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STAFF RESPONSE TO THE EVALUATION BY THE
INDEPENDENT EVALUATION OFFICE OF THE
IMF’s ApPPROACH TO CAPITAL ACCOUNT LIBERALIZATION

Executive Board Meeting
May 11,2005

1. The IEO report (SM/05/142) highlights the dif-
ficulties and complexities the Fund faces in provid-
ing advice on capital account issues. The two main
recommendations put forward in the report are: the
need for (i) greater clarity in the scope of the Fund’s
policy advice on capital account issues to its mem-
bership, and (ii) greater attention to supply-side fac-
tors of international capital flows with a view to
minimizing their volatility. This statement elaborates
on some of the report’s analytical underpinnings.
The report is timely in view of the ongoing work on
the Fund’s strategic priorities.

2. The staff considers the sample underlying the
report’s evaluation of our advice on capital account
issues a fair representation of the diverse member-
ship, although it believes that a finer distinction
among these countries would have been useful. The
staff appreciates the considerable work that was in-
volved in evaluating 27 countries, and finds the de-
scription of the cases broadly accurate. However, in
discussing the staff’s policy advice, the report could
have made a useful distinction between three cases:
countries with an actual or potential balance of pay-
ments or banking crisis; countries facing a major
capital inflow; and those under “normal” conditions
but with some remaining capital controls. This dis-
tinction would help to clarify and nuance the staff’s
advice on capital account liberalization and imposi-
tion of temporary capital controls.

3. Relatedly, the report’s finding of some apparent
inconsistencies in the Fund’s advice on capital ac-
count liberalization across countries needs to be
more nuanced. The Fund is sometimes criticized as
being a monolithic institution following a “one-size-
fits-all” approach. In contrast, the IEO concludes that
its evidence suggests no “one-size-fits-all” approach
by the Fund staff. Indeed, the staff has used its own
professional judgment in approaching capital account
liberalization in individual countries, and there was
active debate on the issue within the staff. In its as-

sessment, however, the report seems critical of this
discretion, and calls for greater consistency in coun-
try work and institutional approach. The apparent
lack of consistency in the Fund’s advice to its mem-
bers may have a number of causes, as acknowledged
in the report, including the tailoring of policy advice
to country-specific circumstances or the absence of
an official position in the Fund on capital account is-
sues. While we do not disagree with the report’s find-
ing that the latter could have contributed to some
variation in policy advice across the membership, the
report could have gone further into explaining the
different country circumstances that would warrant
differentiated advice. Indeed, a detailed case study
approach of the sampled countries would have per-
haps made a more convincing analysis.

4. The staff largely concurs with the evaluation’s
two key findings on the Fund’s policy advice to its
member countries on capital account issues (Chap-
ters III and 1V). The IEO report finds that the Fund
staff has been quite accommodating of the authori-
ties’ policy choices when they involved a gradual ap-
proach to capital account liberalization or temporary
use of capital controls. Moreover, in no case did the
Fund require capital account liberalization as formal
conditionality for use of its resources. In particular,
the Fund has not pressured member countries—cer-
tainly not the emerging market countries sampled—
to liberalize their capital accounts or to move faster
than they wanted to go. In terms of advice on the
temporary use of capital controls, the IEO concludes
that the Fund staff seldom challenged the authori-
ties’ decisions and even supported market-based
controls in some cases as a second-best option. It
notes that the staff pointed out the risks inherent in
an open capital account as well as the need for a
sound financial system, even in the early 1990s.
However, the IEO considers that these risks were in-
sufficiently highlighted and did not translate into op-
erational advice until later in the 1990s. We would



stress that the IEO sees recent improvements in this
area. Indeed, substantial analytical work has been
carried out by the Monetary and Financial Systems
Department (MFD), the International Capital Mar-
kets Department (ICM), Research Department
(RES), and area departments.

5. The report does not do justice to the role
played by external forces in promoting capital ac-
count liberalization. While it acknowledges the pres-
ence of exogenous factors, the country cases do not
fully reflect their role. In particular, free trade agree-
ments (FTAs) and multilateral trade liberalization
through the World Trade Organization have covered
significant components of the capital account related
to financial services and investment chapters. In ad-
dition, recent bilateral investment treaties (BITSs) fre-
quently cover a broad range of instruments (includ-
ing portfolio investments, inter-bank transactions,
and sovereign debt) with no balance of payments
safeguards; that is, signatories, to a point, cannot im-
pose capital controls even during times of macroeco-
nomic or financial stress. Moreover, a major source
of pressure for liberalization is often a country’s own
commercial sector, which may be looking for
sources of competitive financing. All in all, the pol-
icy choices of emerging markets may have reflected
these external factors at least as much as Fund policy
advice.

6. The report proposes two main recommenda-
tions in light of the Fund’s experience with capital
account issues. As discussed below, the Fund is al-
ready implementing some aspects and plans to ad-
dress these issues further in its future work program
and in the strategic priorities review.

7. Recommendation 1 is that more clarity is
needed on the Fund’s approach to capital account
issues. There are three aspects to this proposed rec-
ommendation, which are discussed in turn.

e The report suggests that the place of capital ac-
count issues in Fund surveillance could be clari-
fied, and there would be value if the Executive
Board were to clarify formally the scope of Fund
surveillance on capital account issues. The
Board and the Fund staff have recognized that
capital account developments and vulnerabilities
constitute an increasingly important focus of the
Fund’s work on promoting stability, and the
process of clarifying the scope of Fund surveil-
lance to include capital account issues is already
underway. The Executive Board noted in the
context of recent Biennial Surveillance Reviews
(2002, 2004) that Fund surveillance needed to
adapt to “a changing global environment, most
notably to the rapid expansion of international
capital flows.” This adaptation would imply a
broadening of the coverage of surveillance “from
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a relatively narrow focus on fiscal, monetary and
exchange rate policies, to a broader purview en-
compassing external vulnerability assessments,
external debt sustainability analyses, financial
sector vulnerabilities, and structural and institu-
tional policies that have an impact on macroeco-
nomic conditions” (SUR/02/81). The Board has
also highlighted the risks of opening the capital
accounts before floating the exchange rate, and
especially the risks of sudden outflows (PIN No.
04/141). More recently, in the context of the dis-
cussion of the “Fund’s Medium-Term Strategy—
Framework and Initial Reflections” (BUFF/05/
60), the Board has called for additional work on
capital account issues.

Relatedly, the report proposes that the Executive
Board could issue a statement clarifying the
common elements of agreement on capital ac-
count liberalization. While this is an issue for
the Executive Board to decide, the staff agrees
that it would be useful to have some clear opera-
tional guidance that lays out the broad principles
that Fund staff needs to follow in its policy ad-
vice across countries and that the outline of
these principles in the IEO report is a useful
starting point for such guidance. Indeed, staff
(especially MFD) has already undertaken policy
research and operational work on various as-
pects of capital account issues (including capital
account liberalization and financial sector re-
form, country experiences with use and subse-
quent liberalization of capital controls, and
sequencing), in the context of FSAPs and tech-
nical assistance. We would, however, caution
that there is no single “right” approach. Our ad-
vice needs to take into account the different situ-
ations confronting our members. It also must
recognize that for many members full capital ac-
count liberalization is an aspiration that will
likely take substantial time to achieve.

Against this backdrop, the Fund’s future work
on capital account issues should seek to but-
tress efforts to promote financial stability,
while helping ensure that controls are not used
to impede adjustment. An approach would be
to build on the existing Fund expertise in this
area, and to ensure that policy advice on capital
account issues is fully incorporated into the
mainstream of bilateral and multilateral sur-
veillance, with analytic work being used to
strengthen the basis for policy advice and tech-
nical assistance. This strategy would imply a
measured approach to liberalization to facili-
tate countries’ integration into global economy
while maintaining stability, rather than promot-
ing liberalization, per se.
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e The report also suggests that the Fund could
sharpen its advice on capital account issues,
based on solid analysis of the particular situa-
tion and risks facing specific countries. The
staff endorses this recommendation, which is in
line with best practice and longstanding general
guidance on Fund surveillance. In its policy ad-
vice to countries the staff will continue to draw
on all existing analytical work as well as any fu-
ture findings that may arise from staff studies
that have been requested by the Board, or from
other sources. Further, technical assistance pro-
vided by the Fund on operational issues pro-
vides hands-on advice to countries on how to
proceed with capital account issues. We also
note that MFD is reviewing, for the upcoming
Biennial Review of Exchange Arrangement, Re-
strictions and Markets, the role of capital con-
trols during financial stress and issues relating
to financial liberalization and capital account
regulations. However, the IEO’s suggestion that
the Fund should provide some quantitative
gauge of the benefits, costs, and risks of moving
at different speeds is likely to prove difficult to
put into practice, given the conflicting theoreti-
cal and empirical evidence on the subject and
the political and economic complexities that
capital account issues typically involve.

8. Recommendation 2 is that the Fund’s analysis
and surveillance should give greater attention to the
supply-side factors of international capital flows
and what can be done to minimize the volatility of
capital movements. Staff agrees with the crux of this
recommendation, although given the large number
of staff studies already completed (and more under
way), we are not sure what other specific actions, if
any, the IEO may have in mind. We agree with the
report’s assessment that this is a difficult topic on
which little professional consensus exists. That said,
past work and current initiatives demonstrate that the
staff recognizes that reducing volatility and cyclical-
ity in the supply of capital are critical to achieving
capital markets stability.

* To strengthen Fund surveillance in this regard,
several research initiatives have been under
way. ICM has aimed to focus on global financial
market linkages, financial and risk-related
flows, and global asset allocation decisions of
institutional investors. Recent Global Financial
Stability Reports (GFSRs) have focused on the
volatility of private capital flows to emerging
markets (September 2003), and provided analy-
sis of the institutional investor base in emerging
markets (March 2004). The next GFSR will in-
clude studies of home bias and global diversifi-
cation, and financial stability considerations of

regulatory and accounting policies. Further, a
considerable number of studies by IMF staff
(appearing in both Fund documents and outside
journals) have in recent years examined supply-
side aspects, including: the potential impact of
interest rates and risk appetite in advanced
countries on emerging market spreads; herding
behavior, contagion, and the possible role of in-
stitutional investors and hedge funds in this re-
gard. The Fund has also delved into deepening
domestic capital markets by examining ways in
which local securities and derivative markets
can be developed to tap on a more stable seg-
ment of the investor base.

e The Fund is undertaking a number of initiatives
at the country level. Through the Financial Sec-
tor Assessment Program (FSAP) initiative, the
Fund is also contributing to identifying poten-
tial vulnerabilities and risks in the financial sys-
tems, particularly of systemically important
countries, whose vulnerabilities may spill over
to other countries owing to strong ties in the fi-
nancial sector. Further, by way of the Reports
on Observance of Standards and Codes
(ROSCO), Special Data Dissemination Standards
(SDDS), General Data Dissemination System
(GDDS), and technical assistance, the Fund is
helping to improve information flow to in-
vestors, which in turn contributes to greater sta-
bility. In addition, the Fund has developed oper-
ational guidance to assist in maintaining the
soundness of relatively large and complex
banking organizations, with a view to creating
stability in domestic and international financial
sectors.

e Several broader initiatives have also been under-
taken by the Fund. The Capital Markets Consul-
tative Group (CMCQG), established in July 2000
by the IMF’s Managing Director, provides a
forum for informal dialogue between partici-
pants in international capital markets and the
IMFE. More generally, the IMF is working on im-
proving its understanding of recent trends in and
future prospects of foreign direct investment
(FDI) in emerging market countries (EMCs), the
investment strategies of large multinational com-
panies, and the determinants of FDI in EMCs.
The Fund has also played a leading role in dis-
cussions about the possibility of a statutory sov-
ereign debt restructuring mechanism (SDRM)
for orderly debt workouts, and has encouraged
the use of collective action clauses (CACs) to
strengthen crisis resolution and reduce uncer-
tainty associated with debt restructuring. As indi-
cated in the report, the staff comments on the
proposed New Basel Capital Accord (Basel II)



have highlighted that using credit ratings to set
capital charges could increase volatility and pro-
cyclicality.

e With so many initiatives under way at the
Fund, we are puzzled by the report’s finding
that the Fund pays too little attention to sup-
ply-side risks. The past and current work,
noted above, shows that the Fund staff has
been at the forefront of the analysis and policy
debate in this area. However, staff recognizes
that it cannot rest here, and it will strive to en-
hance further its understanding of supply-side
factors and their implications for our member-
ship. However, it would have been more help-
ful if the IEO had proposed specific actions
that could be taken on the supply-side to mini-
mize volatility and cyclicality.
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* Beyond the present list of activities within the
Fund to deal with the supply-side risks of capital
flows, the staff emphasizes that additional inter-
nationally coordinated efforts could help give
these issues higher priority among policymakers
in advanced economies. In this regard, the Finan-
cial Stability Forum (FSF), established in 1999
and, in whose work the Fund participates, works
as a conduit for promoting international financial
stability, improving the functioning of financial
markets, and reducing systemic risks. Further, the
Principles for Stable Capital Flows and Fair Debt
Restructuring in Emerging Markets, a private-
sector-led initiative with the support of a number
of emerging market country issuers, are also
aimed at improving the engagement between sov-
ereign debtors and their creditors, with a view to
promoting global financial stability.
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