaine, Experian, GE Capital,
Huaxia Dun & Bradstreet, International Factors Group, International Finance Corporation, Ministry of Justice of Vietham,
Ministry of Law and Human Rights of Indonesia, NICE Information Service, National Bank of Cambodia, National Credit
Information Center, Nomura, People's Bank of China Credit Reference Center, People's Bank of China Institute of
Finance, Renmin University of China, Shanghai Advanced Institute of Finance, Standard Chartered Bank, TransUnion
and Zhong Lun Law Firm.

® These included legal and market experts, private sector firms such as Dun & Bradstreet, Experian and TransUnion ,
policy makers, and international organizations such as the International Finance Corporation.
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Bureau Licensing

In need of a more developed and modern code.

Ownership

Oversight and In need of an oversight authority and regulatory framework
Regulation that specifies enforcement and monitoring powers
Cross-border data In need of harmonized regional regulations.

regulations

Peopl ebds

Data regulation

Republic of Consumer Rights
China
Bureau Licensing
Ownership Considering reform on both private bureaus and foreign
owned bureaus.
Oversight and
Regulation
Cross-border data In need of harmonized regional regulations.
regulations
Indonesia Data regulation Being formulated by regulations and industry practice.
Consumer Rights
Bureau Licensing New regulations have created a process which requires
considerable capital investment prior to beginning the
licensing process.
Ownership Foreign ownership is limited to 20% total.
Oversight and Bank Indonesia and OJK are currently examining some
Regulation models of regulatory enforcement. The implementing
regulations for oversight have not been fully written.
Cross-border data In need of harmonized regional regulations.
regulations
Mexico Data regulation The data in the two bureaus are largely non-overlapping

though some regulations have tried to create a more
complete database in each of the bureaus. The effect
appears to be a relatively non-competitive sector.
Regulations concerning competition are being reviewed.

Consumer Rights

Bureau Licensing

Ownership New regulations allow the government to establish its own
bureau with data provided by the two bureaus. Also,
concentration of ownership in the hands of a few banks
may be creating anti-competitive effects.

Oversight and

Regulation

Cross-border data In need of harmonized regional regulations.

regulations

The Philippines

Data regulation

Non-bank data is not included.

Consumer Rights

Bureau Licensing

Ownership New laws will require that all regulated lenders report to the
public bureau but leave reporting to the private bureau as
voluntary. Conversely, the public bureau may not engage in
value added services. These asymmetries in regulated
operations risk creating distortions in competition.

Oversight and

Regulation

Cross-border data In need of harmonized regional regulations.

regulations

Thailand
(awaiting
feedback)

Data regulation

Consumer Rights

Bureau Licensing

Ownership
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Oversight and

Regulation
Cross-border data In need of harmonized regional regulations.
regulations
Vietnam Data regulation Non-bank data is not included.
Consumer Rights C o n s u mghtsofinspedtion of data are weak. Currently,

consumers do not have a guarantee of access to their data.

Bureau Licensing

Ownership Foreign ownership of a bureau is limited to a minority share.
Oversight and In need of a harmonized regional regulations.

Regulation

Cross-border data In need of harmonized regional regulations.

regulations

Conducted by the Policy and Economic Research Council (PERC)

A workshop held to discuss the gap analysis® identified three major challenges in
developing credit information sharing systems.*® These are:

1 developing an effective regulatory framework;

9 fostering consensus on data sharing practices and guidelines for private data
providers and users; and

1 supporting the development of credit bureaus that promote efficiency in lending and

financial inclusion.

The workshop also affirmed the following issues with respect to credit reporting:

T Comprehensive (across sectors) and full-file (positive as well as negative data)
credit reporting by robust private credit bureaus (that can operate alongside public
registries) are optimal for efficiency in promoting lending and broad access to credit
for consumers and MSMEs. This institutional form of credit reporting requires a
framework around the collection, transmission and use of data backed by a
regulatory framework that:

O specifies the data that can be collected and used broadly enough to promote
financial inclusion;

O promotes ownership forms that do not lead to a conflict of interest in the lending
market and encourages bureaus that are neutral among the users of data;

O indicates ownership of the data such that credit bureaus can develop value
added services;

O defines the permissible uses of data as for underwriting;

O credentials credit bureaus and the users of report;

O institutes the rights of consumers to access, dispute and correct their data; and

O allows consumers methods of redress in the event of harm.

1 Stakeholder capacity needs to be developed, specifically:

O regulators should develop models of oversight and enforcement that strike a
balance between economic development and consumer protection, especially

® This was the APFF Lending Infrastructure Work Stream workshop on Improving the Architecture for Credit Market

Development in the APEC Regionco-or gani zed by ABAC, the Peopleds Bank of
collaboration with the IFC held on 21-22 March 2014 in Shanghai.

1 Among key issues discussed in the workshop were the importance of expanding available information, including
historical credit information such as a borrowero6s past

There were presentations on the role of credit information in multiple areas of SME financing, and how legal reforms

could accelerate the development of full-file credit information systems that would allow more effective lending decisions,
improved access to credit, while at the same time minimize risk and improve prudential management and compliance

with Basel rules and other global regulatory requirements.
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in developing markets;

O regulators should be aware of the varieties of regulatory oversight and
enforcement models available so that a one-size-fits all approach is not taken;

O credit bureaus meet minimum capacity requirements so that they can promote
efficiency in lending and financial inclusion; and

O lenders are engaged by regulators to understand their roles as data providers
as well as users.

Dialogues were held with regulators in several APEC member economies. The Mexican
Treasury and central bank initiated a process that led to discussions with Mexican
regulators on credit reporting reform providing them with presentations and reports on
best practices in different economies, to assist them in exploring reforms to improve the
competitive landscape of the credit reporting sector. Similar discussions were also held
with Bank Indonesia and OJK on credit reporting reform in Indonesia, and with the
Peopl ebs Bank forfns t&€ promota theo adevelopment of private credit
bureaus and foreign investment. Engagement with regulators in the Philippines,
Thailand and other Asian jurisdictions are also currently being planned.

To help develop their credit information sharing systems, economies are invited to join a

pathfinder initiative using the APFF as a platform to accelerate reforms in two areas:

1 development of regulatory frameworks to enable comprehensive and full-file credit
reporting backed by consumer protections; and

9 calibration of regulatory enforcement and oversight models to achieve a healthy
balance between economic development and consumer protection.

The proposed action plan for the development of credit information sharing systems
includes the following elements:

T Building regulatory capacity through workshops engaging policy makers (grouped
in clusters according to shared gaps) with subject matter experts; compilation of
resource materials for regulators (model regulations, bridging gaps in regulatory
enforcement, case study packets, references of experts with skills and capacities);
and direct engagement with interested member economies where clear
opportunities for effective reform exist.

9 Building public-private capacity to develop private credit bureaus through joint
workshops of regulators and private credit bureaus (grouped in clusters according
to shared gaps); development of separate online resources for public-private
partnership; and learning from experiences of mature markets to target key
dimensions such as provision of value-added services and use of credit bureau
data for regulatory oversight.

1 Building publiccpri vate <capacity to enhance |l ender so
information sharing systems through joint workshops of regulators and lenders,
direct engagement with relevant stakeholders in individual economies to develop
actionable reform proposals and development of online resources for public-private
partnership in this area.

1 Advocacy for implementation of reforms in pathfinder economies through
collaboration with policy makers to build support for identified reforms in their
respective jurisdictions and follow-up workshops, with the aim of achieving
implementation of identified reforms over a two- to three-year period.
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2. Security Interest Creation, Perfection and Enforcement

A B A CO0 s-yedar wtady of the linkage between legal architecture and financing
availability, undertaken in partnership with public, private and institutional stakeholders,
has shown that providing enabling environments that incentivize lenders and investors
to meet financing needs of MSMEs requires well-defined legal systems with effective
enforcement mechanisms. Such systems provide a highly predictable environment that
reduces non-commercial risks faced by lenders and investors and leads to lower
financing costs. An important area where reforms can have a major impact on finance is
commercial law, which sets the rules governing various stages of the relationship
between lenders and investors, on one hand, and borrowers, on the other.

lllustrative of the correlations observed is the data in Figure 1 below from
cross-referencing the relative strength and predictability of the legal regime for secured
lending with the observed spreads in cost of credit. As shown, there is a strong
correlation between more robust legal regimes protecting the predictability and
enforceability of lien interests, and the greater availability and lower cost of credit. While
there are clearly other factors that influence the cost of credit, these and other studies
confirm that a statistically significant contributing factor to credit availability and
affordability is the existence of clear and predictable legal regimes.

FIGURE 1: THE LENDING LANDSCAPE IN ASIA

Opportunity Development
Unit  Indonesia China India Malaysia Korea Japan HK  Australia USA
QUANTITATIVE
Real interest rate % 5.6 6.0 4.3 4.5
Interest rate spread % 5.2 - 4.7
Lending intereste % 145 1 537122 5.1
Deposit interest rate % 93 \N 23y 75 2.1
QUALITATIVE S
Time to resolve insolvency Years 55 7Y 7.0 2.3
Credit depth of information inde (0-6) 4 .4 4
Judicary (06) 1 3 2 2
Statutory framework (06) 1 102 3 [
Regulatory contribution (06) 1, 2 1 3
Practical enforcement (06) 1 ;1 2 2
Accounting standards (06) 1 1 2 3
Corporate governance (06) 1 + 1 2 2
Debtor behavior (06) 1 2 2 2
Intercreditor behavior (06) 2 | 2 2 2
Distressed debt prof support (06) 2 12 1 3
Home court advantage (06) 1 2 2 2
Political risk (06) 11 2 2 1
Govdt mesndat Deposit rates unusually lov
because of excess liquidity

Source: Asian Restructuring and Insolvency Review i White and Case; World Bank Report on Interest Rates, 2009

Given these and similar anal yses, many of
greatly benefit from such reforms, particularly in the areas of secured lending and
insolvency regimes, which form a single integrated body of law representing the
backbone of modern commerci al | kgplaichitecyret e ms .
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in July 2013* looked at how APEC could contribute to promoting these reforms and
endorsed the Elements of a Model Code of Security Interest Creation, Perfection and
Enforcement, which ABAC submitted to APEC Finance Ministers in 2013.%

The Lending Infrastructure Work Stream is undertaking further work on this issue, in
coordination with the Trade Finance Work Stream, which has reached similar
conclusions on the importance of improved legal architecture around secured
transactions. A gap analysis of a selected group of APEC economies is presented in
Table 2.

TABLE 2: SECURED LENDING REFORM: SELECTED ECONOMY AND ISSUE ANALYSIS

Economy Issue Area Issue

China Secured Lending Improved registries and Personal Property Law (2007) but
still no domestic uniform system. Lack of precedent creates
some uncertainty on priority and enforceability.

Assignability of Unclear in absence of express consent.
Collateral
Indonesia Secured Lending Registries lack exclusivity and ease of lien search.

Uncertainty of priority and enforceability.

Assignability of Unclear.
Collateral
Japan Secured Lending Significant progress with Perfection Law (2000), but risks of

hidden liens remain owing to alternative perfection under Civil
Code. On-going reform of Civil Code targeting completion
2015. Attempting to address hidden lien issue, but some

gaps remain.
Assignability of Significant hurdle: Japan Civil Code enforces non-assignment
Collateral clauses. Reform effort attempting to address.
Vietnam Secured Lending New draft Property Law in development; significant

improvements to address lien priorities, though gaps remain.

Assignability of Unclear.
Collateral

The previously mentioned APFF Lending Infrastructure Workshop held in Shanghai also
discussed legal architecture reforms.** A key issue that was highlighted is the need of

lenders for access to clear information on pre-existing liens and on creditor s 6 r i ght s .
There is a need to address | ega‘linesommnesdt ai nt i e

™ This was the Workshop on Legal Architecture Reforms to Facilitate Finance held in Kyoto on 9 July 2013.

2 This can be accessed at https://www.abaconline.org/v4/download.php?ContentID=22611282

3 Discussants included around 60 regulators, bankers, legal experts and others together from around the region,

including the Peopleds Bank of China Credit Reference Center, th
International Factors Group (IFG). Discussions included in-depth presentations on the importance of factoring in trade
finance and overall mid-mar ket credit supply, factoring developments in China

of the new Chinese Property Law and developments in emerging economies such as Vietham and Indonesia.

* The problem of hidden liens occurs when separate systems of perfection exist under different laws within a jurisdiction,
so that even a diligent search of the perfection law registry for an assignment of claims may not be sufficient to confirm
whether there is any other prior security interest in the claims. Under these circumstances, lenders may discover after
extending a loan secured by an assignment of claims that a prior assignment under another law trumps a claim even if
[continued]
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property registration systems, and to ensure the validity of assignments of accounts
receivable notwithstanding non-assignment clauses. This underscores the crucial
impact on finance of commercial law, which sets the rules governing various stages of
the relationship between lenders and investors, on one hand, and borrowers, on the
other.

The work of APFF on security interest creation, perfection and enforcement has
involved presentations in various dialogues,* which will continue through various
discussions that it plans to conduct over the next several months. The next step will be
the outreach to economies interested in participating in a pathfinder initiative to explore
the prospects for collaboration toward the adoption of relevant commercial law reforms.

It is proposed that officials responsible for introducing commercial law reforms and other
relevant and related authorities in interested APEC economies collaborate with experts
from the private sector, law firms and academic and multilateral institutions as well as
representatives from financial (lenders) and enterprise (borrowers) sectors, including
MSMEs, to:

1 Undertake discussions on legal architecture reforms that can help expand access
of MSMEs to secured lending, drawing on the Elements of a Model Code of
Security Interest Creation, Perfection and Enforcement, UNCI TRAL6s Convent.i
on the Assignment of Receivables in International Trade, best practices and other
relevant work; and broaden engagement with expert groups, including industry
experts from trade associations such as the Commercial Finance Association (CFA)
in the USA and the International Factors Group (IFG), as well as UNCITRAL to align
efforts to promote uniform best practices and enhancement of legal architecture for
secured lending and factoring.

1 Launch a pathfinder initiative to support the acceleration of reforms in participating
APEC economies, building on recent lessons and experiences from economies
where reforms have been introduced or discussions are under way, such as in
China, Japan, and Vietnam,* and to promote technical support from private
stakeholders and multilateral institutions.

filed first in the registry.

'* |n addition to the Shanghai workshop, the work stream also made a presentation to APEC finance ministry and other
officials at the APEC Seminar on Improving Financial Services to Support the Regional Real Economy in Shenzen on
22-23 April 2014.

'8 In Japan, Civil Code reforms are currently under discussion through a panel led by the Ministry of Justice. In Vietnam,
discussions are underway in the Ministry of Justice on the new Property Law.
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B. Trade and Supply Chain Finance

The APFF orstrade and kupply chain finance benefited from the participation of
major institutions representing a broad range of sectors, including financial industry and
enterprise sector, research and multilateral institutions.*” The APEC Policy Support Unit
undertook a survey in support of this effort, which was coordinated with related industry
research. Discussions undertaken by members of the APFF Trade and Supply Chain
Finance Work Stream in several economies with various stakeholders also contributed
to the development of ideas and recommendations in this report.*

I n todaybés gl obal i-oela trade; supply chaiessand sapply chan
financeplayk ey r ol es in the deepening and
leading to growth. Trade finance is critical to support global trade flows which are
estimated at approximately USD18 trillion in 2011. According to the Bank for
International Settlements (BIS), trade finance directly supports about 30 percent of
global trade, with letters of credit involved in about one-sixth of total trade or about
USD?2.8 trillion.* Global trade flows have been materially reshaped, with intra-regional
trade growing in importance [See Figure 2.]

FIGURE 2: INTERNATIONAL TRADE IN SELECT CORRIDORS (2012)
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' The activities of this work stream are being coordinated by Mr. Boon-Hiong Chan of Deutsche Bank. Participants
include senior and experienced subject matter experts from the following institutions: Asian Development Bank, AMBank
Group, APEC Policy Support Unit, ASEAN Bankers Association, Bankers Association for Finance and Trade (BAFT),
Citibank, Centre for Strategic and International Studies (CSIS Jakarta), Deutsche Bank, DHGate, GE Capital, GTNexus,
HSBC, International Factors Group, International Finance Corporation (IFC), International Chamber of Commerce (ICC),
JP Morgan Chase, Nomura Securities Co. Ltd, Strategic Access, Standard Chartered Bank, Singapore Business
Federation, SWIFT, The Bank of Tokyo-Mitsubishi UFJ and YCH Group.

'8 These include a discussion on the APFF trade and supply chain finance agenda at the SWIFT Asia Pacific Advisory
Council (Kuala Lumpur, February 2014), a presentation on at the APEC Seminar on improving financial services for
regional realeconomyhost ed by the Ministry of Finance of the
discussion on trade finance, KYCandAMLat t he Asi an Bankerdés Summit (Kual a
on MSMEs, supply chain finance and regulations, at the APEC Senior Finance Officials Meeting (Fuzhou, May 2014)

'® Trade Finance: Developments and Issues, Committee on the Global Financial System, January 2014.
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Source: Global Trade and Export Finance: Risk Profile and Analysis 2014, International Chamber of Commerce, 2014

Production lines that were previously based only in one location are now increasingly
being deconstructed and spread across different locations to take advantage of factor
endowments. [See Figure 3.] Domestic value-added increases as more companies in
that economy participate more fully in the cross-border supply chain, for different stages
of skills and technology transfers. [See Figure 4.] Consequently, the more these
enterprises participate, the more they grow and the aggregated effects of such
participation over time lead to the deepening of the industrial base, specialization of
skills, growth and employment. The economy thus becomes more integrated into the
larger cross-border supply chain ecosystem. [See Figure 5.]

FIGURE 3: STRUCTURE OF INTERNATIONAL PRODUCTION NETWORK
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Source: Structure of International Production Network, Centre for Strategic and International Studies (Jakarta, Indonesia),
Dr Yose Rizal Damuri, 2014

FIGURE 4: ROLES OF MSMES AND LARGE FIRMS IN SUPPLY CHAINS
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Source: SMEs, Supply Chain Finance, and Regulations, PSU Study on Regulatory Issues Affecting Trade and Supply
Chain Finance and SME Access. APEC Policy Support Unit, Dr. Gloria Pasadilla, 2014
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FIGURE 5: VALUE-ADDED AND LEVEL OF PARTICIPATION IN VALUE CHAINS
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Source: Structure of International Production Network, Centre for Strategic and International Studies (Jakarta, Indonesia),
Dr. Yose Rizal Damuri, 2014

Supply chain finance primarily provides the necessary financing and liquidity to support
firmsd wor ki ng clacpeasedarisk avemsiendnsthe wake of the global financial
crisis has led to a general tightening of credit for lesser known enterprises, particularly
for MSMEs in lower tiers of global supply chains. According to an ADB survey, there is

an approximate trade gap of USD1.6 trillion globally and USD425 billion in developing
Asia due to unmet trade finance needs.®

While many factors influence trade, the long-term sustainability of financing to support
increased production, import and export levels and firmsdé access t
important factors that have been significantly affected by post-global financial crisis
dynamics. A survey of APEC economies across all firm sizes showed that lack of access

to finance is a particular concern of MSMESs. [See Figure 6.]

FIGURE 6: ENTERPRISE SURVEY OF APEC ECONOMIES, ALL FIRMS

N ‘ | S
Labor regulations  Customsand ~ Cours
admnistration instabilty trade reguitions

0. -
Accesstofinance Practicesofthe Inadequately  Tawrates  Business icensing Crime, theftand  Comuption  Transportation  Electricity Tat Accesstoland  Political

informalsector ~ educated andpermits  disorder
workforce

Enterprises in APECHSTal BMedum ¥ large

Source: SMEs, Supply Chain Finance, and Regulations, PSU Study on Regulatory Issues Affecting Trade and Supply
Chain Finance and SME Access. APEC Policy Support Unit, Dr. Gloria Pasadilla, 2014

Trade and supply chain finance involves four key issues:**

? Trade Finance Survey: Major Findings, Asian Development Bank, March 2013.

21 Global Trade and Export Finance: Risk Profile and Analysis 2014 Summary Report, Page 4, International Chamber of
Commerce, 2014.
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enabling secured and timely payments across borders;

providing liquidity and financing for the importer, the exporter or both;

enabling an effective mitigation of trade-related risks; and

facilitating the flow of information about the physical and financial flows in a
transaction.

Numerous factors affect trade and supply chain finance, including regulations and
market practices. In partnership with multilateral agencies and a diverse group of
industry participants, the APFF Trade and Supply Chain Finance Work Stream reviewed
six related areas with a view to deepening awareness of ongoing developments in trade
and supply chain finance. These areas are:

)l

Secured transactions. Secured transactions refer to any debt financing secured by
Amovable assetsod including fsadoweeer thewges
of such financing techniques by enterprises can be constrained due to costs,
including insurance coverage, gaps in security interest perfection, availability of
information on prior claims to assets, logistical challenges of managing collateral
and a general lack of collateral management companies.

Bank capital regulation. New capital and liquidity provisions in Basel Ill have been
introduced to strengthen the global banking industry and ensure its resilience to
financial shocks. These are also reshaping the landscape for trade finance across
jurisdictions, whether they are implementing Basel Il or not. Given that default rates
of key trade finance products remain low even with the growing volume of global
trade [see Table 3], it is important for regulators in the region to have a deep
understandi ng of tr ade friskiprafies and agreemgnt ontcendmon
definitions as they translate global capital standards into domestic regulatory
requirements. This is particularly needed where there is significant application of
national discretion, in order to promote consistency across jurisdictions and ensure
access of the regionbs enterprises to

TABLE 3: DEFAULT RATE BY CUSTOMERS AND TRANSACTIONS

Total customers and default rate by product, 2008-12

Product Customers Customer Customer Moody's rating
Defaults Default Rate with same
default rate20
Export L/C? 36,797 12 0.033% Aga-Aa.
Import LIC 29,098 34 0.117% Aa
Performance Guarantees 40,167 63 0.157% Aa-A
Loans for ImportExport 34,851 a4 0.241% A-Baa

Total transactions and default rate by product, 2008-12

Product Transactions Transaction Transaction
defaults default rate
Export L/C 1,250,803 42 0.003%
Import LIC 828,537 336 0.041%
Performance Guarantees 494 117 131 0.027%
Loans for importExport 1,980,642 850 0.043%

Source: Global Trade and Export Finance: Risk Profile and Analysis 2014, International Chamber of Commerce, 2014

)l

Bank de-risking or counterparty due diligence (CDD). Banks have increased efforts
to prevent financial crimes and the financing of terrorism. As banks become more
conservative in who they will transact with or facilitate transactions for, smaller
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participants and emerging economies could selectively and financially be excluded
over time.

1 Electronic supply chain management platforms. E-supply chain platforms connect
sellers with buyers, and are now taking on roles in the facilitation of financing to
MSMEst o al |l evi ate the cost of coll ateral, i S S
| oanso. Further development of these platfor
to enable a digital trade facilitation ecosystem; for example, validity of electronic
signatures, electronic documents, recovery and resolution in case of data
corruption, among others.

1 Bank payment obligations (BPOs). BPOs form part of a digital innovation in trade
and supply chain finance that seeks to increase the efficiency of working capital to
reduce enterprisesd needs for financing. Gr
desirable, with complementary developments possible in electronic shipping
documents to aid the faster release of goods and transfer of ownership. Bank
capital charges related to BPO need to be clarified.

1 Growing role of the Renminbi (RMB). As an integr al part of Chi
with a growing number of economies, the RMB is playing an increasing role in
supply chain finance and trade settlement across the region, requiring greater
awareness of the impact of policies and regulations on this role.

Three of the above items (secured transactions, bank capital regulation and bank

de-risking or CDD) are related to potential financing inhibitors while the other three

(essupply <chains, BPOs and the RMB) are related
access to working capital can be made more efficient with innovations in financing

technologies. A common thread that runs through the consideration of these various

factors is the need for effective dialogue between policy makers®* and the private sector,

which informs the following analysis and proposed action plans:

1. Secured Transactions

Domestic or cross-border trade and supply chain finance is typically based on movable

asset collateral such as accounts receivable and inventory. This is particularly so in the

case of MSMEs, where assets are secured against financing. However, across APEC

economies including some developed ones, the legal and institutional framework that

supports secured financing is not wholly conducive to such types of financing. Key

issues that need to be dealt with include:

1 the need for comprehensive legal frameworks for secured transactions;

1 the need for central electronic registries to consolidate registration of security
interests in all movable assets that are used in jurisdictions for financing;

1 inadequate knowledge and skills within economies to structure and monitor modern
movable asset financing transactions; and

1 underdevelopment of supporting services such as collateral management
companies and credit enhancement service providers.

To illustrate this point, it may be useful to consider that a centralized system for
registering security interests or security rights, such as those in China and the USA,

%2 These policy makers would include global standard setting bodies such as the Financial Action Task Force (FATF) and
Basel Committee for Banking Supervision (BCBS), banking regulators and supervisors and ministries of finance, law and
trade.
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helps lenders and purchasers of accounts receivable assets to check and register their
claims. Where existing claims and priorities exist, security interests and rights priority
agreements can be executed between the enterprise pledging the assets and the
financier or purchaser of the assets to ensure clarity and legality of receivables
ownership.

Presently, Australia is instituting a registry similar to the US Uniform Commercial Code
system. The notice of assignment (NOA) is the prevailing perfection methodology in
other jurisdictions, with the form of notice (electronic or paper) and requirements of
acknowledgment (whether provided or not) varying across jurisdictions. Importantly, the
concept of clawbacks in some jurisdictions that allow perfection for receivables
purchased to be nullified within any time prior to bankruptcy dilutes the confidence of
lenders in this financing technique.

These issues constrain the confidence of lenders, increase the costs and complexity of
risk mitigation, inhibit the development of a knowledgeable borrower base and hinder
the growth of trade finance. Where development of the secured transactions industry
remains uneven, for example, assets may be pledged for financing but the lack of a
central electronic registry to record all claims on all movable assets preserves the
potential for fraud and thus poses a barrier for legitimate borrowers to access finance.

To address these issues, relevant policy makers are encouraged to collaborate with the

industry to:

1 identify and facilitate the introduction of reforms to develop appropriate and
regionally consistent legal frameworks and guidelines governing secured
transactions with a view to facilitating the growth of trade finance products that
require perfection of security interests over movable assets;

1 develop centralized electronic registry systems that record all movable assets on a
consistent basis across APEC member economies involved in similar types of
global supply chains; and

1 design initiatives for the training and development of key participants in the movable
asset financing industry especially in emerging markets.

2. Bank Capital Regulation

Various adjustments to Basel Il capital and liquidity standards made over the past four
years have significantly addressed unintended consequences affecting availability and
cost of trade finance.”® However, there are still remaining issues that especially affect
emerging markets and continue to be the subject of discussion.”* Also, given that the
interpretation and implementation of standards are subject to national discretion, lack of
coordination among regulators can lead to divergences in implementation and
competitive distortions in the banking industry and the cascading onto businesses of
operational, cost and pricing effects that will have disproportionately negative impact on

% These include the January 12, 2014 decision of the BCBS to apply the standardized approach credit conversion factor
(CCF) for off-balance sheet instruments for the leverage ratio, the waiving of the one-year maturity floor for letters of
credit and the revision of the outflow rate (now reduced to a low 0-5 percent) for trade finance in the liquidity coverage
ratio.

*These include the Asset Value Correlation multiplier,
ot her corporate pr oduct dsksprofiles, ksl levied ansaqditiona 1.25% eapitdl sufchaege ann t
interbank trade finance-related credit exposure. This can restrain trade finance-related exposures between financial
institutions especially to more modest sized banks in emerging markets, impacting liquidity. The Net Stable Funding
Ratio is another issue that affects liquidity
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MSMEs.

Global harmonization of interpretation and implementation of relevant capital and

liquidity standards, including recent improvements, together with continued reviews of

outstanding matters, would be critical to the availability and affordability of trade finance

by end-user enterprises engaged in global and regional trade and supply chain activities.

Coordinated implementation by bank regulators across the region6s emer gi ng mar ke
will be needed in order to ensure, subject to market risks and factors, the availability of

affordable trade finance products that will enable the expansion and deepening of

supply chains with greater participation of MSMEs.

To promote deeper understanding by regulators of the impact of capital and liquidity
standards and their implementation on trade and supply chains in the region and
facilitate effective and regionally consistent implementation, it is proposed that bank
regulators and relevant policy makers participate in APFF dialogues with banking and
supply chain finance experts and practitioners and representatives from relevant
industry associations.?®> Key issues that need to be discussed include the following:

i adoption across the region of the one-year maturity floor waiver to include all
short-term, self-liquidating trade finance products;

9 application of the Liquidity Coverage Ratio (LCR) with respect to monies due from
trade financing activities with a residual maturity of up to 30 days, whether to be
taken as 100 percent of inflow or current assumed 50 percent inflow;

1 application of the LCR with respect to the use of the outflow rate of O percent as
allowed by BCBS;

T clarification and application of the treatment of correspondent banking operational
accounts in relation to the assumed outflow rate under the LCR (which is important
to avoid penalizing operational cash flows);.

1 evaluation and discussion on a separate Asset Value Correlation (AVC) curve for
trade finance, and of certain transaction-related guarantees including standby
letters of credit in relation to their credit conversion factor under the standardized
approach (where active participants in the APFF such as the International Chamber
of Commerce and BAFT have embarked on a trade finance product definition
standardization initiative that can play important roles); and

1 evaluation of the impact of the Net Stable Funding ratio and BPO under Basel lll.

3. Bank De-Risking (Counterparty Due Diligence)

The availability of trade finance and the ability of banks to facilitate cross-border trade
transactions through different banks across jurisdictions are important factors that
support global supply chains. Simultaneously, banks are also increasing efforts to
prevent financial crimes and financing of terrorism with increased due diligence
requirements. However, heightened compliance and risk assurance requirements on
banksd counterparties, jurisdictions and user s
banks -tioskKa-bankddérom existing trade relationst

This can pose a concern to smaller banks and those based in emerging markets. Trade
counterparty banks that facilitate underlying client transactions without a full
correspondent banking relationship are facing rising counterparty due diligence

% For example, the International Chamber of Commerce (ICC) produces a publication on Global Trade and Export
Financeds risks profil e dalhigksanddefautt @daiathat caa coatribytestdo discussionshi st or i
APFF.
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requirements and costs. The combination of increased requirements, lack of globally
consistent standards, costs of due diligence and risks of significant fines distorts
risk-return profiles and constrains b a n kabilily to maintain multiple counterparty
relationships, particularly with those in emerging markets. In many cases, exited
counterparty banking relationships are unlikely to be resumed in view of compliance
issues.

One important consequence of these trends is that MSMEs participating in global
supply chains can find access to finance more challenging as they rely on their local

banks, which are constrained in facilitating money transfers and facilitating trade finance.

The enterprisesd modest size and relati
be adopted as direct clients by larger banks. The impact on Asia-Pacific markets can be
gradual but no less important considering the mix of economic developments and
growing intra-regional trade flows.

It is recommended that Asia-Pacific policy makers, regulators, banking, financial

industry and supply chain finance experts and practitioners as well as representatives

from global standard setting bodies including the FATF and BCBS collaborate to:

1 develop commonly accepted base-level CDD standards providing greater clarity
that banks can use to establish transaction-only relationships with counterparties;

1 consider, discuss and endorse a regional/APEC study on the impact of heightened
compliance standards on global trade flows with MSMEs and emerging markets as
a focus; and

T explore and strive for adoption of effective approaches to enhance the compatibility
of combating financial crimes with the expansion of global trade and economic
development.

4. Electronic Supply Chain Management Platforms

Electronic supply chain management platforms or e-supply chain platforms connect the
actors of a trade: manufacturers, suppliers, buyers, logistics firms, banks and other
service providers. Through ubiquitous secured internet connection, these platforms help
to increase the visibility of various tiers of suppliers, improve costs and promote efficient
linkages among interested parties and stakeholders.

These platforms capture important information such as purchase orders, accounts
receivables and inventory information and payments. As such, an important value of
these platforms lies in its record keeping abilities that make the performance of
borrowers transparent to lenders and thus facilitate supply chain financing for MSMEs.

An example of such a platform is provided by DHGate, a Chinese company that offers a
micro-loan program (A L olayn P ur c h a $te MSMEglirecoaperation with domestic
banks. Once approved merchants receive purchase orders from buyers and shipment is
arranged, they can apply for micro loans (up to 80 percent of the value of the order)
through the platform. Real-time verification and assessments are made on the purchase

order, taking into consideration the merchants:

risks, and information is passed to participating banks. The entire process typically

takes about 30 minutes. The platform monitors t he pur chase order

performance until it is fulfilled. Targeted at growing MSMEs, it facilitates short-term
financing to merchants with growing and stable businesses. No physical collateral is
involved and banks take on the performance risks of the merchants.

The increasing digitalization of trade activities and its related traditional documentary
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evidence requires an appropriate legal and regulatory framework to promote its visibility,
sustainable development, legal clarity (e.g., to deal with issues arising from data
corruption and data privacy) and the validity of digital authentication (e.g., the use of
digital signatures). For some digitalized trade finance product like BPOs, bank capital
treatment under Basel Ill also needs to be clarified to ensure fair treatment.

To facilitate the expanded use of electronic supply chain management platforms that
can help bridge financing information requirements across borders in support of global
supply chain activities, it is proposed that representatives from government responsible
for relevant trade, legal and financial matters, electronic supply chain platforms,
enterprlses and banks undertake discussions to:
identify key requirements for a digital trade enabling environment;
develop ways to promote the participation of government agencies and
government-linked companies in electronic platforms with their selected suppliers
to promote financing to MSMEs; and
evaluate the implications of data confidentiality and data privacy rules in relation to
cross-border transactions that e-supply chain management platforms can engage
in and recommend steps to address challenges.

5. Bank Payment Obligation (BPO)

Bank Payment Obligation (B P O) is an irrevocable undertakin

bank to the sellerds bank to pay the se
matched electronically. It is a working capital management tool that reduces the time
required and potential delays that are often associated with physical document-based
trade finance, benefiting both importers and exporters. Costs associated with physical
document discrepancies are eliminated, leading to early settlement and a freeing up of
working capital. It gives enterprises, especially MSMEs, a technology-based working
capital management tool that provides efficiency with the certainty of a bank payment.
However, BPO is relatively new and greater awareness of its uses and appropriate
ways of regulation is needed to promote its wider use in the region.

It is proposed that relevant public and private sector bodies jointly undertake activities
to:
1 evaluate Basel Il implications and what should be appropriate for BPO; and

1

uses of BPO and BPO-related working capital management techniques through the
involvement of industry experts, potential users, bankers and other stakeholders.

6. Use of RMB in Cross-Border Trade Settlement

Since 2009, the volume of cross border trade settlement in RMB has continuously
grown. As of May 2014, RMB ranks second among currencies used for documentary
trade messages and seventh globally for inter-bank payments flowing through SWIFT.
Around 16 percent of China 6 s  tvalued a about USD730 billion, is currently settled
in RMB. By 2020, RMB settlement is forecasted to grow to over USD 3 trillion.*

For enterprises across the region, the RMBO #mportance in facilitating working capital
management is growing. China is now involved in half of all intra-Asia trade, and the

% Standard Chartered Bank, The Renmi nbi 6 s(Glabal RéseachiThe Reemjinbi Insider, 4 November 2013),

(https://research.standardchartered.com/configuration/ROW%20Documents/The Renminbi%E2%80%99s 2020 _odyss
ey 03 11 13 21 54.pdf).
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trade corridors between China and a number of jurisdictions including Hong Kong,
Singapore and Australia are rapidly expanding.?’ [See Figure 7.]

FIGURE 7: RMB PAYMENTSO EVOLUTION: CUSTOMER INITIATED AND
PAYMENTS (INBOUND+OUTBOUND TRAFFIC, BASED ON VALUE)
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The cross-border usage of RMB is expected to grow in line with progress of financial
liberalization and reform that Ch i n gofesnment plans to undertake. Continued
devel opment fimafcial @tustny ard sndustrial base would likely result in
expanded use and roles of the RMB in the Asia-Pacific and China-related trade
corridors. Enterprises across the region will need to consider the benefits of invoicing in
RMB, while policy makers need to consider its implications for their broader economy.

It is proposed that regulators, central banks, commercial banks and industry participants

including enterprises collaborate to:

1 undertake and facilitate market education on the uses of RMB and RMB-related
working capital management techniques and promote the inclusion of this issue in
trade promotion agenciesd educational

1 undertake and support regular public-private sector dialogues to facilitate RMB
liquidity and constant exchanges of information on related developments such as
those related to commodities and mutual fund recognition among others.

2" SWIFT, RMB Tracker, May 2014
(http://www.swift.com/assets/swift com/documents/products_services/RMB_Slides_May2014 final.pdf).
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C. Capital Markets
Well-functioning capital markets are important for a variety of reasons:

They provide a safety valve when bank lending is constrained. By directing surplus
funds to productive opportunities, capital markets can help create a diverse menu of
saving and investment options across levels of risks and maturities. As a result, a
better-developed market can facilitate direct financial interactions among
households, firms, banks, and governments. This process creates an important
safety valve in the system for instances where banks are constrained to lend.

They promote competition in financial services. In many emerging and developing
economies, banks are the primary source of financing. Development of capital
markets as alternative sources of finance will enable the allocation of capital to be
decided by a wider range of market participants and promote competition.

They increase market discipline regarding capital allocation. Economies with
sizeable capital markets, which are less reliant on banks, benefit from the discipline
of market forces on credit decisions and risk assessment, which increases the
efficiency of financial intermediation, and may also reduce the likelihood of market
distortions.

They provide strong market-based signals. The financial system plays an important
role in collecting, aggregating and conveying information to savers with excess
resources to select investment projects. In addition, a more developed system can
enable investors to continue monitoring the use of their funds, ensuring they remain
productive. In this process, capital markets can serve a number of functions,
including increasing liquidity and deepening the secondary market.

They provide avenues for infrastructure financing. Well-developed capital markets
in the region will enable its economies to meet their infrastructure financing needs.
The ADB estimates that ASEAN economies will require USD60 billion for
infrastructure yearly for the next decade.” The creation of robust bond markets with
supporting accounting and insolvency regimes will attract both domestic and
international investment for these needs, especially as global regulatory
developments are likely to constrain the ability of banks to finance long-term
projects owing to higher capital and liquidity requirements. Well-functioning capital
markets therefore can be an essential component of meeting these infrastructure
financing needs in the years ahead.

Although well-developed capital markets have clear benefits, these advantages are
unlikely to be realized without support from public policy. In the absence of appropriate
government regulations, macroeconomic stability, a sound legal framework and the
availability of high quality information, the capital market simply cannot function well.
Public policy can help supply a stable macroeconomic environment, supported by
appropriate economic reforms.?® A market that runs according to understandable rules
and predictable oversight is one in which participants more willingly engage.*

% Based on http://www.adb.org/news/adb-ie-singapore-launch-ppp-initiative-infrastructure-development-asean.

# Aspects of a macroeconomic package may include measures that control inflation, reduce the size of the current
account deficit, stabilize output, and promote long-term growth and investment.

* Areas such as bankruptcy, tax and accounting are of particular relevance.
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Increasing the availability of information facilitates healthy scrutiny and analysis by

market participants and reinforces confidenceinthemar ket 6s i ntegrity.

The development of deep, liquid and integrated capital markets in the region is a
complex undertaking that will take considerable time to accomplish. While a number of
initiatives are already being undertaken by various institutions and organizations to
achieve this goal, there is scope for accelerating the process through greater private
sector involvement and collaboration with public institutions. The APFF focuses on a
few key areas where such involvement and collaboration in concrete undertakings can
S|gn|f|cantly contribute to progress. These are:

development of classic repo markets;

developing legal infrastructure for risk mitigation in capital markets;

improving the availability of information for capital market investors; and

promoting regulatory mutual recognition, focused on supporting the Asia Region

Funds Passport initiative.

1. Development of Classic Repo Markets

The devel opment of |liquid, deep, nAcl assi

the deepening of the regiond s c api t and theneeal kcenbray.** Repo markets
support the real economy by:
increasing liquidity in local currency bond markets, which in turn can enhance
institutional investment in longer-term assets such as infrastructure;
expanding the pool of available finance, which improves the ability of financial
institutions to meet financing needs through capital markets and thereby extends
investment horizons;
countering the reduction in market liquidity due to regulatory changes;
mobilizing collateral regionally, which supports healthy credit market activity;
providing creditor and investor protections to improve investor confidence and
broaden institutional investor participation in regional markets;
reducing funding costs for governments, pension funds, asset managers and
other long-term investors;
developing market infrastructures that are necessary to serve the real economy;
and
offering hedging tools which contribute to risk management.

Thus, integrating bond and repo markets in the region would help improve access to
funding pools. They would support the development of local currency bond markets,
bond futures markets, and OTC derivatives markets. They would also encourage
retention of regional savings for regional investment.

However, the development of classic repo markets in the region has been impeded by a
number of factors, including: (a) statutory liquidity ratios which lock up government
securities and reduce market liquidity; (b) the perceived post-GFC risk profile of repo
markets; and (c) divergent legal and market characteristics across the region, including
the use of the pledge repo model in some Asian markets, which hamper critical market

* Sound classic repo markets support primary markets, improve secondary market liquidity, allow for hedging
mechanisms including the use of multiple trading strategies and are prerequisites for the development of bond futures
and OTC derivatives markets. They broaden funding markets and serve as fundamental links between money, bond,
futures and OTC derivatives markets.
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functions® that classic repo systems engender.*®

Although reforming legal and regulatory frameworks may be challenging, such
protections in the legal framework are a necessary component of building investor
confidence in repo markets. For example, according to analysis by the Bank for
International Settlements:

When financial institutions engage in repos with each other [in certain Asian
jurisdictions], lenders often impose rather strict credit limits on their counterparties,
thus behaving as if the transactions were not truly secured. This phenomenon
seems to arise from master agreements and legal frameworks that fail to ensure
that the lender will in fact be able to take possession of the collateral in the event of
default.*

Accordingly, undertaking legal and regulatory reform is an essential and foundational
component of establishing well-functioningfic|l assi c0 repo markets that
economy.

It is important for the public and private sectors to work together to address this issue,
because the impediments to developing a cross-border classic repo model span policy
and regulatory issues, as well as market conventions and regional best practices. Asa
result, it is imperative to bring together both public and private stakeholders to: (a)
identify key impediments; (b) tailor international best practice to local markets for
appropriate implementation of these initiatives; and (c) undertake reforms to legal and
regulatory frameworks that are essential to create an enabling environment for repo
markets.*

To promote the development of classic repo markets, the Repo Market Sub-stream*
undertook a gap analysis of the current repo market landscape in Asia in comparison to
international best practices for repo market functionality.* The gap analysis yielded the
following identification of eight major impediments and current situation,
recommendations and the key stakeholders who can play critical roles in addressing
these issues:

2 These include the ability of market participants to use bonds they hold for further repos, covering short positions,
securities lending, collateral and other additional purposes, which is not possible because the bond title is not actually
transferred as part of the agreement under the pledge repo system, unlike in classic repo systems.

¥ One consequence of this situation is that repo transactions in Asia remain of relatively short duration, with as much as
85 percent being pledged as a security without involving any title transfer, meaning they are not functioning as true repos.
In addition, unstable repo rates in many markets make it difficult for market participants to price risk accurately and trade
interest rate swaps based solely on short-term repo fixings.

% Eli Remolona, Frank Packer, inter alia, Local currency bond markets and the Asian Bond Fund 2 Initiative, January
2012, https://www.bis.org/publ/bppdf/bispap63f.pdf, page 46.

% Ibid.

% The work of this sub-stream is being coordinated by Mr. Mark Austen and Ms. Rebecca Terner Lentchner of ASIFMA.
Participating institutions include: ADB, AFMA, ANZ, BNY Mellon, Barclays, Citi, Clifford Chance, Deutsche Bank,
Euroclear, Goldman Sachs , HSBC, ICMA, ING, JSDA, Morgan Stanley, Standard Chartered, UBS, and US Department
of the Treasury.

¥ These include market infrastructure, collateral management, confidentiality, short-selling environment, fail policies,

price discovery, standardized documentation (Global Master Repurchase Agreement), accounting and tax policies and
investor protection, including close-out netting and prohibitions on cherry-picking of assets.
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TABLE 4. REPO MARKETS: KEY ISSUES, RECOMMENDATIONS AND STAKEHOLDERS

Impediments and Current Status

Recommendations

Stakeholders

1. Legal architecture

Enforceability of repo contracts,
investor protections, and bankruptcy
procedures vary due to divergent legal
treatment and judicial interpretations
across jurisdictions.

Ensure legal frameworks reflect the

underlying characteristics of repo
agreements  (such as the full
ownershiptr ansf er of as
reposo) .

Il ncorporate prote

rights during bankruptcy or insolvency
proceedings (such as those reflected

in t he 2011 GMRA)
bankruptcy laws.

Move towards adopl
repoo mra wRieh t the ibuyer

maintains rights to use assets and
netting rights in the event of a
counterparty default.

Share information with securities
regulators and judiciaries  on
repurchase agreements and the legal
contracts that underpin them.

Legislative/policy/legal
experts;

Judiciary for necessary

reforms or
interpretations to
bankruptcy and

insolvency regimes;

Banking/securities
regulators; and

Multilaterals such as
t he Wor |l d
handbook (s
Mar kets, o M

2. Divergent legal constructions of
repo markets

Harmonize legal constructions of repo

Legislative/policy/senior

Regional differences in the legal | transactions to enable the full | officials/legal
constructions of t| ownership transfer of title, as well as | experts/academics; and
Repobo VsS. ABuy a| netting and close-out rights during o

APl edge, O and fi B g periods of insolvency or bankruptcy. Judiciaries.

models).

3. Market infrastructure

Lack of pricing feeds, and | Review electronic platforms (i.e. to | Financial Market
linkages/interoperability between | improve real-time price discovery | Infrastructures (CCPs,

securities depositories and settlement
systems across the region inhibit
transparency and encumbers asset in
domestic markets.

access); and

Improve interoperability of key market
infrastructures, such as linking
onshore and offshore repo markets at
ICSDs, CSDs, and Securities
Settlement Systems to enable
cross-border mobilization of assets.

CSDs, TRs, etc.);
Global custodians;

Commercial data

providers;
Data vendors; and

Technology, information

and securities
regulators.
4. Market conventions and
industry best practices
Adopt  industry  best  practices | Trade associations,
Divergent market conventions and | regarding documentation of | such as ICMA, JSDA,
industry practices for: repurchase agreements and collateral | AFMA, ISDA, and
collateral management; arrangements (such as the 2011 | ASIFMA,
. GMRA);
management of tri-party repo ASIFMA Repo Best
platforms; Employ standardized best practices | Practice Guide and
data issues (such as flows and | for data management and trade | Repo Market
messaging); communications (such as messaging
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risk management and leverage;
and

interoperability of key market
infrastructures; among others.

codes);

Upgrade risk management practices
to international best practice; and

Adopt international standards for flows
and messaging, settlement timing,

inter alia, which will enhance
interoperability of market
infrastructures.

Workshop;

| CMAOG s
document ; and
Eurocl ear 6s
fiUnder st and
and Repo Ma

5. Liquidity issues

Liquidity is impeded by:
. underdeveloped local currency

(LCY) bond markets and lack of
pricing benchmarks;

limitations to utilize bond holdings
in the repo market;

restrictions on foreign investor

Strengthen LCY bond markets and
use them as eligible collateral.

Collaborate with Asian central banks
to establish cross-border collateral
arrangements to increase pool of
eligible securities to be traded across
borders.

Monetary authorities;

Financial regulators;
and
Political or

administrative
authorities  concerning

participation; trade and investment

insufficient eligible liquid assets to Issues.

be traded across borders; and

market practice of holding assets

to maturity.
6. Restrictions on currency

convertibility and repatriation

Liberalization of such controls is | Monetary policy

Restrictions on the amount of currency | necessary to promote cross-border | officials;

that can be remitted or repatriated
would reduce market access and
participation, thereby constraining the
development of a cross-border repo
market.

trade and settlement in LCY bond and
repo markets.

Treasury officials; and

Central Banks.

7. Tax treatment

Withholding taxes, transaction taxes
stamp duties, and others may increase
costs and decrease liquidity.

Harmonized tax treatment,
exemptions and double taxation
treaties should be considered for repo
market participants.

Tax authorities;

Government  Officials;

and

Legislative/policy
experts.

8. Market access issues

Restrictions on foreign investors or
registration requirements for foreign
investors may deter market
participation, impede the development
of a cross-border repo market, and
reduce liquidity.

Liberalize market access for foreign
financial institutions across the region
to enhance participation, diversify the
investor base, and increase market
liquidity.

Financial regulators;
Treasury officials;

Political or
administrative
authorities  concerning
trade and investment
issues; and

Legislative/policy
officials.
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Based on this gap analysis, the sub-stream developeda f r amewor k f or
Practice Gui de f ¢see AAnex BfjrandMa oultire fos adworkshop to
pilot the classic repo roadmap for stakeholders from the public and private sectors in
interested Asian jurisdictions [see Annex C*]. The Asia Securities Industry and Financial
Markets Association (ASIFMA), which took the lead in initiating the Repo Best Practices
Guide and the Repo Markets Roadshow template, offers to coordinate the
implementation of the next steps.

As next steps, it is proposed that:

- experts from industry and public sector continue to collaborate in developing and
refining the Repo Best Practices Guide for Asian Markets;
policy and regulatory officials in the region, as well as academics and experts from
multilateral institutions collaborate with industry to share information on findings of
repo market best practices and key recommendations for adoption in Asian
markets;
relevant public and private sector stakeholders develop and host a roadshow and
workshops to disseminate best practices in Asian jurisdictions in which regulatory
interest has been expressed;" and
relevant stakeholders, especially industry practitioners, develop and incorporate
operational best practices, including collateral management, management of
tri-party repo platforms, data issues, risk management leverage, and
interoperability of key market infrastructures, among other themes.

2. The Importance of Legal Infrastructure as Risk Mitigant in Capital Markets

Over the counter (OTC) derivatives play critical roles in capital markets, as they are
used by firms to manage balance sheet liabilities and cash flows as well as hedge
various economic risks, including interest rate and foreign exchange risks. A number of
new regulations introduced to improve transparency, mitigate systemic risk and prevent
market abuse are changing the landscape for these instruments, including in ways not
intended but posing challenges in terms of their impact on hedging costs, bid-offer
spreads and ease of trading. Emerging Asia faces additional risks of growing
fragmentation with the emergence of a multiplicity of clearing systems handling
relatively small transaction volumes.

The substream dealing with these issues® aims to help policy makers and regulators
identify and address key issues that affect the effectiveness and connectivity of OTC
derivatives clearing houses in the region. An important focus of this work is the legal and
documentation infrastructure required to support safe, efficient markets. Contractual
legal certainty and protection of collateral rights are vital building blocks that allow
capital markets to facilitate capital investments, extend credit and provide business risk
mitigation hedging tools. Key issues revolve around three areas: (a) legal netting

% This was achieved through the collaboration of private industry, including representatives from the Repo Best
Practices Committee of the Asia Securities Industry and Financial Markets Association (ASIFMA), financial industry
associations such as the Australian Financial Markets Association and the Japan Securities Dealer Association, financial
service providers, custodians and law firms, as well as governmental and multilateral stakeholders.

¥ https://www.abaconline.org/v4/download.php?Content|D=22611892

40 https://www.abaconline.org/v4/download.php?ContentID=22611893

“! The preliminary list of interested economies includes China, Indonesia and the Philippines.

2 The work of this substream is being coordinated by Mr. Keith Noyes of ISDA.
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infrastructure, (b) protection of collateral interests, and (c) margining of non-cleared
derivatives.

Legal netting infrastructure

CPSS-l OSCO6s April 2012 dPrinciples®”éxpdty Fi nanc.i
recognizes that, in the event of a default, clearing houses must be able to close out

positions with a defaulting clearing member on a net rather than a gross basis. The

legal infrastructure that makes this process, called close-out netting, possible is one

of the most important risk reduction tools in modern financial markets.

As studies® make clear, OTC derivatives are a vital tool for corporations hedging
their idiosyncratic business risks. The same close-out netting concepts also underpin
the risk management of these important financial tools, which include such end user
hedging products as FX options, cross currency swaps and inflation swaps that
cannot currently be centrally cleared and repo markets (important for working capital
financing and the development of corporate and government bond markets). The risk
redu%ion efficacy of close-out netting is substantiated in numerous reports each
year.

However, there are many economies within APEC where ambiguous laws or
resolution powers create the need to manage all counterpart exposures on a gross
basis. This has several adverse effects:

I Some clearing houses may not be recognized as CPSS-IOSCO compliant and
resulting Basel Il capital charges could make them more costly than bilateral
OTC trading. This runs counter to the G20 commitment to move standardized
OTC activity to central clearing.

1 For cross border trading, counterparties from netting enforceable jurisdictions will
have an advantage over those from netting unenforceable jurisdictions since they
can trade in higher volumes with lower counterparty credit reserve adjustments
required.

1 In counterparty default scenarios, lack of netting certainty exposes the
non-defaulting party to market movement risk that has the potential to become
systemic in nature.

This makes it important for APEC jurisdictions that do not have statutes providing

netting certainty to consider revisions to their bankruptcy code or introduction of

netting statutes. The ISDA 2006 Model Netting Act“® provides a template for
jurisdictions considering such risk management enhancements to their financial
markets. Where it is viewed as desirable for an insolvency regime to impose a stay

period to affect resolution, it becomes advisable for jurisdictions to adhere to the
Financi al Stabil ity thHatthe mdxinsm stag pedochsheutdeaat t i o n
exceed 48 hours.

* See www.iosco.org

* These are Size and Uses of the Non-Cleared Derivatives Market and The Value of OTC Derivatives: Case Study
Analysis of Hedges by Publicly Traded Non-Financial Firms Both published on April 9, 2014 by ISDA,
http://www2.isda.org/functional-areas/research/studies/

* See US Office of the Comptroller of the Currency
http://www.occ.gov/topics/capital-markets/financial-markets/trading/derivatives/dg210.pdf Page 16..

4 hittp://www2.isda.org/functional-areas/legal-and-documentation/opinions/
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Importance of protecting collateral interests

Collateral is widely used as a credit risk mitigation tool and plays an important role in
such areas as working capital funding for SMEs, letters of credit for trade finance and
the trading of financial hedging instruments. Collateral, also known as margin,
likewise plays a critical role in the safe functioning of clearing houses for OTC
derivatives.  Collateral is commonly exchanged between counterparties either
through title transfer (e.g. direct transfer of cash, financial securities, etc.) or a security
interest form (e.g., charge, receivables financing, pledging of financial securities,
etc.).

Collateral re-use is very common across the industry and is of importance in both the
reduction of collateral funding costs and ensuring that the global supply of high quality
collateral assets is not overwhelmed by demand, thus driving up prices for such
assets. The practice of collateral re-use involves the re-pledging/re-delivery, sale,
investment, or other contractually-permitted use of collateral received by a party. All
collateral received under title transfer forms of collateral agreement has the intrinsic
property of being re-usable, because title to the asset has been transferred from the
collateral provider to the collateral taker at the point of delivery of the collateral.
Around half of the collateral in the OTC derivatives market, in addition to the repo
markets, are taken in the form of title transfer. Collateral received under security
interest forms of collateral agreement may have the right of re-use (called
Airehypothecationo, e. g., | SDA Credit Support
re-use unless the parties specifically remove it) subject to local law restrictions.

Collateral rights require enforceable legal protections. When it comes to a title transfer
arrangement, netting enforceability as discussed above is an important first step for
collateral enforceability in financial contracts as it allows collateral to be used as an
offset against monies owed by the defaulting party. However, there are many
jurisdictions where there is a risk that upon bankruptcy, collateral taken under a title
transfer arrangement could be re-characterized as an asset of the estate of the
defaulting party and claimed by other creditors. This lack of legal certainty reduces
willingness to take collateral under a title transfer arrangement.

As to assets taken under a pledge, many emerging markets in Asia do not provide
robust legal protection to creditors. Further, in some jurisdictions, the local securities
law does not support marking-to-market of collateral which is essential to any type of
financi al transacti ons and-use thecollateral is oferd part yo
limited.*” All these factors reduce the value of collateral taken under a pledge. The
weak collateral enforceability acts as a drag on the ability of banks to finance both the
business growth and risk management needs of dynamic sectors of the economy.
This same issue exists for both cleared and uncleared derivative transactions. All of
these underscore the importance for jurisdictions of having robust legal infrastructure
to protect coll ateral takeradlaberak i ghts to facild.i

Margining of non-cleared derivatives

On September 2, 2013 BCBS-IOSCO published Margin requirements for
non-centrally cleared derivatives.”® Under these guidelines and subject to various

" In many civil law jurisdictions (e.g., China and Korea), a secured party is not allowed to sell, rehypothecate, transfer or
otherwise dispose of the pledged assets except upon default of the pledgor on the secured obligation.

8 http://www.bis.org/publ/bcbs261.pdf
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