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3. Professor Neoh asked the question “Can we censor the
Internet?”. He responded no, reinforcing his response with a
quote from Ira Magaziner, Internet Adviser to the Clinton Ad-
ministration, who said “What we now understand and we have
gone away from, is that even if it were desirable to censor the
Internet, which we don’t believe it is, but even if it were de-
sirable, it is impossible and life is too short to spend so much
time on doing things that are impossible.”

4. Professor Neoh identified a series of merits of the Internet.
It is a seminal enabling technology, allowing mankind to bridge
distances and cultures through “connectivity” and
“interactivity”, and opening new vistas in communications,
education, commerce, governance and regulation. However,
Professor Neoh stressed that the Internet also breeds crimes.
These include fraud, theft, cyber attacks which cause untold
damage, ¡and the spread of “perverse” messages causing harm,
such as the incitement of racial hatred, pornography which of-
fends community standards, and the spread of military secrets
which can damage national interests. Professor Neoh argued
that any policing regime has to undertake several balances: to
offset the benefits against the risks; to weigh freedom of ex-
pression against ideas which offend community interests, and
to assess old values versus high technology. He stressed it is
vital to remember that high technology does not replace the
old values of integrity and fairness, and argued that these val-
ues should underpin all policing ideas about the Internet.

5. Professor Neoh contended that in order to police the
Internet a multi-dimensional approach was needed including
the personal dimension, the industry dimension, the Non-Gov-
ernmental Organization (NGO) dimension, the governmental
dimension, and the international dimension. He analyzed each
of these dimensions in turn.

The Internet Challenge

1. Professor Anthony Neoh, Professor at Peking Univer-
sity, Chief Advisor to the China Securities Regulatory
Commission, and former Chairman, Securities and Futures

Commission, Hong Kong, China, and Technical Committee,

International Organisation of Securities Commissions
(IOSCO), discussed the methods of policing the Internet.

2. He first raised the question of whether it is possible to
police the Internet, and noted that there are great difficulties

in doing so. The reasons for this include that the Internet is

based on an open architecture, that it operates anywhere in
the world and can be accessed from anywhere, that it guaran-

tees anonymity, that it allows connectivity between all par-

ticipants, and that it is not confined by national borders or
national laws. He then quoted with approval Geoff Huston,

Secretary General, Australian Internet Association, who said

that “You can no more trace the path of a drop of water through
the world’s oceans as trace the information on the Internet...

The network doesn’t respect legislative borderlines. It is very

hard to know who is doing what, where.”
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6. Professor Neoh stressed the importance of the personal
dimension by stating that “It all starts with you”. This means
that the consumer of any technology must understand the tech-
nology. Professor Neoh urged consumers not to fall for an
offer which sounds too good to be true. In addition, they must
take care of their children. Professor Neoh argued that con-
sumers should deal only with established brand name suppli-
ers of services. If they are unsure, they should check with the
regulator, and in this context, Professor Neoh noted that most
regulators have web-sites and e-mail enquiry services. He
urged consumers to try to understand basic computer secu-
rity. They should not provide personal information (such as
credit card details) unless the receiving side is known to them.
They must protect their passwords. They must read as much
as possible about the way the Internet works. Most important
of all, Professor Neoh exhorted participants not to fall for it.
This means being wary of cross-border investment offers
(which are often unregistered in a domestic jurisdiction), of
“high interest rate” scams, or ostrich farms or foreign con-
dos, and of high up-front fees with the offer of low-interest
rate loans supplied later. Professor Neoh warned about get-
ting chain e-mail. He stressed: Be careful when you get
“spammed” about high tech stocks. Don’t deal with unregis-
tered financial intermediaries. Be careful about information
in chat rooms.

7. The second dimension Professor Neoh examined was that
of the industry. He argued that it had a role in developing
consumer and governmental confidence. It could do this
by establishing codes of practice for ISPs and ICPs. It could
develop systems of certification for consumer protection. The
creation of uniform protocols and systems of tagging infor-
mation through the Internet would also help. Industry could
also help police the Internet by working through national and
international groupings, by the creation and popularisation of
filtering devices, and by encouraging research in computer
security.

8. The third dimension Professor Neoh discussed was that
of the NGOs who could represent consumer interests. He
noted that they can champion freedom of expression, educate
consumers, and push for law reform in consumer protection.

9. The fourth dimension Professor Neoh analyzed was that
of governments. They can help develop the Internet’s en-
abling functions by providing adequate legal regimes for elec-
tronic commerce, by ensuring a clear regulatory regime
defining the responsibilities of ISPs and ICPs, and by insti-
tuting good co-ordination between the different regulators cov-
ering the areas of broadcasting, telecommunications, and
financial and consumer protection. Governments can also en-
courage the use of Internet, particularly in financial services.
This will help the transparency of the markets via on-line pro-

spectuses, and continued disclosure. The government must
also monitor and regulate on-line sales and purchases of vari-
ous financial services, on-line markets, and the provision of
advisory services through chat rooms.

10. Government can offer guidance to consumers and indus-
try via its regulation of cross-border offers, and of financial
software. It must develop an enforcement capability using in-
house Internet technical know-how, and creating centres of
law enforcement technology. Other activities governments can
do include developing a fast response capability, a complaints
system, ADR redress mechanisms, and promoting consumer
education via websites and campaigns through all media.
National governments must also encourage international co-
operation through IOSCO, bilateral agreements, and estab-
lishing a legal regime for the international exchange of
information and investigative assistance.

11. The fifth dimension of policing the Internet which Pro-
fessor Neoh discussed was the international level. He noted
various initiatives which can help advance this cause. The
United Nations and other multilateral agencies need to en-
courage the application of the UNCITRAL Model Law on
Electronic Commerce. The United Nations could prepare an
international convention on detection, investigation and pros-
ecution of Internet crimes on the same basis as the interna-
tional convention on air hijackings. IOSCO can sponsor
Internet sweeps and help create a clearing house of suspect
URLs. Interpol could develop a clearing house for informa-
tion about fraud.

12. Professor Neoh concluded by remarking that the Internet
is like electricity: it is a seminal technology which can ben-
efit mankind greatly if appropriately used. He stated it was
up to all of us to help police it, and stressed that the work has
just begun.

Payment and Settlement Systems

13. Mr. Salvatore Lo Giudice, Senior Economist, Mar-
ket Regulation Department, CONSOB, Italy, discussed the
CPSS-IOSCO (Committee on Payment and Settlement Sys-
tems of BIS/International Organization of Securities Com-
missions) Recommendations on securities settlement
systems (SSS). He described why the Task Force that wrote
the Recommendations was created, and noted that this was
done in response to a changing environment in the securities
markets due to a range of trends: the growth of the role of
markets in intermediating flows of funds and tools for man-
aging risks; the growth in the volume of cross-border securi-
ties transactions fuelled by growth in “collateral transactions”
(including repos and securities lending); changes in the mar-
ket infrastructure (such as the evolution of central counter-
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party (CCP) services, and the convergence of existing infra-
structure); the development and the modernisation of SSSs in
many countries (in particular emerging economies); and the
greater speed and virulence with which financial turmoil can
spread.

14. Mr. Lo Giudice observed that these trends had two im-
portant consequences. First, market participants had become
dependent on clearing and settlement facilities not located in
their own jurisdictions. Second, although the current arrange-
ments for settling cross border transactions rely heavily on
intermediaries, a desire has grown for more efficient and ro-
bust settlement arrangements through remote access, links,
and integration. Mr. Lo Giudice then commented on the ex-
isting standards for settlement. He argued that: (i) the “G-30”
standards for securities settlements (1989) no longer repre-
sented best practices in some areas, and did not address some
key issues; (ii) IOSCO principle No. 30 was not detailed
enough, and set at too high a level of generality, to be practi-
cally implemented; (iii) IOSCO’s document “Towards a legal
framework for clearing and settlement in EMC” focuses on
legal frameworks, and was not universally applicable; (iv) the
CPSS “Principle for Systemically Important Payment Sys-
tems” related only to payment systems; (v) the European Cen-
tral Bank standards were applicable to the Eurosystem only,
and did not address some issues; and the other initiatives, in-
cluding the FIBV paper on “Clearance and Settlement Best
Practices” (1996), and the ISSA recommendations (2000),
were private sector initiatives which did not have widespread
support or an official endorsement.

15. Mr. Lo Giudice noted that the CPSS-IOSCO recommen-
dations had two broad objectives. The first was safety, which
meant containing systemic risks in securities settlement sys-
tems and payment systems, and protecting investors. The sec-
ond was efficiency, which meant lowering costs to users, which
would impact returns to investors, and lowering costs to issu-
ers, which would impact the rate of capital formation. He iden-
tified three key aspects of the scope and characteristics of the
recommendations. They should be universally applicable —
for all types of securities including equities and fixed income,
and for emerging as well as developed markets. They should
employ a functional approach, given the diversity of institu-
tional arrangements internationally, and should not be nar-
rowly focused on Central Securities Depositories (CSDs).
Finally the recommendations should be “risk driven”.

16. Mr. Lo Giudice then identified some of the key risks in
securities markets, and described how the various recom-
mendations sought to respond to these risks. He defined first
the notion of legal risk as being the risk that losses will arise
because laws are applied in an unexpected way and/or fail to
support system rules, property rights, etc. He noted that Rec-
ommendation 1 responded to this by suggesting that settle-

ment systems should have a well founded, clear, and trans-
parent legal basis in the relevant jurisdictions.

17. Mr. Lo Giudice defined the concept of pre-settlement
risk as being the risk that a counterparty to an outstanding
transaction for completion at a future date, will fail to per-
form on the contract or agreement during the life of the trans-
action. He noted that the effects of this could include one
market participant having to pay the replacement cost of the
failed trade, liquidity pressures on the market (if settlement
is delayed), and also systemic risk (if the liquidity pressures
were sufficiently large and sustained). Mr. Lo Giudice ob-
served that solutions to these problems include: timely veri-
fication of trades on a T+0/T+1 basis (Recommendation 2),
the reduction of settlement cycles to T+3 (Recommendation
3), the use of trade netting, while assessing the costs and
benefits of a CCP (Recommendation 4), the use of securities
lending to minimize fails (Recommendation 5), and the im-
mobilization or dematerialization of securities in CSDs (Rec-
ommendation 6).

18. Mr. Lo Giudice identified the notion of settlement risk
as involving two key risks. The first is principal risk where
the seller of a security delivers a security but does not receive
payment, or the buyer of a security makes payment but does
not receive delivery. Such an event would mean that the full
value of the transaction is at risk, and had the potential to
generate systemic risk. The second element of settlement risk
is liquidity risk, where a counterparty does not settle an obli-
gation for full value when due, but on some unspecified date
thereafter. Mr. Lo Giudice identified three recommendation
made in the report to respond to settlement risk as follows:
Recommendation 7, which states SSS should eliminate prin-
cipal risk by linking securities transfers to funds transfers in a
way that achieves delivery versus payment; Recommenda-
tion 8, which states that final settlement on a DVP basis should
occur no later than the end of the settlement day, and that
intra-day or real-time finality should be provided where nec-
essary to reduce risks; and Recommendation 9, which dis-
cussed CSD risk controls.

19. The failure of any bank that provides cash accounts to
settle payment obligations for CSD members could disrupt
settlement and result in significant losses and liquidity pres-
sures for those members. Recommendation 10 responded to
this by suggesting that the assets used to settle the cash leg of
securities transactions between CSD members should carry
little or no credit or liquidity risk. If central bank money is
not used, steps must be taken to protect CSD members from
potential losses and liquidity pressures arising from the fail-
ure of a settlement bank.

20. Mr. Lo Giudice then defined the concept of operational
risk as being the risk that deficiencies in information systems
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or internal controls, human errors or management failures will
result in unexpected losses. Recommendation 11 responded to
this risk by requiring that the sources of operational risk be
identified and minimised, that systems be reliable and secure,
and have adequate and scalable capacity, and that contingency
plans and backup facilities be put in place. Mr. Lo Giudice
identified custody risk as being the risk of a loss on securities
held in custody occasioned by the custodian’s insolvency, neg-
ligence, misuse of assets, fraud, poor administration or inad-
equate record keeping. Recommendation 12 responded to this
risk and requiring accounting practices and safekeeping proce-
dures that fully protect customers’ securities, and also by sug-
gesting that customers’ securities be protected against the claims
of a custodian’s creditors. Mr. Lo Giudice noted other sources
of potential risks which were addressed in the recommenda-
tions, including conflict of interest amongst different stakehold-
ers in SSS, the existence of a quasi-monopoly situation in an
SSS, governance and access costs and inefficiencies, opaque-
ness in an SSS, and inadequate regulatory oversight.

21. Mr. Lo Giudice observed that it was anticipated that the
CPSS-IOSCO recommendations would be implemented in
most jurisdictions via a national plan, developed with coop-
eration between the private and public sectors. He also noted
that the IMF and World Bank could potentially also be in-
volved in assessing their implementation via the Financial
Stability Forum’s key standards, via Reports on Observance
of Standards and Codes (ROSCs), and via Financial Stability
Assessment Programs (FSAPs).

Securities Regulation in Emerging
Markets

22. Dr. Ruben Lee, Managing Director, Oxford Finance
Group, United Kingdom, examined the topic of “Securities
Regulation in Emerging Markets: Basic Issues and Current
Concerns”. He discussed six broad topics. The first concerned
the nature of regulation. The standard view of how regula-
tion operates was described as being composed of four parts:
an identification of regulatory objectives, a specification of
the regulatory tools available, a judgement as to which tools
could best deliver the desired objectives, and finally the imple-
mentation and enforcement of the chosen regulatory tools.
This model was shown to have several problems — the inher-
ent ambiguity of the standard regulatory objectives, conflicts
between many of the goals normally chosen, and the likeli-
hood that the available tools would lead to conflicts in the
delivery of the chosen goals.

23. Other views of regulation were also described. These in-
cluded seeing regulation as a continuous dialectic with a regu-
lator setting rules, market participants reacting to these rules,
and the regulator reacting in turn to their reactions. Regula-

tion could be viewed as a political process, and an attempt to
reconcile the interests of competing market constituencies.
Finally regulation could be seen as promoting the interests of
the regulators.

24. The second topic Dr. Lee examined was the allocation of
regulatory powers. The key issue is how should the power to
regulate financial markets be allocated between a ministry of
finance, a regulatory agency or commission which is indepen-
dent of government but still a public body, and one or more
self-regulatory organisations (SROs). Many benefits of self-
regulation were identified. It can allow good monitoring of mar-
kets beyond the reach of law. Practitioners are likely to want
market integrity. Self-regulation can take advantage of practi-
tioners’ knowledge and experience. Practitioners can learn about
regulation by participating in it. SROs can normally pay better
wages than statutory authorities. Self-regulation can bring le-
gitimacy. Self-regulatory policies may be less susceptible to
political whim than those of statutory authorities. The alterna-
tives to self-regulation may not be cost effective. And finally,
self-regulation may be more flexible and informal than a statu-
tory regulatory process. The costs of self-regulation were also
discussed, including the fact that the membership of SROs may
further their own, and not the public, interests, leading typi-
cally to fraud or anti-competitive behaviour; that SROs may
supervise their competitors; and that the existence of multiple
SROs may bring regulatory gaps or antagonism.

25. Five ways of mitigating the costs of self-regulation were
discussed: transparency in an SRO’s decision making process,
due process and the possibility of appealing SRO decisions, a
diversity of representation on the board of an SRO, regulatory
oversight of SRO decisions, and finally the minimisation of
conflicts of interest by directors and employees of SROs.

26. The third topic Dr. Lee analysed was that of automa-
tion. Six broad implications of automation were identified:
the possibility of constructing new types of trading systems;
the probability that commercial enterprises will compete se-
lectively with the different functions historically offered by
exchanges; the fact that trading can now be undertaken with-
out person-to-person contact; the ease and cheapness of en-
tering the market for markets; the increased power of the
buy-side; and lastly the democratisation of access to the trad-
ing environment. Dr. Lee then discussed one particular prob-
lem arising from automation, namely how regulatory
structures need to be adapted to take account of new trading
systems. The traditional model of institutional regulation was
described, and then a range of shortcomings with this model
in the new automated environment were identified. Finally, a
series of alternative regulatory strategies were described and
assessed. These included defining a new regulatory category
for the new types of trading systems, moving to a functional
regulatory approach, changing the definition of an exchange,
extending the limited volume approach used in the USA, and
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finally following a policy of separating the self-regulatory
functions from those of managing a market, and using com-
petition policy to determine appropriate regulatory policies
in regulating the behaviour of markets.

27. The fourth topic Dr. Lee examined was that of the gov-
ernance of exchanges. He presented a simple model of how
both non-profit cooperative exchanges and for-profit ex-
changes work. The two different governance structures were
then shown to lead to the imposition of different costs on
market participants in different environments. Dr. Lee ar-
gued that the mutual structure was appropriate in an envi-
ronment in which exchanges operated as monopolies,
because it allowed the owners of an exchange, the interme-
diaries, to stop the exchange charging anti-competitive prices
for its services. In contrast, in an environment with compet-
ing markets the mutual status was shown to be relatively
costly compared to the for-profit structure. Dr. Lee noted,
however, that the differences between non-profit coopera-
tive exchanges and for-profit exchanges were more appar-
ent than real. He maintained that perceptions of the so-called
“successes” of exchanges de-mutualising should be treated
with caution as they may simply reflect undesirable monopo-
listic activity.

28. The fifth topic Dr. Lee discussed was competition. He
examined the difficulties of defining competition, and the as-
sociated concept of fragmentation, in securities markets. He
defined a trading system as a mechanism that delivers three
functions: information dissemination of prices and quotes,
order routing, and order execution, and then identified a range
of different meanings of fragmentation, relating to different
ways in which the provision and operation of trading systems
were consolidated or split. The costs and benefits associated
with fragmentation were discussed, and on balance a judg-
ment was made that fragmentation enhances market perfor-
mance.

29. The sixth topic Dr. Lee analysed was that of regional
integration. He specified two definitions of regional integra-
tion. The first is that identical securities are traded at the same
price across markets, and thus focuses on costs. The second
definition is that market participants are allowed to do busi-
ness across markets without restriction, and thus focuses on
economic freedom. Dr. Lee stressed that in neither of these
definitions is integration associated with cooperation between
markets.

30. Dr. Lee identified the costs and benefits of, and barriers
to, regional integration. The benefits include: lower prices for
financial services; more efficient, liquid and broader securi-
ties markets; innovative financial products and services; in-
dustrial transformation of markets; cheaper corporate
financing; more efficient allocation of capital; higher returns;

enhanced risk-return frontiers; and improved macroeconomic
performance. The costs include that previously protected in-
dustries will lose out, that some individual companies will
lose out, the transition costs of moving towards a more com-
petitive environment, and the direct and indirect regulatory
costs that market participants will bear. The barriers to re-
gional integration that Dr. Lee identified include a lack of
currency convertibility, domestic and regional monopolistic
practices, the existence of multiple regulators, legislative and
regulatory impediments, transaction costs, taxation and ac-
counting differences, a lack of information, and finally dif-
ferences in the history and culture of the different markets in
a region.

31. Dr. Lee discussed different methods of promoting re-

gional integration, both between market infrastructure
organisations in different countries, and in the regulatory

arena. He identified the areas in which infrastructure coop-

erative projects could be attempted to be: listing, informa-
tion dissemination, order routing, trading, central

counter-party clearing, settlement, and marketing. Dr. Lee

noted that the perceived benefits of infrastructure coopera-
tive projects include economies of scale and scope, network

externalities, lower costs for market participants, simplified

and cheaper rules, the adoption of best practices, and better
risk management. He stressed, however, that a range of prob-

lems with cooperative ventures may arise, including that they

may reduce competition, that there may be transition costs
to achieve them, that mergers are difficult to implement suc-

cessfully, that declining IT costs mean that there is less need

for cooperation, the presence of technology problems, diffi-
culties in governance, and lastly the difficulty of creating

credible contractual commitments. Dr. Lee then analysed

four regulatory responses to enhance regional market inte-
grat ion:  information sharing between regulators,

harmonisation between regulatory regimes, mutual reliance

between regulators, and mutual recognition and home coun-
try control.

32. Dr. Lee drew seven broad conclusions from his
analysis as follows:

It is vital from a regulatory point of view to under-
stand the private incentives facing market participants
There are large benefits to inter-market competition
Judgment is required in regulation, both in assessing
the desired goals of regulation, and in evaluating the
various tools available
Due process and transparency are vital elements of a
regulatory process
The potential benefits of regional integration are large
Regulatory initiatives can help achieve such integra-
tion, but protectionism is likely
Cooperative projects between market infrastructure
organizations can work, but most do not

1
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these standards seek to promote is that CIS should be man-
aged for the benefit of investors. Amongst the issues which
they address are the role of the investment adviser and dis-
tributor, the role of the depository and custodian, segregation
and the protection of client accounts, valuation and pricing,
the distribution of income, the purchase and redemption of
shares and units, promotion and advertising, the contents of a
prospectus, and disclosure.

37. Mr. Thompson identified three broad legal forms under
which CIS could be created. The first is the corporate form

which includes the mutual fund form used in the United

States, European funds such as a SICAV or OEIC, and the
form employed in Japan and Korea. In the corporate form,

the investor is typically a shareholder, and each CIS is a

separate corporation. The second legal form is the trust form,
which includes the unit trust form, and the business trust

form in Canada. Key elements of the trust form is that the

trust is a special creature of English common law, that as-
sets are held in trust, and that investors are the beneficiaries

of the relevant trusts. The third legal form Mr. Thompson

identified is the contractual form, which is employed on Con-
tinental Europe, and in Japan and Korea (where it is called

an investment trust). Under this form, a CIS is operated un-

der an investment management contract, and investors are
part owners of the assets. Mr. Thompson noted that some

countries recognised only one form, while others recognised
more than one, and that several different bodies of laws can

govern CIS, including corporate law, trusts law, securities

law, and the law of contract. Mr. Thompson stressed, how-
ever, that the legal structure of a fund is only one factor shap-

ing a CIS regime. Another important one is the competition

faced by funds.

38. Mr. Thompson constructed a functional categorisation

of CIS into four broad classes: US Mutual Funds, Trust Sys-
tems, European Systems, and Japanese/Korean Investment

Trusts. He described key aspects of each class in turn. Mr.

Thompson noted that US Mutual Funds were governed by
the Investment Company Act (1940). This required a fund to

have oversight by a board of directors which would be re-

sponsible for the contract with the investment adviser, port-
folio holdings, performance, fees, risks, and would ensure

portfolio decisions were consistent with investment policy.

Funds were required to have independent directors who were
intended to play a central role. There were codes of conduct

for directors, and directors had direct legal liability for a range

of issues. Shareholders could express their opinions by vot-
ing at appropriate meetings.

39. Mr. Thompson noted several key attributes of the US
market. Foremost, it had full service broker/salesmen. There
had been a diversification of distribution channels, an in-

Governance of Collective Investment
Schemes (CIS)

33. Mr. John Thompson, Counsellor, Directorate for Fi-
nancial Fiscal and Enterprise Affairs, OECD, talked on
the topic of “Governance of CIS”. He identified the main par-
ticipants in CIS as being investors, investment managers/op-
erators, investment advisers, depositories/custodians,
promoters, and distributors. Different types of institutions can
be distributors including banks, securities companies, insur-
ance companies, and non-financial companies.

34. Mr. Thompson discussed the main possible abuses of the
agency relationship. These were: fraud and theft; misrepre-
sentation in various forms, including related to portfolio hold-
ings, risks, returns, valuation, and portfolio performance; and
breach of standards, concerning account segregation, valua-
tion, investment restrictions and policies, and disclosure. He
noted that different types of conflicts of interest could arise at
a CIS depending on whether it did not have links to affiliated
companies, whether it did have links to affiliated financial
companies, or whether it had links to affiliated non-financial
companies. If a CIS did not have links to affiliated compa-
nies, it could undertake excessive risk-taking, be excessively
cautious, run an inappropriate size of CIS, or incur excessive
costs. If a CIS had links to affiliated financial companies,
conflicts of interest could arise in the allocation of its costs,
and could lead to excessive trading (or “churning”), the use
of affiliated intermediaries, or the support of securities un-
derwritten by affiliates. If a CIS had links to affiliated non-
financial companies, conflicts of interest could arise from
“captive” finance.

35. Mr. Thompson identified two broad methods for how to
deal with abuse and conflicts of interest: detailed restrictive
rules and prohibitions, or a flexible framework for governance
and independent review. This second approach requires man-
datory disclosure, the detection of fraud and misrepresenta-
tion, procedures to resolve and expose conflicts, and the
establishment of accountability. Mr. Thompson noted that an
appropriate governance framework for CIS typically involved
the following techniques: the use of accepted standards, a sat-
isfactory legal framework, market regulation, industry self-
regulation, internal compliance and an appropriate audit
function, review procedures, and competition in the market.

36. Mr. Thompson observed that a range of standards for
CIS have been developed. Domestically, these include stan-
dards for firms, the industry, regulation, and the market.
Amongst the international standards that have been developed
are the OECD Principles (1971), the EC/EU UCITS Direc-
tive (1985 and 2000), and the IOSCO Principles (2000) [see
them in full at www.iosco.org]. The main principle which



ADBI Executive Summary Series No. S49/01 7

creasing body of information was available, and there had
been downward pressure on sales fees. In the 1970s,
disintermediation of the banks had occurred, leading to the
growth of money market funds. In the 1980s, there had been
a stock and bond market boom, which had accelerated the
growth of the industry. And in the 1990s, defined contribu-
tion pension plans had advanced the industry, through tax-
sheltered retirement plans.

40. The second class of funds Mr. Thompson described were

trust systems. Under these the trust deed played a core role
and established a dual structure, where the investment man-

ager is responsible for portfolio performance, and the trustee

is responsible for monitoring the calculation of Net Asset Value
(NAV), the observance of investment limits, related party trans-

actions, and conflicts of interest. The trustee is meant to re-

port violations to the investment manager and the regulator.
Mr. Thompson remarked that the trust system is changing rap-

idly in many jurisdictions, including in Australia, Canada, Ire-

land, and the UK.

41. The third class of funds Mr. Thompson described were

European systems. He noted that some European countries
had advanced systems as in the UK and France, while other

countries’ systems were less sophisticated, as in Germany,

Switzerland, and the Netherlands. Mr. Thompson remarked
that the 1985 UCITs Directive sets broad legal principles for

the EU, allows many legal forms, and promotes cross-border
business. The European market was characterised by interna-

tional competition through offshore centres (such as Luxem-

bourg and Dublin), cross border distribution, a convergence
of standards, and many legal forms (including the corporate,

trust, contractual forms).

42. Mr. Thompson commented that the contractual form was

gaining dominance in Europe. In this form, the depository

plays a key oversight role: it must verify portfolio holdings,
calculate NAV, monitor compliance with investment policy

and also the observance of borrowing limits. A depository

may be linked to an investment manager or promoter. Mr.
Thompson remarked that such a structure means that there

are fewer opportunities to take legal action, fewer possibili-

ties to vote on investment policy, and that investors’ main de-
fence is to liquidate their investments. The safeguards within

such organizations, including so-called “Chinese walls”, codes

of conduct, and industry surveillance, are important. Mr. Th-
ompson noted that the European corporate CIS was a well

established legal form in France and Luxembourg (via

SICAV), and gaining in some markets such as the UK and
Ireland (via the OEIC form). It gave no role to CIS directors,

required oversight by a custodian and an investment manage-

ment company, and was functionally equivalent to the con-
tractual form.

43. The fourth class of funds Mr. Thompson examined were
the investment trust companies (ITC) operated in Japan and
Korea. These function like contractual schemes in that there
is a trust management company, a custodian (typically a reg-
istered bank), and investors. The custodians are meant to per-
form oversight of the fund. However, public confidence in
this vehicle dropped in the 1980s, and both countries are tak-
ing corrective action, by reforming the governance of tradi-
tional investment trusts, and by introducing corporate CIS.
Mr. Thompson presented a case study of the Korean system.
He noted that it had a flawed ITC governance system, which
had led to a failure to segregate accounts, to movements of
funds among accounts, to promises of fixed return, to a fail-
ure to explain risk, to a lack of independence among related
companies, and to bond accounts not being marked to mar-
ket. Mr. Thompson commented on several key developments
which had taken place in 1999-2000, including an inflow into
bond ITCs, the use of misleading promotion techniques, the
fact that ITCs became the main purchasers of bonds, the fail-
ure of Daewoo which had increased the risk of insolvency,
and last, the rescue by sponsors and the government.

Bond Markets & Infrastructure Reforms

44. Mr. Noritaka Akamatsu, Lead Financial Economist,
Financial Sector Development Department, World Bank,
discussed the topic of “Bond Market Development and Capi-
tal Market Infrastructure Reform”. He identified a series of
key market architectural issues, relating to trading, clearing
and settlement, which need to be addressed when a bond
market is set to grow. These included: How can a trading
market be organized? How should a clearing and settlement
system be operated — by a monopoly stock exchange, or for
government securities, by the central bank? How can adequate
transparency be ensured for a bond market? What can be done
to institute Straight-Through-Processing (STP)? Does self-
regulation work in the bond market? And who should regu-
late the market?

45. Mr. Akamatsu noted that many types of bonds, includ-
ing government bonds, have been traded by phone OTC, and
settled bilaterally. As a government starts issuing a large
amount of debt in the domestic market, however, trading vol-
ume starts rising exponentially, and a more effective trading
arrangement, and safe and efficient clearing and settlement
arrangements, are normally required. Although bond trading
has traditionally been run as an OTC market, there may be
problems associated with this. There are differences between
Government bonds and other bonds (or benchmark bonds and
non-benchmark bonds). The big market participants typically
want “anonymity” to avoid impact cost. Mr. Akamatsu recog-
nized that there is a debate about the best way to achieve this.
He raised the question as to whether trading should be done
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via a bond exchange, via the major stock exchanges, via MTS,
via electronic trading systems, or via Inter-Dealer Brokers
(IDB).

46. Mr. Akamatsu discussed a series of examples from around
the world of how trading in bonds is organized. In the US, he

noted the existence of the Automated Bond System (run by

the NYSE), the Fixed Income Pricing System (operated by
Nasdaq), TradeWeb — a US multi-dealer, wholesale infor-

mation and trade execution system (operated by Salomon

Smith Barney, Lehman Brothers, CSFB and GS), Market
Axess (which is similar to TradeWeb, and founded by JP

Morgan, Chase Manhattan and Bear Stearns and supported

by MoneyLine — an internet system provider for financial
services), and Cantor Fitzgerald, an IDB which owns Telerate

and eSpeed. Mr. Akamatsu also identified some examples from

outside the US. These included: EuroMTS and the various
MTSs in the Netherlands, France, Portugal, Belgium and Ja-

pan as well as in Italy; Coredeal developed by ISMA, partici-

pated in (and partially owned) by 11 investment banks;
BrokerTech (which was created by 12 investment banks);

Instinet Fixed Income which is owned by Reuters but going

public; Bloomberg BondTrader and Portfolio Trader;
BondClick.com — a system for trading European government

bonds similar to TradeWeb or Market Axess; and E-Bond Se-

curities — a joint venture between Softbank and Lehman
Brothers to trade municipal securities and corporate bonds.

In Asia, Mr. Akamatsu noted the existence of the systems

operated by the Thai Bond Dealing Center, and the Korea
Stock Exchange.

47. Mr. Akamatsu then examined some issues related to clear-

ance and settlement. He first described the processes. He noted
that trade confirmation and affirmation may be done either

bilaterally between market participants, or via an exchange

or trading system, or by a clearing house. The calculation of
obligations of each participant in securities and money may

be effected either by a clearing house or a CSD. The transfer

of obligations may be effected either by a CSD, or the central
bank, or a central counterparty. Mr. Akamatsu observed that

there are a variety of ways to arrange these processes, and

examined some of the issues influencing how best to deliver
them.

48. He then posed several key questions concerning the or-

ganization of clearing and settlement: Which institution should
be the central depository for government bonds, and in par-

ticular should it be a central bank or a CSD? Should a settle-

ment system have Delivery versus Payment (DVP), and if so
in what form? In particular should either the money side, or

the securities side, of settlement be in either gross form or in

net form? Should you institute Real-Time Gross Settlement
(RTGS) or Net Settlement? And if so, for which type of secu-

rities (i.e. government securities, corporate bonds or other non-

government debt securities)?

49. Mr. Akamatsu discussed a series of important factors in

assessing the merits of RTGS versus net settlement. With de-

ferred net settlement, he noted that there is a risk of default
by participants, with an associated systemic risk. It may also

be necessary to unwind trades, if there is no settlement guar-

antee, and some algorithm for loss sharing will therefore need
to be established. In contrast, with Real Time gross DVP for

direct market participants, liquidity support may be required

from the central bank or settlement banks. There is no princi-
pal risk with RTGS, but collateral may need to put up by

market participants to obtain liquidity. As the settlement pe-

riod shortens, the default and systemic risks decreases, but
liquidity requirements increase. Mr. Akamatsu argued it is

important to assess whether capital and liquidity efficiency is

better or worse under each approach.

50. Mr. Akamatsu observed that trading, clearing and settle-

ment institutions can be organized in various different ways.

For example, different types of institutional linkages, right
up to mergers, may be effected between any of the institu-

tions operating a trading system, a clearing house, a deposi-

tory, or a registrar. Mr. Akamatsu stressed that whatever the
institutional format by which trading, clearing and settlement

services are delivered, the processing should be as straight
through as possible regardless of the industrial structure. He

also discussed which institution should be the CSD for gov-

ernment bonds. He noted that a central bank can integrate
payments and government securities systems, if it acts as the

CSD. On the other hand, a commercial CSD which also settles

transactions for other types of securities can integrate all se-
curities systems. Mr. Akamatsu noted that it was important to

see whether a central bank can offer the complex services

typically required of a CSD (such as securities lending and
collateralization).

51. Mr. Akamatsu examined the question of whether clear-
ing and settlement should be undertaken by a CSD or by cus-

todians. He noted that a CSD is typically a public infrastructure

serving market participants including custodians, and re-
marked that a CSD typically provides standardized services

for a broad range of market participants. In contrast, custodi-

ans provide tailor-made services for institutional clients, of-
ten want to settle trades among their clients without using a

CSD, and normally do not want a CSD to enter their busi-

ness. There is thus both potential conflict and role-sharing
between custodians and a CSD.

52. Mr. Akamatsu discussed the costs and benefits of es-
tablishing a central counterparty (CCP). He remarked that

novation means that the CCP becomes the seller to every
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buyer and the buyer to every seller, and that the CCP’s ex-

posure to every buyer and to every seller is reduced because

of netting. The existence of a CCP means that each market
participant does not need to control counterparty risk bilat-

erally, and also enables anonymous trading. It also means,

however, that risks are concentrated in a single institution.
There is thus a need for rigorous counterparty risk manage-

ment.

53. Mr. Akamatsu then discussed some issues relating to the

provision of a settlement guarantee and risk management by

a CCP. He noted that deferred net settlement with a CCP may
mean that failed trades need to be unwound, and that it is

vital to examine this process, if trading volumes grow. He

observed that fair but prudent criteria for access to the CCP
need to be established (such as capital requirements), and that

it important to manage counterparty risks and exposures. Mr.

Akamatsu noted that some form of settlement guarantee fund
may need to be established, with appropriate loss sharing ar-

rangements, so as to create the proper incentives for market

participants. In particular it is necessary to avoid moral haz-
ard and free riding, and to promote mutual checking. The

mark-to-the-market of collateral may also be necessary.

54. Mr. Akamatsu posed two other important questions about
a CSD and a CCP: Who should own it? and, who should gov-
ern it? He noted that the answer is critical for providing proper
incentives for risk management. In order to address these is-
sues, Mr. Akamatsu said that the market needs to ask: Should
it be the users? And if so, which users — banks, brokers, cus-
todians, or institutional investors? Should it have separate own-
ers? Should the owner be a regulatory authority? Should
independent directors represent the interests of public inves-
tors at large?

55 Mr. Akamatsu then discussed trade information systems

and the vital need for market transparency. He argued that the

reliability and transparency of secondary market prices is nec-
essary for several reasons. It provides a benchmark for pric-

ing in the primary market which is necessary in order to ensure

smooth absorption of new issues. Transparency ensures that
investors get fair value, and thus attracts more investment into

the bond market. It is also vital to effectuate a mark-to-mar-

ket rule for collateral valuation for risk management, and for
mutual fund pricing.

56. Various ways of organizing market information systems
were discussed by Mr. Akamatsu. He noted that information

could be generated by trading markets, such as electronic trad-

ing systems or IDBs. However, he commented that it might

be difficult for such systems to attract critical mass, and that
fragmentation might occur with multiple systems. Mr.

Akamatsu asked how it would be possible to know what the

market price is in an OTC market. He noted that typically
there are competing private information vendors, but that such

fragmentation might cause difficulties. Mr. Akamatsu noted

that one response might be to require all trades to be reported
to a central point, but that if this was adopted, it would then

be necessary to specify which institution this should be. Mr.

Akamatsu said it should not be a private information vendor.
He noted that while it could be a bond dealers’ association, it

is important to know whether such an association would have

the technical capability to handle the information flows. One
solution to this issue, might be for the association to cooper-

ate with private vendors. A further solution for which institu-

tion should capture and disseminate trading information might
be a settlement system.

57. Mr. Akamatsu raised a series of questions about self-
regulation in bond markets, a central one of which is: Which
institution can be an SRO? Mr. Akamatsu noted that it could
be a monopolistic organized market, which would be good
for transparency, but questioned whether this would provide
an efficient market architecture. Mr. Akamatsu noted there
might be different optimal answers for government securi-
ties as compared with corporate bonds. Another solution
could be that competing organized, and also OTC, markets
could each be an SRO. This would mean that market par-
ticipants could move between markets if they did not like
the stringent rules of any particular market. Mr. Akamatsu
remarked that it might be hard to enforce rules in such an
environment. A third solution as to which institution could
be an SRO is an OTC market, such as a bond dealers’ trade
association. Alternatively, regulation could be undertaken
by a statutory body or government agency.

58. Mr. Akamatsu discussed finally the best industry struc-
ture for the different elements of market infrastructure — trad-

ing systems, clearing and settlement systems, and registrars.

He thought that trading systems could operate as competing
private businesses. In contrast, clearing and settlement sys-

tems should be public utilities to exploit economies of scale,

and also to ensure the best capital/liquidity efficiency. He be-
lieved that registrars could be either, but that there should be

a central registrar for government bonds. It could thereby en-

sure real time “finality” if integrated with the CSD.
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The 2001 Tokyo Round Table focused on the theme of
“Institutional Investors in Asia”. It was composed of an
introduction and four major parts. Welcome and intro-
ductions were provided by Mr. Seiichi Kondo, Deputy
Secretary-General, Organisation for Economic Co-opera-
tion and Development (OECD), and Dr. Masaru
Yoshitomi, Dean, Asian Development Bank Institute
(ADBI). Professor Anthony Neoh, Professor at Peking
University, Chief Advisor to the China Securities Regu-
latory Commission, and former Chairman, Securities and
Futures Commission, Hong Kong, and Chairman, Tech-
nical Committee, International Organisation of Securi-
ties Commissions (IOSCO), was then introduced as the
Chairman of the Round Table for the first day. In his in-
troductory speech, Dr. Yoshitomi examined the nature
of the Asian financial crisis, and the recovery from it.

In the first part of the Round Table, representatives from
economies in Asia described the progress they had made
to date in implementing capital market reforms. Ms.
Haiying Zhao, Commissioner, Strategy and Development
Committee, China Securities Regulatory Commission
(CSRC), described recent developments in the Chinese
securities markets. Ms. Alexa Lam, Executive Director,
Securities and Futures Commission, Hong Kong, de-
scribed the securities markets in Hong Kong. Mr.
Herwidayatmo, Chairman, Capital Market Supervisory
Agency (BAPEPAM), Indonesia, discussed the current
situation concerning the Indonesian capital markets. Mr.
Attila Emam, Manager, Economic Analysis Department,
Securities Commission (SC), Malaysia, presented a sum-
mary of the Malaysian economy and capital market. Mr.
Yoon, Yeo Kwon, Director, International Co-operation
Division, Financial Supervisory Commission, Korea,
analysed the reform measures taken in the Korean capital
markets.

Ms. Yeo, Lian Sim, Deputy Managing Director, Mon-
etary Authority of Singapore (MAS), discussed the state
of the capital markets in Singapore. Mr. Prasarn
Trairatvorakul, Secretary-General, Securities and Ex-
change Commission (SEC), Thailand, spoke about recent
developments in Thailand. Mr. Wu, Tang-Chieh, Vice
Chairman, Securities and Futures Commission (SFC),
Taipei,China spoke about developments in his capital mar-
kets. Ms. Lilia Bautista, Chairman, Securities and Ex-
change Commission (SEC), the Philippines, spoke about

the Philippine capital markets. Mr. Tatsuya Kanai, Di-
rector, International Financial Markets, Financial Services
Agency (FSA), Japan, summarised recent developments
in the Japanese capital markets, focusing on the main
points of the financial issues in the government’s mea-
sures announced on 6/4/2001 to respond to Japan’s eco-
nomic situation.

Mr. Haruhiko Kuroda, Vice Minister for International
Affairs, Ministry of Finance, Japan, gave the lunchtime
speech in which he discussed capital market reforms in
Asia.

In the second session of the first part of the Round Table,
representatives from the international financial institutions
presented their views on capital market reforms in Asia.
Mr. Garry Schinasi, Section Chief, Capital Markets and
Financial Studies, International Monetary Fund (IMF),
discussed the role of capital markets in Asia. Mr. Noritaka
Akamatsu, Lead Financial Economist, Financial Sector
Development Department, World Bank, described what
the World Bank does in the area of capital market reform
and development around the world, and then summarised
what the Bank was doing in Asia.

In the second part of the Round Table, Dr. Sayuri Shirai,
Associate Professor, Keio University, Visiting Scholar,
ADBI, and Dr. Masaru Yoshitomi, Dean, ADBI, talked
about their report on “Designing a Financial Market Struc-
ture in Post-Crisis Asia — How to Develop Corporate
Bond Markets”. This was followed by a question and
answer session in which the following people made in-
terjections: Mr. Tak-Lam Norman Chan, Deputy Chief
Executive, Hong Kong Monetary Authority, Mr. Prasarn
Trairatvorakul, Dr. Ruben Lee, Managing Director, Ox-
ford Finance Group, Mr. Mitsuo Sato, Senior Advisor,
Daiichi Life Research Institute, Ms. Lilia Bautista, Ms.
Yeo, Lian Sim, Mr. Garry Schinasi, and Professor An-
thony Neoh.

In the third part of the seminar, Mr. Salvatore Lo Giudice,
Senior Economist, Market Regulation Department,
CONSOB, Italy, discussed the CPSS-IOSCO (Commit-
tee on Payment and Settlement Systems of BIS/Interna-
tional Organization of Securities Commissions)
Recommendations on securities settlement systems (SSS),
and Mr. Stephen Lumpkin, Principal Administrator, Di-
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rectorate for Financial, Fiscal and Enterprise Affairs
(DAFFE), OECD, discussed some issues relating to the
future of national financial markets and trading centres.

In the fourth part of the seminar, the key issues under
discussion were how to promote institutional investors in
Asia, and the regulatory framework necessary for their
sound development. The chairman for the second day of
the Round Table was Dr. William Witherell, Director,
Directorate for Financial, Fiscal and Enterprise Affairs
(DAFFE), OECD. The fourth part was itself composed
of four sessions. In the first, an introduction to the issues
was presented by Ms. Shamshad Akhtar, Manager, Fi-
nance and Industry Division (East), Asian Development
Bank (ADB), who discussed the current situation in Asia
with regards institutional investors.

In the second session, long-term trends in the Collective
Investment Schemes (CIS) sector were discussed. Mr.
John Thompson, Counsellor, Directorate for Financial,
Fiscal and Enterprise Affairs (DAFFE), OECD, examined
recent trends in CIS in OECD Countries. Mr. Yuta Seki,
Financial Industry Analyst, Capital Market Research Unit,
Nomura Research Institute, examined the current situa-
tion of CIS in Asia. Mr. Hugh Davies, Executive Direc-
tor, Prudential Corporation, analysed the development of
pension systems and their relevance for capital market
development in Asia. Some questions and answers on this
session were raised by Professor S. Ghon Rhee, K.J.
Luke Distinguished Professor of International Finance and
Banking, University of Hawaii, Ms. Shamshad Akhtar,
Mr. John Thompson, Mr. Mitsuo Sato, Mr. Ian
Johnston, and Professor Neoh.

Professor Eisuke Sakakibara, Keio University, Former
Vice Minister for International Affairs, Ministry of Fi-
nance, Japan gave a lunchtime speech on the current eco-
nomic situation in Japan.

In the third session, some issues related the legal and
regulatory frameworks for CIS were examined. Mr.
Robert Aitken, Financial Services Authority (FSA),
UK, described the activities of IOSCO, and the UK ex-
perience, concerning legal and regulatory frameworks
for CIS. Mr. Yoon, Yeo Kwon, Director, International
Co-operation Division, Financial Supervisory Commis-
sion (FSC), Korea, presented the experience of Korea
regarding the legal and regulatory frameworks for CIS.
Mr. Ian Johnston, National Director, Financial Services
Regulation, Australian Securities and Investments Com-
mission (ASIC), described the Australian experience re-
garding the legal and regulatory frameworks for CIS.
Ms. Yeo, Lian Sim, Assistant Managing Director, Capi-
tal Markets, Monetary Authority of Singapore (MAS),
presented the Singaporean experience regarding the le-
gal and regulatory framework for unit trusts. Mr. Gre-
gory Mocek, Special Counsel to the Chairman,
Commodity Futures Trading Commission (CFTC), US,
analysed the US experience of commodity pool opera-
tors (CPO), and abuses that occur in the CPO market-
place. Mr. Stephen Lumpkin, examined some issues
concerning the consolidated supervision of CIS in the
OECD.

In the last session, some questions and answers were
raised and provided by Professor Anthony Neoh, Mr.
Robert Aitken, Mr. Ian Johnston, Mr. Garry Schinasi,
Ms. Yeo, Lian Sim, Professor S. Ghon Rhee, Ms. Alexa
Lam, Mr. Akamatsu, and Dr. Yoshitomi.

Dr. William Witherell, concluded the proceedings by
thanking everybody for their participation, by thank-
ing Professor Anthony Neoh for his excellent chairman-
ship of the previous Round Tables, and by noting that
this Round Table had once again been very successful.
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