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The second APEC Senior Finance Officials’ Meeting (SFOM 2) was held on 10-11 May 2007 in Melbourne, Victoria, Australia.  Dr Gordon de Brouwer, General Manager, G-20 and APEC Secretariat, Australian Treasury, chaired the meeting.  Member economies present were Australia; Brunei Darussalam; Canada; Chile; the People’s Republic of China; Chinese Taipei; Hong Kong, China; Indonesia; Japan; the Republic of Korea; Malaysia; Mexico; New Zealand; Peru; the Philippines; the Russian Federation; Singapore; Thailand; the United States of America; and Viet Nam.  The International Monetary Fund (IMF), the World Bank (WB), the Asian Development Bank (ADB), the APEC Business Advisory Council (ABAC), representatives from the Senior Officials’ Meeting (SOM), the APEC Economic Committee (EC) and the APEC Secretariat also attended the meeting.

Day 1 — THURSDAY 10 May 2007

Opening remarks / adoption of agenda
The Chair made welcoming remarks and discussed the changes to the format of the meeting.  The Chair noted that a key issue for this meeting would be how to frame issues strategically for the Finance Ministers’ Meeting (FMM).  

The Chair commented that the aim is to ensure the Finance Ministers’ Process (FMP) is relevant to Economic Leaders, and SFOM 2 should focus on what particular messages, views and thoughts could be conveyed to economic leaders.  The Australian Prime Minister has written to economic leaders recognising climate change and clean development as key issues for discussion at their meeting in September, along with structural reform, regional integration, and human security.  The Treasurer would like to discuss the first three issues during the FMM as finance ministers are the key economic ministers providing input to these issues.

The Chair also noted that capacity building is an area of our work which could be drawn out if there were time, particularly by considering, where relevant, practical capacity building can be developed within APEC and how we can support each other in achieving our objectives.  

Key outcomes
The draft agenda was formally adopted.
Session 1:  Global Economic Issues — Energy Markets that Support Macroeconomic Stability and Sustainable Growth

The Chair indicated during the discussion of the global and regional economic outlook that there would be three broad areas of focus:

· Macroeconomic challenges of rising energy prices — APEC’s demand for energy is rising and prices are increasing.  This has serious implications for monetary and fiscal policy.

· Increasing demand over time — how do we ensure that supply increases over time in order to meet this demand?  Delivery of supply may be a problem.

· Increased focus on the effects of greenhouse gases and how we can address environmental concerns and economic growth.

The Chair noted these are difficult economic issues, which can be politically sensitive, and that the G-20 Forum has set up a study group to look at the economic implications of climate change.

Lead discussants 
China discussed its energy strategy by noting that total energy consumption has been growing by 10 per cent per annum, which is quite high.  Coal is the most important energy product and accounts for 60 per cent of energy supplied.  Generally, China can meet its energy demand except for oil needs, where consumption is greater than production.

The challenges are:  

· on the demand side, per capita use of energy is low but rising and remains reliant on coal; and
· supply side issues such as limited energy exploration and production capacity and a volatile international oil market.

China’s energy consumption is forecast to increase at an average rate of 4 per cent per annum to 2010, while energy production is forecast to grow at a rate of 3.5 per cent per annum over the same period.  To address this imbalance, China’s overall energy strategy includes:

· energy conservation efforts;

· expanding domestic supply;

· diversifying energy supplies;

· international cooperation; and 

· taxation policies.

Energy conservation is a priority.  In the 2006-2010 plan, there is a goal to reduce energy consumption by 20 per cent per unit of GDP; however, the target for the first year has not been met.

Some of the fiscal policies China is looking into include various taxation measures to promote energy efficiency.

International cooperation includes policy dialogue among energy producing and energy consuming economies; strengthening cooperation in energy exploration and extraction; and promoting the transfer of energy saving technology from developed to developing economies.

Canada noted that macroeconomic stability and sustainable growth include ensuring appropriate price signals to facilitate adjustment to energy prices, particularly through well‑functioning markets.  

Higher energy prices provide opportunities and challenges.  On the macroeconomic level, Canada is a significant exporter of energy.  There has been a 15 per cent increase in terms of trade since 2003 and a 33 per cent exchange rate appreciation.  Volatile energy prices have complicated monetary policy.  

The strong growth in energy demand has not been matched by supply, and a key issue is how to encourage investment in energy supply.  The international oil companies are under-investing, and investment that is occurring is going towards heavy oil refining capacity, which is not where the recent increase in demand has occurred.  

In relation to sustainable growth, the Canadian Government has a new environment strategy with market-based incentives to change behaviour, striking a balance between the environment and energy.  

There are a various price-based incentives including incentives to shift consumers to alternative fuel vehicles.  These initiatives are designed to be revenue-neutral.  Environment Canada has sent a signal to influence behaviour to ensure environmentally friendly choices are made.

Malaysia discussed its energy policy by noting its reserves and exports of oil and gas.  Given that it is a relatively small producer of oil and gas, Malaysia is a price taker in the global petroleum market.

Malaysia subsidises diesel and oil prices at the pump to alleviate the burden of high oil prices on Malaysian consumers, but with the escalation of world oil prices over the 2004-2005 period, the situation became untenable.  Over the period from mid-2004 to early 2006, pump prices were increased in four stages to allow the public to adjust their expenditure patterns gradually.  The Government pledged not to increase prices further in 2006, essentially to foster some certainty for the business community and, more importantly, to lighten the burden of the lower income group.  In this regard, subsidies to lower income earners are targeted: fleet cards are provided to truck drivers to buy diesel at reduced rates.  The savings accrued from reducing the petroleum subsidy are to be used to improve public transport.  

Malaysia observed that, in general, high oil prices have encouraged the exploration of alternative energy sources, promoted greater efficiency in energy use, encouraged the conservation of resources, and stimulated more exploration activities.

Malaysia nevertheless continues to focus on environment conservation and the prudent utilisation of energy resources, including through the implementation of fiscal measures to encourage energy efficiency, as well as the use of renewable resources and environment-friendly technology.  In addition, the National Depletion Policy, Five-Fuel Policy for power generation and Medium-Term Development Plans continue to guide Malaysia’s energy utilisation to ensure sustainable development.    

Malaysia noted that member economies could learn from each other about new and efficient energy technologies.
Discussion by member economies
The Chair noted that fuel subsidies should be well targeted so that low-income earners do not bear most of the burden.  It is important to get the price mechanism working while allowing for social objectives to be achieved.  

Korea questioned what the contribution of the finance ministers could be in relation to energy issues.  Korea noted that most economies have separate ministries dealing with energy issues, and energy is not the role of finance ministers.  Nonetheless, the impact of energy issues on fiscal and monetary policy is an area for finance ministers, and climate change and sustainability need a proactive approach.  Finance ministers can focus on climate change and macroeconomic policy, and how to use tax measures more effectively.  Korea suggested that the effect of taxes on incentives is more important than energy price volatility.  There is still a question of how to utilise fiscal policies to encourage energy efficiency.  

The further development of derivatives markets could allow for better management of volatile energy prices.  The IMF paper could be developed further to show how economies can make practical use of derivatives to manage energy price exposures.  

Finance ministers could make a special contribution to the discussion on energy issues by considering how to deal with inflation given high oil prices, and how to manage fiscal policy, tax and expenditure, and promote more active trading in energy markets.

The Chair noted the energy ministers’ process was dealing with efficiency and security, and suggested that the FMP should seek to complement that process.  The Chair noted that the Finance Ministers’ Process provides broader based economic advice and is not seeking to duplicate the work of the Energy Working Group.

The IMF noted that its paper was generally cautionary and that increased oil prices have had a moderate impact on inflation.  There is not much evidence that speculative activity has pushed up oil prices.  Oil intensity has fallen significantly since the 1970s, although this varies from economy to economy.  

The impact on inflation has been softened by exchange rate appreciation in various economies.  APEC as a group has done well in the ‘pass through’ phase, but where there is no full ‘pass through’ some type of contingent liability will build up.  

There was also a need to consider whether specific excises were appropriate in maintaining strong fiscal balances if an economic slowdown occurs, or whether economies should be moving towards ad valorem excises.  

The IMF indicated that it would take on board Korea’s views on the role of derivatives markets and amend the paper accordingly.  The IMF noted, however, that hedging was not without a cost, and ministers could discuss how and when the use of hedging is appropriate.  There may also be a role for stabilisation funds.  

The IMF welcomed comments on its paper.

The ADB noted that its modelling of a supply-side oil price shock that resulted in a 20 per cent increase in the price of oil would reduce GDP growth by 1 per cent.  In contrast to its projections, over the past few years oil prices have increased sharply, yet this has been less disruptive to GDP growth.  This is not purely a supply shock but a mixture of demand and supply shock.  A key driver of higher energy prices has been strong Asian growth.

The ADB suggested that as short-term policies become more effective, the focus should move towards longer term policy frameworks.  The ADB argued that while there is not much of a role for finance ministers in short-term fiscal stabilisation, they have a role in the long-term broader framework of encouraging environmentally friendly behaviour, including through the use of incentives.  Importantly, governments should seek to ensure monetary policies operate effectively and avoid responding to sectoral price shocks.  Fiscal policy can be used to encourage energy efficiency particularly through the use of tax incentives.

Russia noted that the IMF background paper gave a good overview including useful examples to assist in managing fiscal risk.  

Russia is a large oil exporter and therefore consideration of the savings structure for oil revenues and how they are utilised is vital to maintain transparency.  Fiscal and monetary policies need to focus on managing the windfall gains.  Revenues are highly dependent on oil, which puts pressure on structural balances and the budget balance.  Structural balance is fundamental to mid-term growth, and stability funds are a key tool for managing volatile revenue flows.  

Indonesia agreed that increased oil prices have affected economic development and that discussion could focus on how energy markets influence macroeconomic policies.  There are a wide range of economies in APEC that are both developed and developing, and we should share our experience.

Indonesia noted that energy efficiency is a critical issue for APEC and that the 2005 Joint Ministerial Statement (JMS) urged the continuation of action to reduce price distorting subsidies.

The United States suggested there are four areas in which the finance ministers could play a role:

· fuel price pass-through and subsidy issues;

· hedging and derivative instruments, and weaknesses in these markets;

· monetary policy, particularly inflation targeting, and exchange rate flexibility; and

· capital market development to ensure that savings in Asia can be directed towards investment in energy-efficient measures.

Climate change is another area where finance ministers can play a useful role, particularly by focusing on economic implications, market-based incentives, technology transfer and incentives for innovation.  The United States also welcomed Japan’s proposal at the ADB meeting and looked forward to hearing additional details. 
The United States expressed a preference for using broad language in the JMS in relation to this issue.  The JMS could also be focused on trade, protectionist measures where they are on the rise and financial services aspects of the Doha round.

The World Bank suggested there needed to be reconciliation between energy security and environmental sustainability.  No single policy approach would address either of these issues, and not all policy approaches would suit all economies.  Each economy should develop a set of policies that covers fiscal, monetary and capital aspects.  

The World Bank noted that APEC will still be dependent on fossil fuels for the next 20 years, and that mainstreaming consideration of environmental impacts, developing fiscal space from energy revenues and further developing capital markets will support well-functioning energy markets.  The World Bank suggested that developing economies have more potential to reduce energy consumption and environmental impacts.

In the Philippines, investment in refinery capacity needs to be refocused on light oil rather than heavy oil refining.  There also needs to be a focus on the effect of increased taxes on reducing demand.  More economies are looking for non-traditional energy sources such as biofuels.  Brazil is moving in that direction without subsidies.  An important issue to be addressed is the potential impact on food prices from increased development of biofuels.  

Australia suggested that there is more work that can be done.  One proposal is to do work on economic impacts of climate change on the region, including establishing technical working groups to look at issues regarding tax incentives, regulation, carbon accounting, technology transfer, and the relationship between biofuel policies and food and water issues.

Malaysia noted that despite the recent energy price escalation, second-round price increases had been successfully managed.  In this context, economies should not be distracted from other risks that may affect the economic outlook such as a sharper-than-expected slowdown in any of the major economies, and the possible bursting of the US housing bubble. 

New Zealand agreed that there was a clear role and opportunity for finance ministers to discuss these issues and asked how economies could encourage investment in renewable energy sources.  

New Zealand also noted that a natural extension of the discussion regarding appropriate price signals in well-functioning markets is a discussion of carbon trading markets.  Areas of possible further collaboration on climate change issues could include how to coordinate policy development, share lessons learned, ensure compatible outcomes, and develop common units of measurement.  

Finance ministers could do work on the shape of the international carbon trading market, examine options for coordinating domestic policy development (for example, sharing lessons learned, emerging thinking) and consider how domestic trading schemes might be developed to ensure that they are able to be linked together some time in the future if there is a desire to do so (for example, common units of measurement/verification/accounting schemes).  With thinking around the region at its early stages, there is an opportunity to be forward-looking, rather than looking back some time in the future and wondering how economies might retrofit schemes so they can be linked together.
New Zealand indicated that climate change is an economic issue, and finance ministers could bring an economy-wide view to its consideration.  New Zealand also noted that the work of the Economic Committee on structural reform is also relevant to energy market and climate change issues.  

Japan agreed that market mechanisms are important for climate change, and finance ministers should discuss these issues.  Another key role for finance ministers is assessing the cost effectiveness of expenditure and regulatory proposals in this area.  

Japan noted that the Conference of Parties of the United Nations Framework Convention on Climate Change is meeting in Bali later in the year and APEC could share information with them.
ABAC noted that investment is critical to energy security.  The broader economic effects of energy markets are key issues for finance ministers to consider.  

Chinese Taipei advised that it was heavily dependent on oil imports.  Energy efficiency measures have included greater utilisation of energy-efficient high-speed rail to avoid the energy costs associated with air travel.  The Chair commented that infrastructure design also mattered for energy efficiency.

The United States expressed concern about the New Zealand proposal.  The United States suggested that it would be better to take small steps towards any work on climate change.

Summary 

The Chair summarised the session by noting:
· there were macroeconomic challenges and risks flowing from increased oil prices;

· in order to achieve energy security, policy responses will need to address strong demand for energy while maintaining economic development.  This is likely to require strengthened trade and investment in the region, and clean technology; and
· cooperation to enhance our understanding of incentives for clean development, including tax and expenditure, and regulatory approaches, would be of assistance.

It would also be important to assess the economic impacts of climate change, and the Finance Ministers’ Process could be used to share economies’ experience with market-based and regulatory approaches to climate change.

The Chair undertook to get back to economies in approximately two weeks with an outline of messages that could be taken to finance ministers.  At this stage, it was possible that working groups could be established to look at issues from a neutral and technical perspective.  The Chair also welcomed bilateral feedback, and advised that further progress on these issues would be on a consensus-based approach.
Session 2:  Policy Theme 1 — Transparency and Sustainability of the Public Balance Sheet

The Chair opened the theme which was identified by members as a priority at the FMM in Hanoi in 2006, and falls under the topic of ‘public finance management’ in the Hanoi Medium-Term Agenda.  The theme’s terms of reference was agreed at the first Senior Finance Officials’ Meeting (SFOM) in December 2006.

The Chair noted the progress made in addressing on-balance sheet risks but emphasised that further work needs to be done on off-balance sheet risks.

Lead discussants
The Chair introduced Tom Dickson from the APEC Policy Unit of the Australian Treasury to present the key messages of Australia’s overview discussion paper on the policy theme.

Tom Dickson began by outlining the importance of fiscal sustainability for economic development, and stability and resilience for the region as a whole.  

Mr Dickson outlined that the focus of the session is to discuss ways to progress this issue in the Finance Ministers’ Process.  The characteristics of a successful approach would accommodate the different characteristics, circumstances and needs of economies.  

Mr Dickson explained the purpose of the overview paper.  While the paper does not propose a particular course of action, it makes observations and seeks economies’ views on a way forward.  Observations made in the paper are divided into four sections: identifying risks; measuring risks; transparency; and managing risks.

· Identifying risks:  setting objectives, often under legislation or budget rules, is commonly the first step towards identifying risks (as is the case for Chile, New Zealand, and Australia).  Capacity issues often constrain an economy’s ability to identify risks.  One way of overcoming these issues is to establish a central unit or agency to assist government departments and enterprises.  

· Measuring risks:  There seem to be sufficient accounting standards available, such as the IMF’s Government Finance Statistics (GFS) manual of 2001, to assist economies to understand the annual fiscal balance, although there are limitations.  There is scope to improve current accounting measures to assist economies to determine whether fiscal policy is sustainable.  Where economies feel that the cash or accrual accounting measures are not sufficient, they can consider supplementary measures to manage fiscal performance.

· Transparency:  There appears to be a lot of information and assistance available to economies on transparency, for example, the IMF’s Code of Good Practices on Fiscal Transparency and accompanying manual, both of which have recently been updated.  

· To date, 13 APEC economies have undertaken fiscal transparency Reports on Observance of Standards and Codes (ROSCs).  ROSCs have generally been well received by economies.  

· Managing risks:  Approaches to managing risk can be general (that is, risks are addressed collectively through overall good economic management or creating overall fiscal space), or targeted (where each risk is addressed individually).

· Targeted measures depend on the nature of the risk being addressed and involve three complementary tasks:  addressing the underlying sources of risk; transferring the risk to parties capable of bearing the risk; and managing and monitoring any residual risk that cannot be mitigated or transferred.

· Some general principles that can provide guidance for fiscal risk management include:

· fostering well-functioning markets to reduce fiscal pressures on governments;

· collecting information on off-balance sheet liabilities across the whole of government;

· assessing the potential consequences of current and emerging fiscal risks to determine the best ways to manage these risks;

· including risks in government measures of fiscal performance to help governments understand the true nature of their fiscal position;

· improving transparency through reporting off-balance sheet risks to the public; and

· creating fiscal space or provisioning — even notionally — for expected future payments, especially for liabilities with a high probability of realisation in the near future.

Australia summarised by noting that:

· there is no clear direction on appropriate ways to manage off-balance sheet risks;  
· it would be useful to discuss ways of addressing this gap, by either collating existing information or introducing new guides, codes of practice or manuals;  
· it would be useful for the IMF to consider ways in which the GFS could be improved to help economies more readily identify the impact of contingent liabilities on measures of fiscal performance.   

Chile thanked Australia and commented on the negative consequences of ignoring or not disclosing risks.  Chile agreed that this was a timely moment to be discussing off-balance sheet risks and that transparency was useful for providing the right incentives for policymakers and government; however a systematic approach was needed to measure risk.  Chile has made progress in addressing risks at the source and in risk transferral (through the creation of contingent funds), and has also requested support from the World Bank to measure PPPs and guarantees. 

Chile agreed with the voluntary general principles outlined in the paper and supported the idea that these be expanded to cover fiscal risks more generally, rather than just off-balance sheet risks.  Chile also suggested a few more principles be added, such as:

· an analysis of future off-balance sheet liabilities, both explicit and implicit. Chile noted that it already does this; 

· adopting accrual accounting (however Chile cautioned that accrual accounting does not fully address off-balance sheet risks);

· undertaking multi-year intergenerational accounting; and
· adopting guidelines such as ROSCs, the IMF code on fiscal transparency and IMF GFS 2001.
Chile suggested further work could be undertaken on how to implement fiscal sustainability exercises (for example Chile currently conducts foreign debt sustainability exercises with the IMF), and the development of stress testing short-, medium- and long-term sustainability indicators. 

Indonesia established a Risk Management Unit in 2006 to manage PPPs, and is intending to release a document that provides comprehensive disclosure of its fiscal risks in the 2008 Budget.  Indonesia’s biggest challenge relates to capacity constraints and it highlighted that further cooperation and sharing of information with member economies would be helpful in learning how to manage and measure the cost of fiscal risks and how to value assets owned by SOEs.

The World Bank emphasised the importance of clearly establishing objectives of fiscal risk management, improving economies’ capability to manage risk and the benefits from fiscal transparency.  In regards to further work that could be done, the Bank noted that there was scope to improve the quality of analysis for fiscal forecasts.  

The IMF ran through the main findings of its report on economies that have undertaken ROSCs.  Its key finding is that economies that have done a ROSC generally have better fiscal transparency practices than non‑participants.  The IMF also suggested some immediate measures that economies could take to improve fiscal risk management, including volunteering to undertake a ROSC.  

The IMF supported further work which attempts to codify principles for fiscal risk management.  It also acknowledged Chile’s comments and cited the work that the IMF does on debt sustainability, while agreeing that these exercises should go beyond on-balance sheet debt sustainability.

Discussion by member economies
The Chair thanked the lead discussants, Chile and Indonesia, and the IFIs for their contribution and agreed with Chile’s comments on the limitations of the GFS accounting system, particularly in how it accounts for PPPs.  The Chair then opened up the floor to general discussion.

The Philippines said that it found the ROSCs beneficial, particularly in assisting in how to focus reform.  The Philippines noted that while it is working on building capacity and providing training for government officials, more capacity building is still needed.

New Zealand outlined its fiscal framework, which sets out the Government’s fiscal management principles.  It also emphasised the benefits of publishing a report on long-term fiscal projections, particularly as a useful tool for stimulating policy debate.  The key message of the report was that small changes to fiscal policy now can make a big difference in improving the future fiscal position.  

New Zealand agreed with the proposed principles set out in the paper and suggested adding two principles:

· clear accountability frameworks, which establish, for example, who has the right to take on government guarantees; and

· increased transparency while having regard to moral hazard.

The Chair noted that Australia’s intergenerational report was useful for the Treasurer to engage with his colleagues and the public on policy implications, as well as being a persuasive tool for getting stable fiscal outcomes.  

Russia supported New Zealand’s comments on the use of long-term projections, noting that the Russian Government is currently focused on 10-15 year budget sustainability.  Russia also suggested the possibility of a workshop on long-term projections, and noted that it was happy to co-sponsor. 

In relation to the suggestion of developing a code of best practice for fiscal risk management, Russia viewed that this could be difficult to implement.  In this context, Russia suggested that APEC could first produce a report that documents economies’ experience with fiscal risk management and following from that, consider whether a new or revised code is needed.  Ministers could then encourage the development of fiscal risk principles.  Russia also remarked that further work could elaborate on good fiscal risk practices, and include a discussion on which agency would be best placed to manage certain risks and the various methodologies used to calculate risks.

Russia sought economies’ views on what they regarded as an acceptable level of contingent liabilities, and on establishing a separate body or agency to manage and control risks.  Russia also asked whether the IMF could report at the SFOM next year on which areas of the GFS manual could be improved to account better for off-balance sheet risks.

Canada supported the development of high-level principles and appropriate guidelines for fiscal risk management that cover overall fiscal risks and not just off-balance sheet risks.  Canada is considering the development of a comprehensive intergenerational/fiscal sustainability report, based on the Australian and New Zealand model, which is due to be released in late 2007.  

The United States supported comments from Russia and its proposal for a workshop on long‑term projections.  The United States acknowledged comments made in support of long-term budget projections, but warned about inaccuracies in long-term projections.  The United States also cautioned, following its own experience, that care should be taken that projections do not misinform the public into thinking that a forecasted budget surplus necessarily means it should be spent. 

The Chair noted the United States experience and emphasised that long-term estimates should be considered as projections and not forecasts, and should be on the basis of a ‘no policy change’ assumption.

ABAC agreed that this topic was a significant issue for finance ministers.  ABAC noted Indonesia’s requests for greater capacity building support and said it was happy to provide assistance in regard to PPPs.  To develop more effective capacity building initiatives, ABAC also suggested there was a need to talk with rating agencies and private institutions.

Japan provided its experience with regards to Independent Public Corporations (IPCs) and pensions.  Japan has improved its budget transparency by introducing the business accounting‑based balance sheet to IPCs.  Japan has also implemented reforms to its pension system to reduce future risk from growing pension liabilities.
Chinese Taipei emphasised the importance of having fiscal rules for long-term fiscal sustainability, and shared its progress in managing debt including the introduction of a public debt management law.  Chinese Taipei found the GFS manual and ROSCs to be useful.

Summary

The Chair introduced Neil Richardson from Australia to provide a summary of this session’s discussion.

Mr Richardson recapped key points of the session, primarily that: 

· there appeared to be strong support for the use of long-term projections, bearing in mind the cautionary note from the United States on the reliability of estimates and the importance of how projections are reported;

· governments can adopt a three-tiered approach to managing risks:  address risk at the source, transfer risk where possible and manage any residual risks;

· transparency is a useful tool for the enhanced management of fiscal risks;

· creating and allowing for provisions in the system can assist in better management of shocks.  In this context, contingent funds could be useful under certain circumstances, although this was not greatly discussed in the session;

· there was a real interest among members in best practices for managing PPPs;

· it is important to garner ministerial support for net present value analysis of guarantees  (Australia noted that it was currently moving towards developing this); and

· there was some support for a centralised approach to managing risk, particularly from Indonesia and Philippines, while noting comments that it is important to avoid an additional level of bureaucracy.

Key outcomes
Australia then requested economies’ views on a possible way forward to take to FMM, in particular the consideration of a new or revised code or guidelines on fiscal sustainability.

Malaysia suggested that, instead of having a ‘code’ of fiscal management/sustainability, there could be a list of ‘good’ or ‘best’ practices for member economies’ reference.

The Chair emphasised that the use of the word ‘code’ should be taken in the informal sense.  

On capacity building, the Chair mentioned that the next fiscal risk workshop would be focused on the needs of one economy, in this case Indonesia.  

The Chair also highlighted recent guidelines produced by the Pacific Economic Cooperation Council (PECC) on PPPs which economies may find useful.  The Chair also suggested that ministers could, in the Joint Ministerial Statement, welcome the contribution that the PECC has made.

The Chair thanked all discussants for their contribution and finished up by drawing on the following points:

· The body of work on addressing fiscal risks is growing, but more work needs to be done, particularly on how to manage off-balance sheet risks.  There was general support for this around the table.

· There was general agreement among members that developing some practical guidance on how to reduce risks at the source, transferring risks and managing residual risks are a potential area for further work.

· Economies should continue to seek and assist each other to increase capacity building and ensure good practice.  

Session 3:  Policy Theme 2 — Deepening and Integrating Private Capital Markets

The Chair thanked Australia, Chinese Taipei, Indonesia, New Zealand, Russia, the Philippines, Viet Nam, the IMF and ABAC for providing background papers.  The Chair outlined the terms of reference that were agreed at SFOM 1 for this theme.  The Chair suggested that there should be a general discussion of the key issues that finance ministers may need to discuss and agree to in supporting and promoting the development of private capital markets within the APEC region.

Mr Leslie Williams of Australia briefly introduced the theme paper and outlined the key issues that were identified in the paper for discussion. These issues included:

· the need to approach the expansion of private capital markets in the context of broader economic development and financial reform, looking at a holistic approach to market development;

· the challenges in strengthening financial infrastructure and institutions that support private capital market development;

· the prioritising and sequencing of financial reforms according to local economic, social and political conditions;

· the effectiveness of using frameworks to help identify priorities for reform, the sequencing of reforms and the trade-offs involved;

· the challenges in adopting international best practice as a way of supporting financial system compatibility and private capital market integration;

· the need to develop a strong and diversified investor base to support private capital market development;

· the use of various international guides and mechanisms to support economies in their market reform efforts, including domestic independent reviews; and

· the need to develop and implement targeted capacity building. 

Australia then outlined the Policy Dialogue Workshop of Financial Sector Reform, held on Wednesday 9 May.  The key points from that workshop were outlined by Mr Chris Legg:

· Private capital markets are essential to sustainable economic development.

· Progress has been made, especially in the past 10 years, but challenges still exist, and reform has been uneven.

· There are still vulnerabilities to be managed and areas of weakness which may destabilise the economy.

· The mindset is changing away from a desire to build up savings within economies.

· Private capital markets are heavily dependent on macroeconomic stability, exchange rate flexibility, capital movement across borders, human skill base, and advancements in and adoption of information technologies.  Reform is required in a broad range of policy areas to deepen and integrate private capital markets, particularly in relation to legal systems, corporate governance, and development of institutional investor bases.

The view was that progress had been made in the banking sector, and there was a need to identify other priorities such as diversifying markets, creating a corporate bond market, enhancing liquidity, and managing risks. 

Sequencing is an art not a science, and policies must be implemented within bounds and constraints.  One approach is to tackle ‘low-hanging fruit’.  Another is to implement key policies that have significant flow-on effects.  This strategy is to find the policies that reinforce momentum in the second-best world and build momentum.  

Financial sector master plans are used in some economies.  Periodic independent reviews and regular broad consultation with stakeholders are some other techniques for progressing reform.  Another area to consider is harnessing international standards and codes.  FSAPs can be used to champion reform.

Moving towards best practice as appropriate to domestic circumstances facilitates financial market integration.  Mutual recognition and harmonisation will provide greater compatibility between regulatory systems across borders.  

A policy catalogue that captures economies’ experience with financial sector reform was proposed, noting that there was a lot of support for the concept at the workshop.

The Philippines discussed its Capital Market Development Plan 2005-2010.  The plan involved:

· conducting a study to identify weaknesses;

· identifying policy goals and strategic objectives; and 

· developing action plans that set reform priorities and determined the sequencing of reform measures.

Some impediments identified included the perceived instability of the macroeconomic environment in the past, high issuance costs, low savings rates, need for coordinated regulatory supervision, a lack of transparency, the taxation of financial instruments, and general legal impediments.  This plan resulted in the development of 9 policy goals and 11 strategic objectives.  Different institutions led different policy measures and an action plan was developed.

Short-term priorities were focused on building market infrastructure, surveillance capacity, and increased liquidity.  Intermediate priorities were focused on streamlining regulations and expanding the range of products.  Long-term priorities were focused on developing private pension funds, and increasing exchange participation.  These approaches are incremental.

Viet Nam discussed its experience in capital market development, and noted that economic growth remains high.  Capital markets were officially established in July 2000.

The capitalisation of the equity market was only around 23 per cent of GDP, and not particularly stable, while the bond market was smaller still at only 6 per cent of GDP.

Capital market reform priorities are improving the legal framework, increasing development of corporate bond markets, adopting international best practice (disclosure and corporate governance), increasing securities supply, promoting market participation, enhancing quality of operations of securities trading centres, improving market management and monitoring.

Issues raised by the policy-theme paper include the lessons in capital market reform, such as the need for a financial sector reform plan, evaluation and monitoring, the sequencing of reforms, and the government’s role during transition.  

The need for greater capacity building was also identified, and this was an area where the IFIs and developed economies could do more.  The Catalogue of Policy Experience would also be of assistance and help share information.

Russia noted that recent economic developments in the Asia-Pacific have revealed an urgent need for reform.  A key contribution is to focus on core activities — financial infrastructure and institutional architecture.  Other focus areas are banking sector and market reform, plus regulatory reform (such as in transparency and corporate governance).  There needs to be a balance between stability of private capital markets and freedom from unnecessary regulations.  Last year, Russia liberalised trading regulations and, since then, FDI has more than doubled and Russia’s exchange rate has appreciated.

Reforms to the banking sector such as the introduction of deposit insurance schemes promote stability by decreasing risk to depositors, but also increase the risk of moral hazard.  New Zealand uses high disclosure regulations.  The ultimate goal should be the protection of investors and maintenance of orderly markets.

Russia noted that there are incomplete capital markets in APEC and suggested that widening the range of investment instruments may help.  Derivatives markets are getting stronger.  A goal for Russia is to develop derivatives markets in the region.

Malaysia noted that it subscribes to the principle of progressive liberalisation within the context of its overall development strategy and is guided by the Financial Services Sector Masterplan for the banking and insurance industry and the Capital Market Masterplan for the capital market industry.  The aims of these plans are to provide pragmatic priorities and ensure a coordinated approach towards liberalisation.  

The Capital Market Masterplan (CMP) is now in the third phase of implementation with 75 per cent of the recommendations in these plans already implemented.  While efforts in the first two phases of the CMP have centred on strengthening domestic capacity and developing strategic sectors, the third phase focuses on promoting and enhancing the regional and international profile of Malaysia’s capital market.  Recently, five foreign brokers and three foreign fund managers with 100 per cent equity ownership have been granted licences to operate in Malaysia.  The regulatory and institutional framework for enhancing corporate governance in public-listed companies in Malaysia was also strengthened by greater enforcement for corporate misconduct. Notably, Malaysia has undergone a ROSC on corporate governance, which provides a benchmark for Malaysia’s observance of corporate governance practices against the OECD Principles of Corporate Governance.  The report showed that Malaysia had taken important steps since 1998 to enhance and strengthen its corporate governance framework.  In addition to this, the foreign exchange and capital controls framework was further liberalised, including allowing greater flexibility to hedge foreign currency exposures and issue foreign currency bonds, as well as increasing the limit on foreign currency borrowing by residents.

In relation to the ‘Catalogue of Policy Choices’, Malaysia suggested that the proposed framework be reviewed to minimise time spent and cost incurred in populating the database of experiences of member countries.  It was further suggested that as an initial step, the use of links to existing websites/documents be adopted.  

Malaysia noted that it used MOUs between regulatory agencies to minimise any regulatory overlaps and ensure that there would not be any excessive regulatory burden on market participants.  There is a mechanism in place to harmonise the legal, regulatory and supervisory framework governing market participants.

ABAC reported back on the bond market workshop held on May 8 and said that it would provide a summary report to all participants.  The key issues, however, were:

· market characteristics such as liquidity and depth of markets;

· taxation regimes; and

· degree of uncertainty, lack of access to legal recourse.

ABAC noted that significant reforms are under way in the region, and that capacity building is again an important issue.

Indonesia discussed its capital markets by noting that corporate bonds are very relevant to other bond markets.  There is increased cautiousness among regulators.

The United States has been assisting Indonesia to develop a government bond market.

Indonesia agreed there was a need to promote self assessment and peer reviews, especially through FSAPs.

The IMF noted challenges still remain, but integration looks promising.  The IMF will continue to support private capital market development.

Korea strongly supported the catalogue.  Korea noted that broadening the investor base is important to developing private capital markets, but that this is an area that requires more understanding by economies.  

Korea recognised that there are some discrepancies between the development of stock markets and bond markets, and this discrepancy could be a topic for finance ministers’ discussion. 

The World Bank noted that there was a clear discrepancy between bond markets and securities markets, and questioned what the reasons for this may be.  The World Bank suggested that there are likely to be global factors as well as economic factors, and that this may be a good issue for finance ministers to discuss, particularly in relation to shareholder information, disclosure, and corporate governance issues.

Chinese Taipei agreed that the catalogue was a good idea, supporting the idea of sharing experience.  

Chinese Taipei suggested that plans need to be pragmatic and flexible, as the political situation is changeable and there is a need to ensure policies adjusted.  Additionally, the economic and financial situation is volatile.  It is also important to get input from financial sectors, both domestic and international, in the reform process.

Where financial regulators are not integrated there can be differing points of view on aspects of a plan.  Many issues cut across sectors such as banking and insurance, and there is a need to cover all sectors and coordinate with all regulators.

The United States noted that there appears to be consensus on the importance of capital market development and significant reforms have already occurred.  APEC and the IFIs have both assisted with various initiatives in this area.  It is also important to take into account private sector views, and to prioritise reforms.

This theme linked with a proposed new initiative to be advanced by the United States that would further expand capacity building in this area through technical assistance.
New Zealand discussed the relevance of current issues being discussed within the FMM such as broadening the institutional investor base, and referred to its background paper on New Zealand capital markets.  New Zealand noted that private capital markets are interconnected with the wider economy and so a wider range of policies beyond those specifically targeted at financial infrastructure will also influence the development of capital markets. 

New Zealand illustrated this point with reference to its own experience, noting that it has a profitable and well-functioning financial system that remains bank-dominated with only a small stock market.  It noted that a current policy issue is the extent to which there are policies that might support deepening New Zealand’s capital markets.  

Issues that are influencing capital markets include a low level of household savings, a lack of profitable investment opportunities, and a lack of large and growth-oriented export firms.  The effects of taxation and regulations are also being considered.

New Zealand suggested that its experience highlighted the potential complementary roles for savings policy, structural and regulatory policy and taxation in fostering capital market deepening, and that finance ministers might usefully discuss this at their meeting. New Zealand noted that it will introduce the KiwiSaver work-based retirement savings scheme in July 2007 and hopes that the increase in long-term savings will encourage a growth in capital markets.  
The Philippines suggested that the sovereign bond market plays a significant role in determining the benchmark yield curve, and the introduction of a bond exchange program has flattened yield curve.  The Philippines noted that:

· its capital markets plan was pragmatic, and the Philippines made use of private/public partnerships and the Capital Markets Development Council; and

· its system of multiple regulators can adopt a more pragmatic approach, and the Financial Sector Forum brings all the regulators together.

The Philippines supported greater capacity building and the catalogue.

Japan welcomed Korean comments on finance ministers’ discussion on the difference between the stock markets and bond markets, and agreed there are real differences.  Japan expressed caution about going beyond discussing the difference as it may duplicate work done in other forums.  

Japan also expressed concern about the costs of the catalogue, and requested the steering committee to look at this issue carefully.  Japan noted that, in addition to the possible underestimation of the start-up cost as pointed out by the ADB during the workshop, the real cost for member economies could be the time and human resources required to provide information.
Thailand noted that it used a master plan that gives clear signals to the market.  Key aspects of this plan focused on promoting good governance, enlarging investor bases, increasing the range of products, and improving the supervisory system.  Thailand noted that ASEAN was integrating bond markets, and suggested ensuring complementarity with that work.

Thailand supported the catalogue.

Summary

Australia responded to the discussion by noting:

· the catalogue provides for capacity building ‘space’ and builds on the strength of APEC;

· Australia is conscious of minimising the imposition on economies and the catalogue would primarily use off-the-shelf material and links to existing sites and relevant capacity building initiatives;

· there is the possibility of presenting a demonstration to deputies and finance ministers;

· there is the possibility of introducing a secure section to include sensitive case studies and relevant contacts;

· the proposal is to use an APEC satellite site and outsource IT services;

· funding should be manageable with Australian aid funds and private sector contributions;

· the catalogue will evolve over time; and

· Australia is looking for support via a steering committee.

The Chair noted that there is a key role for institutional investors such as pension funds, mutual funds and insurance companies, all of whom have different investment strategies and behaviours.  Different trading strategies are just as critical for bond market development as numbers of investors.  The balance between domestic and institutional participants is an issue for each economy.

The Chair noted that private capital markets are a device for governments to achieve both social and economic objectives — they can, for example, provide funding for infrastructure.

It is important to ensure that there is consistency between the various plans of each government, both formally and informally.
Session 4(a):  Medium-Term Agenda
Medium‑Term Agenda

The Chair opened discussions on the Medium‑Term Agenda (MTA) by noting that the MTA was intended to provide continuity within policy themes over host years, and ensure that policy themes remained relevant to the interests of finance ministers.  The Chair indicated that the MTA helped instil discipline in the Finance Ministers’ Process as it prevented the process from straying or taking on work outside its scope.  

Lead discussants
Mr Kim Salisbury of Australia noted that in Hanoi in 2006, finance ministers asked for the Medium‑Term Agenda to be put into operation.  The document, List of Work Priorities for APEC Finance Ministers’ Process, had been revised since SFOM 1.  

Australia suggested that the List of Work Priorities be a living document that helps to avoid duplication between the areas of work addressed by the Finance Ministers’ Process, and other forums in APEC, such as the Economic Committee and ABAC’s Advisory Group on APEC Financial System Capacity Building.  The document would now be most relevant to future hosts Peru and Singapore.  

Key outcomes
· New Zealand suggested that the List of Work Priorities could be revised to incorporate the work of the Economic Committee, and could include the LAISR 2010 work programme.    

Session 4(b):  Discussion of Initiatives — Existing Initiatives

The Chair opened discussion on the policy initiatives by noting that initiatives were generally focused either on policy analysis and development, or on capacity building.  Despite this, there were elements of both in all policy initiatives.  The Chair suggested that economies would welcome comments bilaterally in addition to comments during this session.  

Kim Salisbury of Australia noted that his economy had committed at SFOM 1 to collate a list of initiatives and dates for workshops and seminars for the information of economies, and had recently distributed a template that economies could use to report key information.  

· Russia thanked Australia for doing this work, and suggested that this practice could be continued by future hosts Peru, Singapore and Japan.  
Initiative 1 — Voluntary Action Plan for Supporting Freer and More Stable Capital Flows (New Zealand, Chile, Russia, IMF) — The Development of Pension and Annuities Markets in the APEC region
New Zealand discussed the initiative by providing a summary of the dialogue on Savings and Capital Market Development hosted in Hanoi.  A key finding from this dialogue was that contractual savings that could be intermediated through private capital markets could increase the speed with which capital markets developed.  Developing an institutional investor base and a pool of long-term savings can create demand for equities, and government and corporate bonds.  There is strong pool of short-term savings in the region, but relatively little long-term savings.  New Zealand noted that savings may create opportunities for partnerships with the private sector.  New Zealand circulated a brochure on the initiative to the meeting and invited comments on the draft, prior to circulation at the upcoming FMM. 

New Zealand noted the importance of Korea’s work and that it wanted to avoid any duplication, recognising that ageing and savings issues were closely related.  New Zealand noted it had sent a representative to Korea’s first workshop in 2007 to present earlier findings and ensure ongoing complementarity with Korea’s work on ageing.  New Zealand indicated that it will continue to make its findings available to Korea and expressed a hope that Korea would send a representative to its meeting in November.  It also indicated that the 2007 workshop would be co‑hosted by Russia, Chile and the IMF, and thanked those economies and organisations for their assistance.  

New Zealand continued by noting that the focus in the workshop to be held 8-9 November 2007 would be developing pension and annuities markets (institutional investors).  Comments on the agenda were welcome, especially on how it linked with the Medium‑Term Agenda.  The venue is yet to be determined but it is likely to be in Asia and subsidies for travel will be available for travel-eligible economies.    

Discussion by member economies
· Australia suggested this should be included in the future work of the FMP, and would therefore be of relevance to future hosts.

Initiative 2 — APEC Finance and Development Program (China (AFDP), World Bank)

China noted that it was co‑hosting five training workshops with Australia and Korea, and that additional work would be undertaken on bond market development with cooperation from the World Bank.  Continued support from economies would be appreciated.  

Initiative 3 — Deepening Prudential Regulatory Capacity in Non-Life Insurance (Australia (APEC Studies Centre), United States)

ABAC noted that the initiative was currently being implemented.  There will be a training course in late August 2007 in Melbourne, and the focus will be on non-life insurance.  The training workshop will be open to a range of APEC economies.  

Discussion by member economies
· The Chair noted that this initiative combines what were previously two initiatives.  

Initiative 4 — APEC Future Economic Leaders’ Think Tank (Australia)

Australia discussed the initiative by noting that this year was the eighth year of this dialogue, and new funding would be sought for an additional three years.  

Discussion by member economies
· ABAC noted that there was a strong level of support for the initiative.  

Initiative 5 — APEC Financial Regulators Training Initiative (United States, ADB)

The United States indicated that this initiative consisted of seven seminars in 2006, and a further seven to be held in 2007.  At the conclusion of these seminars, the initiative would end.  
Initiative 6 — APEC Financial Institutions Dealing with Small to Medium-Size Enterprises (SMEs) (Hong Kong, China)

Hong Kong, China outlined the programme for the meeting to be held on 11 July 2007 at the Hong Kong Monetary Authority building.  

Discussion by member economies
· The Philippines noted that most financing of SMEs was through banks and asked whether the work being done on bond market development would cover the financing of SMEs.  

· Hong Kong, China said the Philippines’ comments would be conveyed to the organisers of the seminar.  
Initiative 7 — Insolvency Reform Initiative (Australia)

Australia noted that the World Bank had talked at the seminar held on 8 May 2007 entitled ‘Public‑Private Sector Forum on Bond Market Development’, and that there was a consensus about the role of property rights and clear insolvency rules.

Discussion by member economies
· The Chair also thanked Japan for its support on this initiative and noted the relevance of this initiative to the work of the Economic Committee’s structural reform agenda and the need to feed the work of the FMP to other forums within APEC.

Initiative 8 — Reform of Financial Sector Initiative (Australia, Indonesia, China, Japan, Viet Nam)

Australia outlined the initiative and thanked the co-sponsors for their support.  The Chair noted that this initiative would now cease, and also thanked ABAC and the IFIs for their assistance.

Initiative 9 — Fiscal Management Initiative (Australia, Viet Nam, Indonesia)

Australia noted there was a benefit in tailoring the third workshop to the issues specific to one economy to enable a discussion of issues at a detailed level, while enabling other economies to benefit from participating.  Australia also noted that the IFIs had been helpful in undertaking this initiative.  

Discussion by member economies
· Indonesia noted that the proposed timing of September conflicted with Ramadan, and asked if it could be reconsidered.  

· The Philippines supported the focus on public‑private partnerships and offered to share its experience.  

· The Chair noted that after the third workshop this initiative would conclude, although work on this issue could continue in APEC should economies wish.
Initiative 10 — APEC Policy Response to Ageing Issue (Korea)

Korea outlined the history of the initiative and noted that proceedings of a recent conference were now available.  

Discussion by member economies
· ABAC noted that this initiative is highly relevant to the existing theme ‘Deepening and Integrating Private Capital Markets’, and that open and flexible capital markets help to manage ageing issues.  

Initiative 11 — APEC Public-Private Dialogue on Bond Market Development (ABAC)

The Dialogue was held on 8 May 2007, in the margins of this SFOM 2 meeting.  ABAC commented this was highly successful and thanked the Australian Treasury, ADB, Viet Nam, Indonesia and the Philippines for participating.  ABAC also thanked the ANZ Bank for sponsoring the event.  ABAC undertook to provide a report on the proceedings and suggested that Peru could consider hosting a similar workshop.  

Discussion by member economies
· The Philippines indicated that it supported the workshop and would discuss with ABAC how it might be continued.  

· ABAC indicated that it intended to hold a series of workshops over three years, subject to support from economies.

Session 4(c):  Discussion of Initiatives — New Initiatives

Initiative 12 — Fiscal Space — Reviewing, Assessing and Prioritising Government Expenditure (Australia)

Australia outlined its proposal for a new initiative on fiscal space and invited comments on the proposal and co-sponsors.  

Discussion by member economies
· The Chair noted that the focus of this initiative is on the social and economic payoffs of different types of expenditure, and appropriate budgetary and evaluation processes.  The Chair also noted that this initiative had been discussed at SFOM 1, and had received general support.

· New Zealand noted that the initiative had both economic and social development aspects, which would make it of interest to finance ministers.  New Zealand also noted that there was a need to lift these issues to the level of finance ministers’ discussions and this would be an issue for Australia as sponsors, and for future APEC hosts.

· The World Bank noted the links to the work being done in the G‑20 forums on fiscal space and noted that a G‑20 workshop would be held in Turkey in July 2007.  

· Canada, Chile, New Zealand and the Philippines supported the initiative.  

· In response to various interventions, Australia concluded by noting that:  raising these issues to the finance ministers’ level would be an issue for future hosts; consideration of revenue issues may make this initiative too cumbersome; and, the work currently being undertaken in the fiscal theme is complementary as it focuses on off-balance sheet liabilities, while this theme focuses on prioritising and assessing the payoffs of different expenditures, and budget processes.    

Initiative 13 — Strengthening Capital Markets in the APEC Region (United States)

The United States discussed the proposed initiative by noting that it was framed around two key principles:  voluntary participation and complementarity with APEC existing work.  The initiative would comprise the placement of US Treasury or regulators’ officers in participating economies’ financial institutions to build capacity and assist with implementing policy.  The approach would be to provide resident, field-based assistance.  

The United States noted that there is a shortfall in long‑term, sustained assistance and capacity building.  The initiative would establish a presence in the APEC region, because this would be a more efficient way to deliver such assistance and coordinate capacity building, and would generate a deeper understanding of the needs of the region.  The placements could be based at the APEC Secretariat.  

The initiative would have two elements, a diagnostic element and an experience sharing element.  Diagnostics would not be of the whole region, but only for economies interested in technical analysis, and recipient economies would be in control.  The technical assistance would be based on the needs of the economy and would not necessarily require direct movement towards international best practices.  
Discussion by member economies
· The ADB noted that it could be a very useful initiative, but there is a need to ensure complementarity with other work in the region.  
· Japan noted that capital markets are critical issues, but the paper had been distributed late and further consideration of the proposal would be required before a formal Japanese view could be presented.  Japan, as a preliminary comment, stated that a ‘one-size-fits-all’ approach — such as ‘a set of policy recommendations for Finance Ministers to endorse’ — might not bode well with the voluntary nature of APEC.  Japan also cautioned the possibility of duplication with work being done elsewhere.  

· Indonesia noted the need to avoid duplication and the need for capacity building on corporate bond market development.  

· China noted the positive elements of the proposal such as the technical, bottom-up approach to providing technical assistance.  A possible negative issue is the proposal for consensus recommendations to ministers.  
· The Philippines supported the broad principles, suggesting there needed to be clearer ‘rules of engagement’, and that a low profile approach with an advisory focus, not policy development, would be best.  In relation to the proposal to place US Treasury officials in institutions, the Philippines suggested a better approach would be a formal secondment programme, where there was a two-way exchange between member economies.  
· New Zealand suggested there needed to be more clarity around reporting back to finance ministers.  In relation to diagnostics, New Zealand questioned whether this would be a diagnosis of economies or of policies.  
· Korea said it would need more time to provide a formal view on the proposal.  
· Chinese Taipei expressed support for the initiative and suggested that there needed to be a higher level of policy dialogue to avoid overlap with existing work within APEC.  General principles would be more appropriate for ministers to consider than specific policies.  
· Canada supported this initiative.  Canada noted the need for a stocktake of technical assistance in the region to ensure that the supply of technical expertise meets the demand, and suggested the initiative be expanded to allow for non‑US participation.  

· Malaysia agreed with comments by the Philippines, particularly in relation to the potential sensitivities of such an ‘engagement’.  Furthermore, it was the usual APEC practice to involve the IFIs in the delivery of technical assistance and capacity building programmes, upon request.  In this regard, Malaysia expressed the view that secondments/attachments in US institutions would serve as a more effective mechanism for hands-on capacity building.   
· ABAC and Russia supported the provision of field-based technical assistance, but indicated that other elements of the proposal needed more development.  
· Thailand agreed with the suggestions by the Philippines and Malaysia and emphasised that having officials from member economies working in a more developed and well structured regulatory authority for secondment would be more beneficial to the developing member economies in terms of gaining on-site experience.
· The Chair suggested that the United States should take on board the comments of economies and revise the initiative prior to recirculating it inter-sessionally in a few weeks.  
Summary

The United States responded to the various interventions and made the following points:  

· the key focus of the initiative is the provision of field-based technical assistance, and other elements of the proposal are intended to be supportive of this assistance;
· the majority of funding would come from the US Treasury, although around US$100,000 may be requested from APEC for conferences and events; and 

· it is the United States’ intention to work with the IFIs.  
Key outcomes
· The United States invited co-sponsors.

· The United States undertook to provide a revised proposal that took on the comments of member economies within a few weeks.  

Session 5:  Arrangements for Finance Ministers’ Meeting and Joint Ministerial Statement

The Chair opened the theme by playing a video presentation for Australia’s APEC host year.

The Chair thanked Viet Nam and Korea for their leadership in making the forum more attractive and supporting this aim with substantial material on the themes.  The Chair noted that Australia intends to continue this legacy.

The Chair noted the Australian Treasurer’s preferences for the forthcoming FMM. This included his preference for:

· each theme to be supported by a short paper for ministers (of no more than two pages) and for the FMM Chair to have a set of relevant and practical questions to facilitate engagement and discussion among ministers; 
· an open general discussion on global economic developments and on the policy themes in a way that addresses the technical and political elements of interest to finance ministers — Treasurer Costello would prefer ministers to lead discussion in these sessions (as occurs in the G-20);
· discussion on global economic developments that focuses on specific policy aspects which are of particular concern for the Asia-Pacific region.  Two issues discussed would be on the areas of investment efficiency and recovery and on energy markets to support sustainable development.  Treasurer Costello is aiming for these discussions to have a thematic structure and will invite ministers’ views.  In this regard, the Chair asked economies to indicate whether they are aware of their Minister’s specific interest in opening discussion in any particular session.

The Chair noted that the Treasurer intends for this year’s FMM to provide direct and substantive input on issues discussed by leaders.  These issues are:  structural reform; energy security and climate change; advancing economic integration in the Asia-Pacific; and human security.  The Chair emphasised that the proposed FMM plan allows three of these issues to be substantively addressed by finance ministers.

The Chair then called on Julieanne McIntyre of Australia to discuss the details and structure of the FMM week and the approach regarding the Joint Ministerial Statement (JMS) drafting procedure.  

Structure of the FMM week

Mrs McIntyre noted that the 14th APEC FMM will be held at the Hyatt Regency Coolum on Queensland’s Sunshine Coast on 2-3 August, with the Drafting session all day on 30 July and the Deputies’ meeting on the afternoon of 31 July and the following morning of 1 August.

Delegates were provided with a document detailing the draft schedule and attendance for the sessions for the FMM.

Mrs McIntyre noted that Australia intends to draw on the success of the FMM formats used in both Jeju and Hanoi and, as a result, most aspects remain intact for this year’s FMM.  In particular, Australia intends to open the FMM with a retreat, highlight continuity with the issues raised in Hanoi, and engage with business.

Mrs McIntyre made a number of points in relation to how the meeting will be run:
· The retreat will run for two hours and will be a ministers-only session based on the experience in Hanoi.  The Treasurer would like to use the more private format of the ministers-only retreat as an opportunity openly to discuss issues that are important to them and to leaders. 

· The Treasurer would like to discuss the topic of ‘global and regional economic architecture’ during the ministerial retreat.  The global architecture needs to adapt to changing international economic circumstances, and it is essential that global institutions remain representative, relevant and focused on key issues.  The East Asian architecture has also changed in the past decade and the Treasurer would like to discuss ways to ensure the complementarity of the regional architecture, with APEC continuing to play an important role in bridging both sides of the Pacific on economic issues.

· Following Korea’s innovation of an extended meeting with the APEC Business Advisory Council (ABAC), the Treasurer is seeking to take the opportunity of direct engagement between business leaders and ministers to undertake a useful discussion on private capital markets as one of this year’s policy themes.  Furthermore, he would like to trial a format of a working lunch to be co-chaired by both the Treasurer and the ABAC Chair.  The aim is to create a more intimate feel where tables are arranged to accommodate the ministers and all ABAC representatives, and given the topic, it is useful for the heads of the international financial institutions (IFIs), including the International Monetary Fund, the World Bank and the Asian Development Bank, to participate actively in this session.  Deputies will also be present at separate tables.

· Engagement with business will last for approximately 1½ hours and will be followed by a continuation of the discussion on private capital markets among ministers.  The heads of the IFIs, the ABAC Chair and deputies would also be invited to attend. 

· The rest of the afternoon will focus on the global and regional economic outlook discussion which will be broken into two separate thematic sessions as discussed at each of the two Senior Finance Officials’ Meetings; the first on investment efficiency and recovery, with a second session on energy markets that support stability and sustainable growth (including climate change).  These were identified as two key issues in the medium-term outlook for the Asia-Pacific.  Again, the heads of the IFIs, the ABAC Chair and deputies would be invited to attend.  Mrs McIntyre noted that the IFIs have been asked to provide a short background paper for ministers on the overall economic outlook for the APEC region which would support this session.

· The following morning of the FMM will include the session on fiscal transparency and sustainability and a session reporting on the initiatives and other business.

Joint Ministerial Statement  

Mrs McIntyre noted that Australia will collate the Joint Ministerial Statement (JMS) based on the familiar elements which include:

· general global developments;
· insights from the discussions on the two Global Economic Outlook topics (investment and energy);
· insights from the two policy themes in the SFOM sessions; and

· general material on the hosting arrangements for the following year, the progress of initiatives and other matters.

Mrs McIntyre noted that Australia intends to use the same procedure as last year for drafting the JMS.  This includes providing an initial draft by the end of June based on the SFOM discussions and Australia will be seeking comments within a week of distribution.  A week after that Australia intends to re-distribute the revised draft incorporating suggestions from economies for the drafting session to be held at Coolum in late July.  Mrs McIntyre referred to the proposed timetable for drafting the JMS circulated to delegates.
Recognising that the JMS is a consensus document, Australia invited economies’ suggestions of any messages for inclusion in the JMS before the end of June.  Economies will have the opportunity to comment on the first draft in the first week of July.  

Mrs McIntyre noted this process is intended to meet ministers’ expectations, which are that agreement should be reached on the JMS at officials’ level prior to ministerial consideration.

Mrs McIntyre noted that economies should be prepared to incorporate changes to the JMS to ensure ministers are seen to be engaged on the issues of the day.  Outside of such contingencies, Mrs McIntyre noted that all suggestions should be received by Australia as early as possible to allow sufficient time for full consideration, and by all member economies.

Mrs McIntyre emphasised that it may be appropriate to highlight the need for effective financial openness and integration and a capacity for cooperation on key medium-term issues such as energy security and climate change, given that leaders will be discussing regional integration.  Other matters for discussion that Mrs McIntyre noted Australia anticipates so far include:

· the Doha WTO round;

· the BWI reform strategic review;

· the ADB strategic review;

· the integrity of the global financial systems including clean money; and

· any other regional issues that APEC should comment on.

Mrs McIntyre reminded participants that Australia is again welcoming papers from member economies for theme-based discussions and that receiving the papers in time would be appreciated so as to prepare the delegation folders.

The Chair then called on Bernadette Welch of Australia to provide information on logistics for the forthcoming FMM.

Mrs Welch made several comments:

· An APEC Taskforce in the Prime Minister’s Department has been established to organise ministerial-level meetings and SOMs.  This means that the point of contact for information on logistical matters will change.  The contact information for policy matters will stay the same.  Each economy has received an information sheet listing its lead liaison officer, which will be its key logistical contact, and a delegate information sheet.

· All delegates need to be registered for the FMM and registrations open on 18 June. Registration is linked to the issuing of an electronic visa, so it is important to register early.  

· In regards to security, there will be a ministers’ accommodation enclave in the resort.  There will also be restricted number of people entitled to enter the main meeting room.  Delegates will automatically be given rights of access to selected areas of the resort which will be reflected through their accreditation pass.  Ministers will be provided with pins to indicate the areas of access they will be entitled to.

· Ministers will be met at Brisbane or Maroochydore Airport and provided with transfers to the meeting venue.  The APEC Taskforce has recommended that delegates arrive in Sydney and transfer to Maroochydore since there are no direct flights between Brisbane and Maroochydore.

· Economies should provide their lead liaison officer with information as soon as possible if travelling by state aircraft.

· There will be a liaison officer at the meeting venue for each economy, but these liaison officers are not the same people as the lead contact officers indicated on their information sheet.

· Media will have restricted access.  A host photographer and broadcaster will be provided by the APEC Taskforce.  Photographs and video will be made available via the APEC website.  Registrations for the media have opened.

· Interpreter facilities will be available, but economies will need to bring their own interpreter.  If interpreter services are required, economies should inform their key contact at the earliest opportunity.

· An administrative circular will be issued on 18 June.
Responses to questions by member economies
In response to queries from the ADB, the following clarifications were made by the Chair:

· The deputies’ meeting does not require any new material to be produced by member economies and institutions.
· For the FMM, the IFIs are welcome to provide a short two-page paper for the General Economic Outlook Session that summarises the key policy issues and insights based on conversations and material already produced.

· Australia will prepare the two-page papers for all other FMM sessions.

· The role of the IFIs is to highlight the challenges rather than conform to any consensus views that may emerge, so no formal presentations are required.

· Australia intends to encourage informal dialogue in an intimate setting, so there will not be any formal presentations. 

· Short, targeted and direct interventions by the IFIs and ABAC in the discussion are welcome.  This has worked well in the G-20.

· In regards to seating arrangements at the FMM, the IFIs are entitled to seats for their head of delegation plus one other person.

In response to a question from Brunei, Ms Kim Osmond of Australia advised that there are, on average, between three and five flights each day between Sydney and Maroochydore.

In response to a query from Hong Kong, China, Mrs Welch agreed to provide delegates with details on when registrations will close.

The Chair received questions from the World Bank, Malaysia, ABAC, the Russian Federation, the Philippines, the ADB, and China.  The following responses were provided by the Chair:

· Anyone at the FMM meeting table is entitled to participate in the discussion; interventions can provide leadership and direction but they should be targeted and conversational.  This also applies to the working lunch.

· Australia will prepare two-page background papers for ministers on each policy theme and the two issues identified as relevant medium-term risks (investment and energy/climate change).

· IFIs are welcome to provide executive summaries of the papers they have provided for SFOMs but it is up to them whether they do so.  The Chair would welcome such executive summaries because they can provide a different perspective.

· Australia has not made a decision, at this stage, to provide a two-page paper for the retreat.  However, the likely outcome at this stage is that Australia will not produce a paper, but may provide some indicative questions.  The Chair also noted that the JMS may contain language on BWI reform and would be circulated to economies with sufficient time to make comments.

· There would only be one place at the meeting table for ABAC during the meeting (apart from the working lunch), although a deputy could sit behind.
· Ministers find short papers on the economic outlook useful, and the intention is to have a theme-based discussion around these papers.  In light of ministers’ desire to hear new material, the discussion on economic conditions would be framed through the topic of energy and climate change, including a discussion of medium-term risks.  The Chair emphasised that ministers can still raise any issues they want (such as global trading arrangements).

· Ministers would also appreciate short overview papers on global and regional economic conditions by the IFIs to put discussion in context.  The IMF and World Bank have agreed to do so; the ADB is free to decide whether it will prepare such a paper.

· There would be time in the afternoon before the FMM for bilateral meetings.  The Chair explained that it is difficult to shorten the meeting to accommodate more time for bilateral meetings.  In addition, the Chair emphasised that it would be preferred if bilateral meetings were not scheduled during the meeting.

· Economies should indicate whether their minister has an interest in being a lead discussant for particular sessions.  The Treasurer will be inviting ministers to be lead discussants shortly based on an understanding of interests while also balancing representation based on regional location and phase of development.

· Australia will consider providing a paper for the retreat based on how the Treasurer intends to frame the discussion.  In addition, the Chair noted there was no intention to shift the discussion away from the approach taken at SFOM.  IFIs are free to provide a condensed version of the material already produced in an accessible and readable format.

The Russian Federation asked Australia to provide clarification on the subtopics for discussion in the session on the global economic outlook 

China, Malaysia and the Philippines asked that more officials be allowed in the meeting room but noted that the final decision of the host would be respected.  Malaysia and the Philippines suggested that Australia consider allowing additional places for the FMM.
The United States expressed support for the overall approach, indicating a preference for a smaller conversational meeting, but noted the possibility for a compromise.  The United States also suggested that a background paper for the retreat would be useful.

Key outcomes
The Chair agreed to canvass the possibility of a compromise on access to the meeting room and report to senior finance officials on the outcome.
Session 6:  Related Fora Reports
The Chair introduced Mr Steve Moran, who was representing the Chair of the Senior Officials’ Meeting (SOM), Mr David Spencer, from the Australian Department of Foreign Affairs and Trade.

Mr Moran briefly outlined APEC’s policy priorities and the state of play for each of these priorities. 

Mr Moran noted that strengthening the multilateral trading system is a key item for trade ministers to discuss during their annual meeting which will be held in July 2007.  He informed delegates that the Trade Facilitation Action Plan (TFAP 2) will be submitted to ministers at this meeting.

On energy and climate change, Mr Moran noted that Australia is keen to develop a coherent policy response to these issues.  He reported that the Australian Prime Minister has written to his counterparts informing them that these issues have been placed on the agenda for discussion at the leaders’ meeting.  Mr Moran added that in developing the energy and climate change discussion agenda, Australia will be seeking contributions from the different sectors of the APEC forums, including mining, energy and transport.  Mr Moran also noted that the draft background paper on energy did not meet SOM requirements and that it is being rewritten in a different form. 

Mr Moran reported that a study on Regional Economic Integration is being prepared for the leaders’ meeting.  The study will look at the trends and framework for regional economic integration, considering the possibility of a free trade area of the Asia-Pacific in the long term. 

On structural reform, Mr Moran noted the importance of this issue and behind-the-border reform for continuing economic growth in the region.

On the issue of human security, Mr Moran highlighted the importance of having a stable environment for trade, noting the various initiatives that are being developed and implemented across APEC in this area, including those delivered by the APEC counter-terrorism task force. 

Mr Moran also briefly reported on the proposals and efforts to strengthen APEC’s own institutional capacity further, including the proposal to establish a Policy Support Unit within the APEC Secretariat.

The Chair called on Professor Bob Buckle, Chair of the Economic Committee (EC), to report on the work of the EC. 

In his opening statement, Professor Buckle noted the complementarities between the work of the Finance Ministers’ Process (FMP) and the Economic Committee’s work programme. 

On strengthening regional economic integration, Professor Buckle made the point, as was noted at the SOM II meeting in April 2007, that structural economic issues are important barriers to achieving greater regional economic integration and improved standards of living in the APEC region.  He stressed that the momentum generated for progressing structural reform in APEC needs to be sustained, and the EC welcomes any assistance that SFOM can provide to sustain this momentum. 

On the programme for structural reform, Professor Buckle highlighted the priorities for reform:  public sector governance; corporate governance; legal and economic infrastructure; regulatory systems; and competition frameworks.  He also noted that both the EC and the FMP have key roles to play in these areas. 

Professor Buckle reported that sound progress is being made to develop a detailed and ambitious forward work programme on EC activities to report to APEC ministers later in the year.  He then briefly reported on the various EC initiatives including the Seminar on priorities in Structural Reform in APEC Economies and the 2007 APEC Economic Policy Report (AEPR).

Professor Buckle noted the importance of ensuring that the work programmes of SFOM and the EC complement each other.  He also called for greater engagement between members of the respective working groups, encouraging SFOM delegates to send officials to attend EC meetings and events. 

The Chair thanked Professor Buckle for his report and noted SFOM’s support for developing stronger relations between the two working groups. 

The Chair invited Mr Ken Waller, representing ABAC, to report on the work programme and current initiatives of ABAC.

Mr Waller noted the importance of deepening ABAC’s relationship with SFOM, SOM and the Economic Committee and thanked SFOM for the opportunity to report on the work of ABAC.  He outlined the three broad themes directing ABAC’s work:  regional economic integration (which included strengthening and deepening the region’s financial system and structural reform); energy and climate change; and APEC reform and interaction with ABAC. 

On regional economic integration, Mr Waller briefly reported on the various ABAC activities that support the development of the region’s bond market and the strengthening of the financial architecture in the Asia-Pacific region, including the governance of financial institutions. 

Mr Waller noted that, on APEC reform and from an ABAC perspective, efforts to address APEC’s structural weaknesses need to take into account the needs of the business community. 

On regional structural reform, Mr Waller noted that ABAC is strongly committed to developing measures to eliminate behind-the-border barriers that impede economic integration.  On this issue, he highlighted the important role capacity building plays in supporting structural reform and ABAC’s ongoing contribution in this regard.  

Mr Waller also informed delegates that ABAC has restructured its own working group, forming the Finance and Economic Working Group (FEWG) better to develop and focus efforts in supporting the developments of the financial markets, private and public sector partnerships and APEC’s Finance Ministers’ Process. 

The Chair thanked Mr Waller for his report.

The Chair called on Ms Carmen Mak, Director (Programs) of the APEC Secretariat, to report on recent APEC developments. 

Ms Mak tabled a short report prepared by the APEC Secretariat.  The report noted key dates for the submission of project proposals for assessment by the Steering Committee on ECOTECH (SCE), outlined the key outcomes of SOM I and highlighted the key developments across the various APEC working groups and committees since SFOM I. 

Ms Mak also reported on the new Quality Assessment Framework (QAF), informing delegates that the QAF will need to be completed and submitted along with project proposals.  Ms Mak also encouraged economies to approach the Secretariat early when completing project proposals. 

The Chair thanked Ms Mak for her report.

General discussion by member economies   
Australia noted the strong linkages between EC work and that of the FMP. 

Malaysia pointed out that it would be beneficial to link the FMP and the Economic Leaders’ Summit.  Australia, as Chair, may wish to consider ways to inject key FMP messages into the final Leaders’ Communiqué.
Session 7:  Conclusions
The Chair opened the session by noting that SFOM 2 differed from the previous meeting in that the structure of SFOM 1 at Bowral was 2½ days of meetings with a cultural activity in the afternoon.  The structure of SFOM 2 in Melbourne took a different approach of two days with a cultural activity during the evening.

The Chair then opened discussion to members, asking if economies have preferences from among these formats.  The Chair also noted that any changes would have implications for correspondence regarding the FMM and the nature of capacity building in the APEC FMP.

Mr Kim Salisbury of Australia commented on the length of the SFOMs, and asked for any views regarding the FMM structure.  At the time this issue was discussed at Bowral last December, he noted that Australia was already locked into timeframes and contracts for the FMM in August 2007, so if members wanted to indicate future change, this would need to be done early enough for the planning of future hosts.

At SFOM 1, day one was an informal day that addressed issues for the host year.  Day two was a plenary session with day three being a half-day plenary and a cultural activity.  The format for SFOM 2 is more compressed.
For the FMM, the current structure is one day for drafting, two days for deputies, and two days for the ministers’ meeting.  There are options within this arrangement to reduce the deputies’ meeting to one day and make a total of four days.  SFOM 2 could become a deputies’ meeting (or the deputies’ meeting could be dispensed with altogether).

Mr Salisbury reiterated that this discussion could be useful for future hosts.        

New Zealand commented that SFOM 2 worked well.  Continuing the SFOM into the evening has made a shorter meeting possible.  Also successful were the thematic contributions on the global economic outlook discussion (investment and energy) which have kept the issues clear and targeted.

Mr Salisbury of Australia commented that Australia could do the same for SFOM 1 by removing the informal day before, and limiting the reporting session on the FMP initiatives to just new initiatives.  The reporting could also be in the form of a physical report that is tabled rather than read out.  Administrative issues could be cut out of the plenary and set the session of policy initiatives on the first day, so that if there are new initiatives there is time to discuss the idea through the SFOM.
There also appears to be support for the FMM to be compressed into four days, including a half‑day deputies’ meeting to allow time to greet ministers and also time for bilaterals.  Mr Salisbury questioned the value of having deputies’ meeting on the day before the FMM.
Malaysia suggested that SFOM could be used to distil issues for the JMS.  The draft could subsequently be amended inter-sessionally prior to the deputies’ meeting which then could dedicate the last session to finalising the JMS, thereby dispensing of the need for a separate drafting session.
Basing the favoured model on a two-day SFOM, the Chair further suggested that it would be preferable for the cultural activity to be retained as this is a great opportunity to relax, build personal relationships and interact with colleagues. 

Indonesia agreed with this layout for future meetings and reminded delegates that more time was needed for policy theme discussion as the meeting can often run out of time and it can be difficult to gain common understanding with insufficient time.
The Chair emphasised that hosts would need to prepare well in advance and send out documentation before a meeting to provide delegates time for ample consideration if a shorter meeting is being sought.  He also suggested that it would be feasible to have the usual structure for SFOM 1 and SFOM 2 but a drafting session and a deputies’ meeting in a single day during the week of FMM.  This would allow for a 3½ day meeting so long as the briefs were prepared and deputies cleared the material in time — this is all still a work in progress. 

Mr Salisbury of Australia discussed a proposal from the Life Sciences Innovation Forum (LSIF) circulated via email.  The proposal endorsed by leaders in 2006 was for the FMM and LSIF to discuss health issues in the margins of the FMM.  Mr Salisbury asked whether there was an appetite to engage on the suggested issues of health innovation, the role of early intervention, prevention and PPPs, but noted the constraints on achieving this dialogue.
The Chair noted that the default position is that it is not achievable at this stage, unless it is seen by economies to be worthwhile.  While the issues appear important, at this stage they are not well defined.
New Zealand suggested that interaction could occur on a voluntary/interested economy basis rather than being compulsory.
The Chair noted the economic and social payoffs of preventative health care and possibly relevant future discussions when the issues are better refined.  
Mr Salisbury of Australia then discussed an issue raised by the APEC Group on Services (GOS) which is part of the SOM and the Committee on Trade and Investment (CTI) processes.  GOS has suggested it undertake further work on Basel II and has asked the FMP for its view on this.  Mr Salisbury suggested the response be that Basel II was within the purview of the finance ministers and that sufficient work was being undertaken in this area; he then sought ABAC’s view.
ABAC agreed with this approach.  At SFOM 1, ABAC noted the last dialogue with the Asian Bankers’ Association and options to economies on recommendations and responses, but the request is still outstanding.  ABAC is conducting a dialogue on development in regional financial sectors which involves discussion about Basel II, and ABAC hopes to have an informed report including further reactions from economies.  ABAC noted that its main concern is cross-border implementation of Basel II which has implications for financial regulators and banks in the region that have operations outside their home economy. 
The Chair asked if Australia’s request regarding the GOS could be followed up.  Malaysia agreed with Australia that this falls under both the FMP and existing work under the FRTI.  The Chair also asked the views of the CTI Chair who also agreed.
Mr Salisbury of Australia also noted that correspondence on a counter-terrorism proposal had been circulated seeking delegates’ views.
The Chair asked for views on the effectiveness of APEC’s technical assistance and capacity building.  His view was that this could be done inter-sessionally.  The Chair further noted that there have been a wide range of activities including looking at policy issues, case studies and doing focus work in an intensive manner.  His view was that the new initiative proposed by the United States was a reminder of the importance of two-way communication and twinning arrangements, and the Chair offered to take this up with Australia’s aid agency.

IMF suggested that one other aspect is networking, which can be powerful during training and workshops.  Networking can be drawn upon on a long-term basis and the discussion of the Catalogue of Policy Options from the Financial Workshop is an example.
Members congratulated Australia on its successful hosting of SFOM 2, and expressed their sincere gratitude and appreciation to the Australian Treasury for the warm hospitality and excellent arrangements made for the Meeting.
The Chair then closed the session and SFOM 2 by thanking participants for their contributions.
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