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Introduction

1. As the new century dawns, there can be no task more urgent for the United
Nations than that fixed by the Millennium Summit, of rescuing more that one billion
men, women and children from “abject and dehumanizing poverty”. At that Summit,
Governments also agreed that the benefits of globalization — faster and more
sustained growth, higher living standards, more employment and large human
dividends from advances in technology — require concerted action, at both the
national and international levels, and cannot be left to the operation of market forces
alone. Rather, globalization and its accompanying market energies must be guided
and harnessed to become inclusive forces for sustainable, people-centred
development. In this effort, Governments, international organizations, private
entities, and civil society all have a role to play, in a spirit of true partnership.

2. The opportunity for a detailed discussion in the United Nations on financing
for development is a historic one. Tectonic shifts have taken place in the world of
finance in the 1990s which are having a major impact on development worldwide.
Many parameters have changed and old assumptions are no longer as relevant.
While the new global environment has benefited a significant number of countries
and created opportunities for faster growth and improvements in standards of living,
public perspectives increasingly focus on the negative impact of globalization.
International cooperation for development is adapting all too slowly to the shape of
our changing world. Shared objectives of the global community are to sustain
economic growth, integrate those who have not benefited from globalization while
maximizing the opportunities it offers, and make easier the task of poverty
eradication. In this and in other areas, such as emergency humanitarian assistance
and the provision of “global public goods”, the availability of finance for public and
private purposes is crucial.

3. Development depends on many factors, and a series of United Nations
conferences have outlined a framework of goals and objectives, sectoral policy
paradigms, and a commitment to build capacity for development and promote
technology transfer and new and additional finance for development. All of this
constitutes an agreed programmatic framework that was also synthesized in the
Agenda for Development adopted by the General Assembly in 1997 (resolution
51/240, annex). More recently, a set of key development and environmental goals
derived from these United Nations conferences was endorsed at the highest level at
the Millennium Summit (see General Assembly resolution 55/2). The primary
resource for development is the great untapped reservoir of human creativity and
talent of the people of the developing countries themselves; the release of this
human potential requires investment in education, infrastructure, public health and
other basic social services, as well as in production for the market. The high-level
event on financing for development is not meant to revisit the goals and content of
development — its primary purpose should be to address the need for finance to
meet these developmental needs.

4. The link between the world of finance and the world of development is
primarily through the savings-investment mechanism. In 2000, it is expected that the
world will have saved and invested about $7.5 trillion, a substantial part of which
was mediated through domestic financial markets. The net transfer of resources
from capital-surplus to capital-importing countries was of the order of $450 billion,
about three quarters of which was absorbed by the United States, although the gross
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flow across national boundaries is significantly higher. For instance, the daily
turnover in foreign exchange markets is now estimated at over $1.5 trillion.

5. The share of developing countries in global investment was around 23 per
cent, or $1.7 trillion in all, in 2000. A small part of this investment is normally
financed by net flows from abroad — both in terms of concessional official flows
and private/non-concessional flows — although in 2000, owing partly to continued
retrenchment from crisis countries and reduced borrowing needs of oil-exporting
countries, there was a net transfer of financial resources out of developing countries.
The principal trend in this regard during the 1990s, however, was the growing
importance of private flows — though mainly to a small group of developing
countries — and, until recently, the stagnation in official development assistance.
Another major defining feature of this period was the vulnerability of developing
and transition economy countries that received large amounts of private flows to
crises of confidence and sudden reversals of resource flows. The peso crisis in
Mexico in 1994/95 and the series of financial crises that affected Asia, Latin
America and the Russian Federation in 1997 and 1998 are examples.

6. The trends in official development assistance (ODA) during the 1990s were
particularly troublesome. They have come at a time when ODA should have gone up
substantially because: (a) a clear programmatic basis for development cooperation
was put forward in a cycle of major United Nations conferences, (b) more
developing countries undertook major reforms in economic and political
governance, and (c) the fiscal situation in donor countries improved significantly
and inflationary pressures were reduced.

7. The high-level event on financing for development can also be seen as part of
the process of implementing the outcome of the Millennium Summit, where world
leaders adopted a set of important development goals and made a commitment to
make every effort to ensure the success of the financing for development event. The
leaders, while committing themselves to upholding the values of equality, solidarity
and social justice, stated that “the central challenge we face today is to ensure that
globalization becomes a positive force for all the world’s people”, and recognized
“that developing countries and countries with economies in transition face special
difficulties in responding to this central challenge. Thus, only through broad and
sustained efforts to create a shared future, based upon our common humanity in all
its diversity, can globalization be made fully inclusive and equitable” (see General
Assembly resolution 55/2, para. 5).

8. The level of investment and its distribution across different uses are perhaps
the most important determinants of the pace and pattern of economic growth.
Fluctuations in this level are an important source of instability in the development
process. The proportion that is available as a public resource is crucial for attaining
certain widely accepted development goals. Thus, the central goal of public policy
on financing for development must be to support equitable and sustainable growth in
developing countries, reduce the risks of systemic crises and make available the
resources required for achieving key developmental goals.

9. Although domestic savings and resource flows to developing countries are
crucial to their ability to invest and establish a firm foundation for growth, access to
external resources, however, remains a crucial supplement. Private-sector sources
account for an increasingly important part of total external financing and, for
middle-income countries in particular, the stability of private capital inflows is
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crucial in sustaining a steady expansion of the economy. Progress in this area will
help developing and transition economy countries benefit from the potentially rapid
continued expansion of private capital flows, and will encourage more countries to
implement policies that can earn the confidence of international capital markets and
harness private-sector financial, managerial and technological resources in support
of development.

10. The volatility of economies calls for medium-term fiscal planning that is
responsive to times of boom and bust. Medium-term budget frameworks offer one
policy instrument to cope with prosperity cycles. It is also most urgent to focus on
household and intra-household income and security. Macrolevel aggregates do not
capture the pain of the children, women and men in households coping with these
insecurities. The financing for development process allows for a substantive
dialogue on enhancing security for the household to protect it from crises beyond its
control.

11. For least developed and other low-income countries, official sources account
for the greater part of their external financing, and for many countries ODA remains
the major — and virtually the only — source of external financing of investment.
While private flows may increasingly expand their reach, ODA still has a critical
role to play in helping a large number of countries with high concentrations of
people living in poverty. The prosperity in industrial countries and the policy reform
efforts in developing countries make this a unique moment in which major increases
in aid volumes and enhanced aid effectiveness are not only possible but could
achieve a massive impact in terms of poverty reduction and of development. The
time is opportune for a significant commitment from donor nations to reverse the
decline in ODA, working towards their renewed pledge to reach the target of 0.7 per
cent of gross national product (GNP). A global campaign is required to reach this
target in a time-bound frame.

12. The debt burdens of many developing and transition countries have become
heavy constraints on their ability to reduce poverty and reach other development
goals. While debt relief is just one of various financial assistance instruments, it is
important to recognize that in some cases debt burdens represent insurmountable
obstacles to development and need to be addressed urgently.

13. Most of the resources available to developing and transition countries are
domestic resources. Without efficient domestic resource mobilization, sustained
growth and sustainable development are not achievable. National policies and
effective resource mobilization have a critical role to play and are important both to
obtain domestic resources and to put them to use efficiently. Moreover, sound
policies supportive of development efforts are also critical to a country’s ability to
mobilize stable external resources — external resources can then complement
domestic resources in the most effective and growth-oriented way. To this should be
added the need for adequate technology transfers and other knowledge flows and
complementary technical assistance and capacity-building.

14. Fiscal, monetary, trade and other domestic macroeconomic policies,
particularly of the industrialized countries, also play a key role in affecting the
development prospects of other countries. Trade policy is one of the most important
among them. In a context of rapidly growing world markets, the potential impact on
developing and transition economy countries of expanding market access for their
exports can be many times greater than direct financial assistance — provided it is
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combined with successful efforts to increase and diversify their productive capacity.
This two-pronged, coherent and consistent offensive should be a top priority.

15. As economic integration increases, so does the importance of international
institutions. Existing institutions are receiving expanded mandates and new
institutions and discussion forums are created. In this context, a key means for the
pursuit of the financing for development objectives is that international governance
practices evolve in a manner that is supportive of development. In particular, it is
crucial to ensure that developing and transition economy countries have an adequate
voice in every forum in which decisions are made and policies formulated that will
have an impact on their development prospects.

16. As leaders at the Millennium Summit recognized, “These efforts must include
policies and measures, at the global level, which correspond to the needs of
developing countries and countries with economies in transition and are formulated
with their effective participation … We resolve, therefore, to create an
environment — at the national and global levels alike — which is conducive to
development and to the elimination of poverty ... Success in meeting these
objectives depends, inter alia, on good governance within each country. It also
depends on good governance at the international level and on transparency in the
financial, monetary and trading systems …” (see General Assembly resolution 55/2,
paras. 5, 12 and 13).

17. The present report is intended to contribute to the intergovernmental
consideration of, and discussion on, the above issues. It is guided by paragraph 3 of
General Assembly resolution 54/196, in which the Assembly stated that the “high-
level intergovernmental event in 2001 will address national, international and
systemic issues relating to financing for development in a holistic manner in the
context of globalization and interdependence and by so doing, will also address
development through the perspective of finance; within this overall context, the
event should also address the mobilization of financial resources for the full
implementation of the outcome of major conferences and summits organized during
the 1990s by the United Nations and the implementation of the Agenda for
Development, in particular for poverty eradication”.

18. The factors that need to be addressed in a discussion of financing for
development are closely intertwined and have necessary overlaps with each other.
Many interconnections must thus be kept constantly in mind. The Preparatory
Committee provided a framework for a systematic discussion of the issues contained
in the preliminary agenda it adopted in its decision 1/1 of 1 June 2000,1 with six
main headings; chapters I to VI of the present report correspond to each of those
headings. Recommendations for consideration by the Preparatory Committee are set
out in boxes and highlighted in bold type.
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Chapter I
Mobilizing domestic financial resources for development

Enabling domestic environments: governance issues; sound
macroeconomic policies, including fiscal and private savings
policies; special needs of Africa, the least developed countries,
small island developing States, landlocked and transit developing
countries and other developing countries as well as countries with
economies in transition with special difficulties in attracting
financing for development

An enabling environment

19. The mobilization of domestic resources is the foundation for self-sustaining
development. Domestic resources play the main role in financing gross domestic
investment and social programmes. They are essential for economic growth,
increasing human capabilities and making permanent gains in eradicating poverty. A
dual challenge thus lies in generating an increasing stream of domestic resources
and efficiently channelling them to development ends and to increases in productive
capacity. This requires an environment conducive to private savings, the
consolidation of public finances, efficient and effective mechanisms for the
allocation of public expenditure, and adequate room for private initiative — in short,
sound macroeconomic policies. The rule of law, a sound legal system, appropriate
safeguards for private investment, transparency of Governments, markets and
corporations, and participatory processes of governance are all also important
ingredients of this environment.

20. Macroeconomic policies play a major role in promoting domestic resource
mobilization and development. Proper macroeconomic policy depends heavily on
the initial conditions and priorities in a particular country. Decisions on the
prioritization of objectives and choice of instruments are thus best left to individual
countries. Nevertheless, a general principle is that sound policy requires as a
foundation medium-term objectives that provide a framework for short-term policy
decisions. This also serves as a means of insulting macroeconomic policy-making
from swings in the political environment.

The high-level event should underline that national macroeconomic
policies should aim at a medium-term framework that balances the key
objectives of sustained economic growth, employment growth and poverty
reduction, taking into account the need to ensure low inflation and that fiscal
and current account balances are sustainable. In determining the
macroeconomic policy package, national economic authorities should pay
special attention to the time horizon of implementation and to consistency
among the various objectives and instruments.

21. Sound macroeconomic policies encourage capital inflows — which can lead to
increased productive investments — and discourage outflows (or capital flight).
While the globalization of capital movements increases opportunities, it also
heightens risks. Opening of the capital account should normally be undertaken by
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laying the ground for, and properly sequencing, capital account liberalization, so
that the resulting financial inflows and outflows can be adequately absorbed.

The international community should agree that special care be taken
with respect to the opening of the capital account in developing countries and
countries with economies in transition, recognizing the need for national
policy autonomy, which in some circumstances may call for countries to apply
disincentives or controls on short-term capital in times of surges in capital
flows. However, capital controls cannot be used as a substitute for sound and
appropriate macroeconomic policies.

22. As will be discussed in Chapter VI, the macroeconomic policies of large
industrial countries strongly influence the international economic and financial
environment. These countries thus bear special responsibility for supporting
vigorous global economic growth and the expansion of international trade and in
dampening abrupt changes in interest rates and in international capital markets. At
the same time, developing countries themselves must create new instruments to
manage the risks associated with interest rate and exchange rate fluctuations in order
to deal with the new circumstances.

The international community should create and promote an international
economic environment supportive of sound macroeconomic policy and
domestic resource mobilization in developing countries and countries with
economies in transition. The large industrial countries should endeavour to
formulate and implement policies that are supportive of robust international
global growth and consistent with a stable international economic
environment, making special efforts to minimize abrupt shifts in interest
rates, in the supply of capital in international financial markets and in the
exchange rates of reserve currencies.

23. A key measure for ensuring long-run stability is to manage macroeconomic
policy in boom periods in such a way as to avoid deep recurring cycles. This
involves maintaining sustainable fiscal and current account balances and low or
decelerating inflation. It also requires an exchange-rate regime that is fully
consistent with other elements of the macroeconomic policy package.

While traditional macroeconomic instruments remain crucial, Member
States should agree that supplemental instruments need to be developed to
deal with the fluctuations in fiscal balances and foreign-exchange reserves and
the greater risk of instability that have been accentuated by the increasing
speed of globalization. These instruments could include fiscal stabilization
funds, which neutralize fortuitous increases in revenues or foreign-exchange
earnings, for use later, and more stringent supervision and regulation of the
international exposure of the industrial and financial sector.

24. Different groups of countries face different challenges in macroeconomic
management. One factor that varies from country to country is macroeconomic
capacity, that is, the level of skills, instruments and institutions necessary for
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making and implementing policy decisions. While in the process of developing such
skills, instruments and institutions, countries must avoid taking on tasks for which
they may not yet be fully prepared (such as exposing themselves to new risks by
premature opening of the capital account).

Developing and transition economy countries should give high priority to
strengthening macroeconomic institutions, especially central banks and
finance ministries, and to enhancing or creating supervisory bodies. This will
involve capacity-building — e.g., through training programmes for public
officials — and requires enhanced technical cooperation, particularly for the
least developed countries. Emphasis in all countries should be placed on
strengthening institutional arrangements that bring the main elements of
macroeconomic policy into the public domain so that the full consequences of
those policies, including their social dimensions, can be discussed in a way
that helps achieve a balance between economic and social priorities and
enhances the acceptance — and facilitates the implementation — of the
chosen macroeconomic policies.

25. A participatory approach to development promotes political and social
stability. Increasingly, the promotion of the rights of all individuals, along with the
development and participation of civil society, are perceived as essential ingredients
for economic and social progress. There is also widespread acceptance of the need
for transparency and accountability in government as well as increasing adherence
to the principles contained in the Universal Declaration of Human Rights (General
Assembly resolution 217 A III) and related covenants, conventions and declarations,
including the Declaration on the Right to Development (General Assembly
resolution 41/128, annex).

Member States should accelerate implementation of their commitment,
reiterated at the twenty-fourth special session of the General Assembly, to
effective, participatory, transparent and accountable governance and
institutions responsive to the people and their needs, and to intensify reforms
geared to strengthening legal and regulatory frameworks, social, economic
and institutional infrastructure, equal access to and control over resources for
women and men, the enforcement of contracts and domestic laws regarding
private property, and financial sector reform.

26. The lessons of the last 50 years underscore the link between respecting
domestic laws and financial regulations and the mobilization of domestic resources.
Public institutions free of corruption and accountable corporate governance are
necessary elements of an environment conducive to effective mobilization and
allocation of domestic resources.
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Member States should strengthen measures to fight corruption at the
national and international levels, including through enhanced international
cooperation. In this regard, they should call for expeditious completion of
preparatory work for the elaboration of an international legal instrument
against corruption under the aegis of the United Nations — independent of
the United Nations convention against transnational organized crime — and
for the convening of a conference for the negotiation of the corresponding
legal instrument by the earliest possible date.

27. The institutional requirements of a strengthened governance system are
demanding and complex and the development of robust institutions is a long-term
process requiring sustained efforts and international support. Experience in recent
decades has underscored how severe external shocks as well as domestic political
and social instability could result in serious setbacks in institutional development
and the capacity to govern.

The international community should support on a long-term basis the
national efforts of developing countries, particularly the countries of Africa,
the least developed countries, small island developing States and landlocked
and transit developing countries, as well as countries with economies in
transition, to develop effective governance systems, in particular by providing
increased resources for technical assistance for institution building.

Strengthening public finances

28. Mobilizing adequate public revenues while not stifling private initiative is key
in achieving sustained and non-inflationary growth. Globalization, liberalization,
international trade agreements and efforts to attract foreign capital have encouraged
many countries to lower some tax rates and tariffs, resulting in declines in public
revenues, often privileging the internationally mobile factor — financial capital —
at the expense of labour, and underlining the need to establish or strengthen a
progressive tax system.

29. The usual framework for the management of public finances is the annual
budget. The resources available to a government for spending can change
substantially from year to year because of economic fluctuations, because of
international interest rates or terms-of-trade changes beyond its control or because
of unforeseen emergencies. This variability on the resources side often leads to a
similar variability in public expenditure. Often, the burden of adjustment falls on
development expenditures, in particular those directed at social ends. In short, the
management of public finances is increasingly exacerbated by the uncertainties in
the international environment.

30. The management of both public expenditure and revenue can be made more
predictable through the formulation of a medium-term budget framework, say, for
five years. Such a framework would provide indicative parameters for programme
planning in government. A medium-term framework can deal with both the current
and capital account of the budget and help to manage the level and term-profile of
the public debt.
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Countries should consider the formulation of a medium-term fiscal
framework to provide a measure of predictability for public spending
programmes and to set out clear goals for the mobilization of tax and non-tax
revenues and the profile of public assets and liabilities, including contingent
liabilities. International institutions should be ready to assist countries in
developing such a framework, and all donor partners should take it into
account in providing assistance to those countries.

31. Past experience points to the need to strengthen or put in place a tax system
that is just and equitable; that minimizes disincentives for economic efficiency; that
is easy to understand and administer; that eliminates evasion and avoidance; that is
flexible enough to secure adequate tax revenue from income attributable to new and
innovative financial instruments; and that allows for gradually widening the tax base
and the integration of the informal sector in the mainstream of the economy. Efforts
to gradually widen the tax base of the informal sector risk provoking increased tax
avoidance unless parallel steps are taken to increase the provision of public services
to, and improve the working conditions and productivity of, those working in the
informal sector.

Countries should strive to develop progressive taxation systems and
should endeavour to ensure that the process of adopting taxes is equitable and
participatory through, inter alia, the following policies and measures:

•Taking measures to ensure that the incidence of taxation falls justly on
different income classes and different categories of income, such as
wages, profits and rents;

•Extending the tax base to cover incomes from activities that are not
currently taxed;

•Expanding indirect taxes and making them more equitable by targeting
the growing modern service sector and socially and environmentally
undesirable activities.

32. The selection of taxes and duties needs to ensure that they are administratively
feasible and lead to effective collection of revenues. A transparent budget process
and effective public institutions enhance accountability and legitimize revenue
collection. Efforts in improving the transparency of the budget process include, for
instance, adherence to specific standards, such as those contained in the
International Monetary Fund (IMF) Fiscal Transparency Code. An efficient tax
administration system that is free of corruption is also key to effective revenue
collection.
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All countries should strive to simplify tax laws, to improve the efficiency
and effectiveness of tax administration and to enhance enforcement through
the strengthening of institutional, technical and technological capacities,
including the development of a transparent, accountable and corruption-free
system. Developed countries and international institutions should provide
increasing support, especially in terms of resources for technical assistance in
capacity-building, to developing and transition economy countries
undertaking these changes.

33. In countries with a large informal sector that remains outside formal systems
of registration and reporting, a standard system of tax assessment and collection
may be difficult to implement. Such alternatives as “presumptive” taxation of well-
defined categories of enterprises on the basis of some proxy for income is one
method for resolving this problem. Systematic surveys of business enterprises and
linking benefits to evidence of tax compliance are other ways of widening this tax
net. This is an area where the similarity of conditions among developing countries
provides a basis for South-South cooperation.

Developing countries and countries with economies in transition should
undertake appropriate administrative and legislative measures to combat tax
evasion and prevent tax avoidance. International institutions should provide
assistance for this purpose, particularly to facilitate South-South cooperation.

34. The critical problems of public expenditure planning are to ensure that
priorities are determined in a manner that reflects democratically expressed public
wishes, needs and requirements, and that the resources available for public
programmes are predictable enough to enable medium-term programme planning, a
dimension that has been dealt with above in the discussion on the medium-term
budget framework (see para. 30).

35. Public expenditures play a fundamental role in the implementation of the
national development strategy and perform multiple functions. They are the basis for
the provision of police and justice, security, order and peace, all of which are
fundamental functions of government. Public expenditures are crucial for the
adequate provision of public goods and essential services, such as education, health
and basic infrastructure. They also constitute an important tool to smooth out
macroeconomic fluctuations and provide relief in times of crisis. In a certain sense,
the extent to which Governments can meet the basic needs of and provide essential
services for all sectors of the population, in particular women and disadvantaged
sectors, is a measure of their legitimacy.
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National, regional and local authorities should establish transparent
budget procedures and facilitate the participation of civil society in the review
of public expenditures with a view to enhancing the efficient and equitable
provision of health, education, social security and infrastructure services, and
safety nets. Such transparent procedures and review should also help
Governments to protect essential maintenance and developmental
expenditures in times of adjustment, to enhance the cost-effectiveness of
public programmes and correct those that are mistargeted, and to evaluate
their impact on the poor, particularly women, and on the environment.

36. For many countries, the critical challenge is to enhance the supply of “public
goods”, merit goods and essential services in an environment of scarce domestic
resources and limited administrative capacity. Increased funding of public
administrative functions and services needs to be supported by clear procedures to
facilitate the judicious allocation of expenditures and by the participation of civil
society and the private sector in the provision of services. Many services provided
for the benefit of all will continue to be predominantly supplied publicly so as to be
made comprehensively and equitably available, such as the administration of justice,
the main health and education services, and consumer and environmental protection.
However, other important services often associated with the public domain, such as
infrastructure and a variety of education and health services, can also be efficiently
provided by private operators but must remain subject to proper regulation and
oversight.

National authorities, supported by the international community, should
explore possibilities for tapping civil society and private-sector resources,
both managerial and financial, to contribute to the provision of infrastructure
and social services in a way that promotes service quality, expands access to
the poorest, in particular to women, and at the same time maximizes the levels
of public resources allocated to the provision of other non-commercial
services, including safety nets, that are required to establish more just and
equitable societies.

Strengthening the domestic financial sector

37. The central purpose of the financial sector is to promote savings and channel
investible resources into productive channels. A financial system that facilitates
efficient allocation of financing for productive purposes and provides widespread
facilities for savings and access to credit — including for women and the poor — is
essential for domestic resource mobilization and equitable development. When
financial systems function well, they mobilize resources and savings and allocate
them at low transaction cost to their most productive uses. Well functioning
financial markets also facilitate the trading, hedging, diversifying and pooling of
risk and the channelling of external financial resources. In view of the dominant role
of commercial banking in the delivery of financial services, the strengthening and
reform of the banking system, including supervision by independent authorities,
deserves priority.
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All countries should support the development of well functioning
financial markets by:

Establishing a transparent and efficient overall legal framework and
administration, complemented by effective regulatory and supervisory
institutions in order to, inter alia, reduce excessive risk-taking and “moral
hazard”;

Building an effective insolvency regime that properly and equitably
balances the rights and obligations of debtors and creditors;

Fostering good corporate governance, accounting, and auditing practices
in private and public entities;

Fostering a competitive environment to facilitate efficiency and
innovation in financial services, including the consideration, where
appropriate, of in-country operation of foreign financial institutions.

38. The state has an important role in supporting the development of well-
functioning financial markets by providing sound regulatory and supervisory
institutions and ensuring enforcement. Financial markets have been among the most
dynamic sectors in the global economy, and regulatory frameworks and supervision
practices need to be able to respond to constant change without stifling beneficial
financial innovation. At the same time, in a significant number of countries, there is
a need for more active state intervention to continue to fill gaps, such as the
provision of long-term investment capital through development banks and the
transparent management of subsidies that the state wishes to channel through them.

All countries should aim to develop a diverse financial system, consistent
with legal and cultural traditions and the capacity for adequate regulation,
that responds to the multifaceted needs for financial services, in particular to
promote household savings and facilitate long-term investment. Such a system
includes markets for public and private bonds and equities; such institutions
as pension funds, life-insurance companies, mutual funds, postal savings and
mortgage providers; and development banks and non-bank financial
institutions. Groups of countries with small economies and lack of financial
depth should consider modalities to foster regional markets for financial
services.

39. Small and medium-sized enterprises, including many run by women, can play
a vital role in the development process, helping to spread growth more widely
within the country and promoting more employment intensive growth. Their
financing needs require a special effort on the part of public policy.
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All countries should facilitate access to finance by small and medium-
sized enterprises through the provision of credit — particularly
microcredit — and appropriate guarantee schemes, as well as through the
introduction of segments of stock markets which are adapted to the needs of
small and medium-sized enterprises and where more flexible rules apply. The
emphasis should be on transparency of enterprises, on innovative, market-
based financing mechanisms and on modalities appropriate to small
enterprises, such as venture capital, leasing companies and insurance
products.

40. In most developing countries, the provision of credit to agriculture and related
sectors is of particular importance. These sectors provide the bulk of employment
and account for a substantial part of the national product. Large-scale, market-
oriented agriculture, often in export-oriented plantations, generally has access to the
organized credit market. However, a focused public policy effort is necessary to
provide access to credit, insurance and other financial services for large numbers of
small farmers, particularly women, spread throughout the countryside, often at a
great distance from the retail outlets of the financial services industry. Cooperative
credit institutions have played a particularly important role in this regard in many
countries.

Countries should develop a rural credit plan that provides farmers,
fisher folk and other small rural producers with equitable access to long- and
short-term credit, crop (weather) insurance and other financial services. The
development of a legal framework and promotional measures that facilitate
credit cooperatives can play an important role in this regard.

41. Well developed and diverse financial systems are also critical for providing
access to credit and other services to the poor and vulnerable segments of society in
support of development and poverty reduction. Groups of people living in poverty,
in both urban and rural areas, as well as very small-scale enterprises, which formal
financial institutions tend to bypass because of the perceived high cost of serving
them, depend on the development of alternative financial intermediaries and a broad
range of financial instruments to gain access to financial services. There is an
important function for government to enable and support the development of such
intermediaries and instruments and, in appropriate cases, to provide financial
services directly through public institutions.
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All countries should facilitate access to financial services for the poor
and vulnerable by fostering a wide range of financial intermediaries which
target small savers and small borrowers, microenterprises, including
microfinance institutions, cooperatives, credit unions and postal savings. To
this end, countries should strive to remove institutional and regulatory
obstacles, such as restrictions on cost recovery, lack of secure transaction laws
and weak property registries. Countries should also seek to improve women’s
access to mainstream sources of financing, including by strengthening their
rights to pledge collateral. Governments and donors should provide resources
and explore venues to reach people living in poverty, including through
international public-private partnership funds to encourage research and
applications on innovative financial tools.

42. Owing to the very nature of financial transactions, lack of supervision or
implicit or explicit public guarantees granted to private financial institutions, can
create “moral hazard”. This encourages excessive risk-taking by financial
institutions, which can ultimately result in financial crises, with huge, lingering
costs in terms of output loss, widespread unemployment and fiscal retrenchment, not
only within the country itself but also elsewhere.  Even when systemic crises are not
at issue, financial market participants deserve to be protected from unscrupulous
operators.

Countries should further assess the underpinnings of well functioning
financial markets — which should also help to reduce the vulnerability of the
international and domestic financial systems to crisis and contagion —
through self-assessments or externally assisted assessments, as embodied, for
example, in the multi-agency “financial sector assessment programmes” and
“reports on the observance of standards and codes”. In many countries, such
guidelines can be of great assistance in determining the priorities of financial
reforms and the appropriate sequencing of reform and economic
liberalization measures.

43. As indicated above, lessons from the recent past indicate that the liberalization
of the domestic financial sector should be based on a deliberate and judicious
management and careful sequencing of the liberalization measures and of the reform
of financial institutions in order to ensure that financial management capacity, as
well as the supervisory and regulatory system, are sufficiently strengthened to
provide resilience in the face of abrupt changes in the domestic economy and
volatility in international financial flows. This requires strengthened international
cooperation and support.

Bilateral and multilateral financing and development agencies and
institutions should be urged to continue to support, on a long-term basis and
with increased resources for technical assistance, the national efforts of
developing countries and countries with economies in transition in capacity-
building for their efforts related to strengthening the financial sector.
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Social security and savings mobilization

44. Social protection is an expression of social solidarity and provides assistance
to individuals when they experience a reduction in or lack of working capability and
thus loss of income. Traditional economies generally provide such help through the
pooling of resources in the family unit. In more developed economies, more
formalized mechanisms of social security, involving public financing and provision
to varying degrees, have regularly been developed to facilitate risk management and
the satisfaction of basic needs by individuals and families. These mechanisms,
which usually mobilize a very large volume of resources, include pensions,
unemployment insurance, sickness and disability insurance, private insurance and
health services and housing programmes. Low-income countries do not usually have
the capacity to finance or administer a comprehensive system of social protection,
but the poor and vulnerable in their populations, particularly women, are the most in
need of and entitled to such protection, especially in times of economic and
financial crisis. The Asian crisis of the 1990s has highlighted the importance of
devising social protection policies and social safety nets as an integral part of
countries’ development policies, well in advance of any such shock.

National authorities should support a comprehensive approach towards
the development of sustainable social protection systems by designing such
systems in a manner that facilitates risk management at the individual and
family levels, particularly for women; increasing the allocation of national
resources for social protection; supporting, to the extent possible, the
principle of universal coverage; evaluating systems both in terms of their
effectiveness as support mechanisms and also of their impact on productivity,
job creation and competitiveness; developing institutional mechanisms for
improved coherence in social protection expenditures at the national and local
levels; developing modalities and mobilizing resources to extend social
protection to those working in the informal economy and those performing
unpaid work — who are disproportionately likely to be women; and having
social safety nets in place to extend special protection for the poor and
vulnerable in times of economic crisis.

45. In many developed and middle-income countries, contributory pension funds
have become a component of the pension system. As pension funds are long-term
financial contracts, they mobilize savings on a long-term basis, making them
available for long-term domestic investment. In addition, pension funds as
institutional investors can contribute to the development of domestic capital
markets. In spite of their role in domestic resource mobilization, the primary
function of pension funds should be the reliable provision of retirement income to
workers; other functions should be subordinate objectives. Nevertheless, where
these savings are channelled and their impact on financial sector development will
depend on the size and investment behaviour of the pension funds, as well as on the
availability of financial instruments, financial regulation and supervision, and the
level of development of the financial sector in general.
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National authorities should explore the development of pension funds,
where appropriate to domestic circumstances, as a mechanism to improve
income security and as an integral part of a national pension system. The
design of the specific programme should aim to ensure its sustainability and
attain its primary objective of the reliable provision of income, while giving
appropriate consideration to fostering its potential impact on savings
mobilization and the development of the financial sector through effective,
transparent and adaptable regulation and accountable administration.  The
sharing of experience in this area should be supported by technical assistance
resources from the international community.



18

A/AC.257/12

Chapter II
Mobilizing international resources for development: foreign
direct investment and other private flows

Enhancing private capital flows for financing development:
facilitating private flows, especially longer-term flows; expanding
foreign direct investment to a much larger number of developing
countries, countries with economies in transition and sectors;
enhancing the development impact of investments of transnational
corporations in developing countries; improving measures in
destination and source countries to reduce risks of excessive
international financial volatility; capacity-building and technical
assistance

46. External private capital can play an important role in complementing domestic
resources. For developing countries and economies in transition as a group, official
inflows have declined from 56 per cent of total external resource flows in 1990 to 18
per cent in 1999; the balance is accounted for by private flows. Private flows are,
however, concentrated in a relatively small number of middle-income countries, and
low-income countries still rely largely on official flows for their external financing.
For the least developed countries in particular, ODA remains extremely important:
in 1998, it accounted for 84 per cent of total resource flows to the 48 least developed
countries, while private flows accounted for most of the balance. Long-term private
inflows include foreign direct investment (FDI), medium- and long-term foreign
portfolio investment (equity issues and long-term bond issues) and medium- and
long-term bank loans.

47. These trends have important implications for policies and the three principal
stakeholders involved in private flows: host countries, home countries and
international investors. Policies also need to take into account that developing
countries are not seeking more private flows per se; rather, they seek to attract
investment to advance their development efforts with a view to building local
productive capacity in the real economy. In this context, it also needs to be
recognized that different types of private flows, including different types of FDI
flows, may have different impacts on recipient economies. Recognizing these
differences is important so as to ensure adequate policy responses by home and host
countries as well as to design appropriate programmes supported by the international
community. At the same time, some negative experiences — e.g. in the operation of
“export processing zones” — should likewise be kept in mind, especially in relation
to compliance with host country labour and environmental protection rules and
regulations.

Facilitating long-term private flows

48. Host country determinants of FDI inflows include a country’s level of
economic development, its policy and regulatory frameworks, and the business
facilitation services it has in place. Among these, economic factors are the most
important ones. The regulatory framework is important in that it can create the
conditions for private flows to take place. Although typically not the principal
binding constraint, it is one set of determinants amenable to immediate policy
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action. Indeed, the past 10 years have seen considerable liberalization in this area.
For example, most recorded changes in national FDI laws worldwide were
essentially favourable to FDI during the decade of the 1990s. While these policy
changes were meant to help attract FDI, additional policies and measures can help to
maximize the positive impact of such investment while minimizing the negative
effects. Business facilitation services, too, lend themselves to immediate policy
action. In fact, many countries have established investment promotion agencies to
deliver such services. A World Association of Investment Promotion Agencies
(WAIPA) has been set up as a joint initiative of the United Nations Conference on
Trade and Development (UNCTAD), the United Nations Industrial Development
Organization (UNIDO) and the World Bank Group to promote and facilitate the
exchange of experiences in this area.

Host developing countries and countries with economies in transition
that seek to attract long-term international investment flows should continue
to take steps to put into place a transparent, stable and predictable
framework for private investment and the institutional infrastructure that
allows its efficient implementation. Such a framework and the related
infrastructure encourages not only international but also, just as importantly,
domestic investment.

49. FDI flows to developing countries (and the technologies associated with them)
can also be facilitated through the action of home countries, especially developed
countries. These countries have a number of measures in place to do this, such as the
provision of information about investment opportunities in developing countries,
financial and fiscal support to outward investors, insurance schemes and market-
access provisions (of particular relevance to export-oriented FDI) — although not
all developed countries are equally advanced in this regard.

An inventory of home-country measures to enhance FDI outflows to
developing countries should be established. Developed countries should
emulate best practices regarding such measures, and should devise additional
measures to encourage and facilitate investment flows to developing countries,
especially least developed countries and other low-income countries.

50. Governments have also taken joint actions to create a favourable investment
climate. In particular, the number of bilateral investment treaties had reached 1,856
by the end of 1999, while the number of double-taxation treaties had reached 1,982.
Both types of treaties are meant to establish a more stable and predictable
investment climate. A rising number of these treaties are between developing
countries. Enabling frameworks have been put in place at the regional level as well.

51. At the multilateral level, the Multilateral Investment Guarantee Agency
(MIGA) provides insurance against non-commercial risk. Beyond that, discussions
have been under way in the World Trade Organization (WTO) since 1996 on the
relationship between trade and investment. At the third WTO Ministerial
Conference, in December 1999, a number of WTO members proposed launching
negotiations on a multilateral framework of rules on foreign investment, a proposal
that was opposed by a number of other WTO members. The issues involved are
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complex, and discussions are continuing in the WTO Working Group on the
Relationship between Trade and Investment on the basis of its 1996 mandate. Those
discussions could be complemented by a broader airing of views on the perceived
advantages and disadvantages of all forms of international investment agreements,
in particular on the contribution they can make to the promotion of development.
The objective of such an exercise should be fact-finding, to obtain a broad spectrum
of views, without necessarily having to arrive at conclusions and recommendations
at an initial stage.

Member States should consider the convening of ad hoc global hearings
to discuss the issues surrounding international investment agreements, in
particular the extent to which such agreements can further the development
of developing countries. Such a dialogue should involve Governments, the
private sector and civil society.

52. In addition to FDI, foreign portfolio investment is becoming an increasingly
important source of external finance for many developing countries and transition
economy countries. Such investment can play a positive role in the financing of
domestic enterprises and government financial requirements. Access of developing
and transition economy countries — as well as their firms — to international capital
markets and export credits can be facilitated by improved financial statements and
the disclosure of other relevant information in order to build investor confidence.
Good corporate governance — corporate accountability, transparency and adequate
disclosure — are also important for a wider group of stakeholders. Such
organizations as the International Accounting Standards Committee and the
International Federation of Accountants, as well as the Intergovernmental Working
Group of Experts on International Standards of Accounting and Reporting, have a
key role to play in this respect.

The high-level meeting should encourage relevant international
organizations to undertake a deeper examination of issues related to
corporate governance, in particular their relevance to developing and
transition economy countries, taking into account their specific legal, social
and cultural environment. In particular, support should be given to efforts to
develop and implement international accounting, reporting and auditing
standards, taking the needs of these countries into account.

Expanding the spread of FDI

53. Investment flows to developing and transition economy countries are heavily
concentrated. During the period 1993-1998, 20 countries accounted for over 70 per
cent of all FDI inflows to all such countries. The majority of low-income countries
have been largely bypassed by private finance from abroad — least developed
countries as a group received only 0.5 per cent of world FDI inflows in 1999. The
contribution of FDI to economic diversification, the generation of foreign exchange
and the upgrading of technical and managerial skills of host economies can be high
in export-oriented industries, in industries with high potential for technology
transfer and in industries that allow for an integration of foreign production in the
local economy, and thus can generate positive spillover effects. Given the


