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Capital account liberalization is a teleological goal that could only be achieved together with 

multilateral coordination for liquidity creation.  These two goals are part and parcel of the 

chimera of an integrated world with coherent macro-economic policies.  In the meantime, 

governments need to deal with a world where international reserve currencies are pumped into 

global markets with little or no consideration to spill-over effects.   

 

Central banks from reserve-issuing countries have more than tripled their balance sheets and the 

Federal Reserve (FED) is still pumping 85 billion of fresh U$S per month to purchase long-term 

T-bonds and mortgages (the so-called “quantitative easing” (QE)).  In late May, the sheer talk 

that the FED could start “tapering” these purchases triggered a rise of approximately 100 basis 

points in real interest rates and impressive capital outflows from emerging market economies and 

developing countries (EMEDCs).  When the actual “tapering” starts, financial and foreign 

exchange markets could be seriously unsettled and reverberations could be particularly felt in 

EMEDCs.  Governments, even those that would prefer not to use capital controls, may need to 

phase-in (or phase-out) capital restrictions as (and if) needed.  

 

Many EMEDCs are negotiating trade preferential agreements than may contain investment 

provisions limiting their capacity to regulate capital inflows and outflows.  The objective of this 

note is to raise awareness on the importance of preserving their policy space to regulate capital 

flows, as currently granted by IMF and WTO regulations. 

 

The IMF and Capital Restrictions: no longer sinful? 

 

In 2012 the IMF approved an “Institutional View” on capital flow management measures
2
 

(CFMs) acknowledging some intellectual respectability to capital restrictions.  They were 

considered part of the tool-kit of measures to which governments could resort to, albeit only 

“temporarily” and after implementing macro-economic adjustment.   Directors from EMEDCs 

criticized these two conditions, noting that all fiscal and monetary measures are of a temporary 

nature (consequently the “temporary” condition had no justification) and that CFMs would need 

to be implemented together or even before macro-economic adjustment so as to buy time for the 

adjustment to work.   Following these criticisms, the “temporary” condition lost ground and 

found no space in the latest communiqués issued by the International Monetary and Financial 

Committee3 (IMFC).  The other condition to make CFMs “respectable” (to come after rather than 

together or before macroeconomic adjustment) is now more flexible; the latest IMFC 
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communiqué states that “the necessary macroeconomic policy adjustment could be supported by 

(…) capital flow management measures”.4   

 

The IMF still has a strong bias against capital restrictions; the benefits of capital flows are over-

emphasized and its policy advice to cope with the spillover effects of ultra-loose monetary 

policies in advanced economies is focused on the macroeconomic adjustment of recipient 

countries, giving much less attention to the responsibility of source countries.  However, the 

“institutional view” has consolidated some analytical progress.  For instance, it is now clear that 

the Fund cannot request the removal of CFMs as a pre-condition for financial support.
5
   

 

The “institutional view” was subsequently translated into an operational guidance for the IMF 

staff that still depicts capital account liberalization as the ultimate goal for emerging economies 

and stresses that, to manage inflow surges, priority should be given to exchange rate 

appreciation, reserve accumulation, and monetary policy easing before actually resorting to 

CFMs.  The IMF staff is also asked to advice Members that, if they use CFMs they should avoid 

discriminating between residents and non-residents, despite the fact that it is sufficiently evident 

that non-residents were the first to reach for the door when interest rates in the US rose.  

 

Very recently, in June 2013, the IMF executive board met to discuss the Global Impact and 

Challenges of Unconventional Monetary Policies (UMPs).  Several Directors from EMEDCs 

noted that, given the volume of liquidity created by reserve issuing countries, exchange rate 

flexibility could not suffice to provide policy space for an independent monetary policy and that 

EMEDCs could need more than a conventional tool-kit to cope with the unwinding of UMPs.  

However, the Fund’s two most important publications, the World Economic Outlook and the 

Global Financial Stability Report, proposed that EMEDCs could face the unprecedented risks 

posed by the exit of QE by creating fiscal buffers (there was less recognition for reserve 

buffers
6
), implementing macro-prudential tightening measures, adding exchange rate flexibility 

(with currency intervention if necessary) and restricting growth in corporate leverage.   

 

In sum, the Fund has moved quite a long way from its original position of recommending 

outlawing restrictions to capital movements
7
, but it has done so reluctantly and dragged by facts.  

It would be almost obscene to applaud the lavish printing of money in reserve-issuing countries 
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(as the IMFC still does
8
) while asking EMEDCs to condition their fiscal and monetary policies to 

the humors of short-term capital flows.    

 

I finish the first part of this note with a positive note for policy makers in EMEDCs.  During the 

last IMFC meeting, Ministers agreed (at Brazil’s insistence) that it was necessary to pursue 

“policy coherence and concerted action to manage spillovers (stemming from the normalization 

of) monetary policy”.
9
  To my knowledge this is the very first time that the IMFC has called for 

“concerted action” on this subject.  The IMF will now need to translate this into action. 

 

Is the World Trade Organization preventing the use of CFMs? 10 

 

According to Art XV.9 (a) of GATT 1994, WTO Members imposing measures restricting capital 

transfers that are not IMF inconsistent are—in principle—not in breach of their trade 

obligations.
11

 

 

The IMF only bans restrictions on capital transfers that are for the purpose of settling current 

transactions.  Transfers of capital that are not for that purpose can be restricted.
12

  However, 

certain capital restrictions not imposed on current transactions could give rise to a breach of 

WTO obligations.  This would be the case when restrictions in access to foreign currency are 

used to enforce multiple currency practices.
13

  According to the Note to Article VI paragraphs 2 

and 3, 2 of the GATT, “Multiple Currency Practices” (practices by governments or sanctioned by 

governments) “can in certain circumstances constitute a subsidy to exports which may be met by 

countervailing duties or can constitute a form of dumping.  However, the risk is minimal because 

multicurrency practices are not allowed in the IMF”.
14
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The aforementioned risk is further minimized by the fact that the IMF polices its members 

compliance with obligations.  The Fund’s staff could and should—ex-officio—require Members 

to remove restrictions affecting current transactions or giving rise to multicurrency practices 

regardless of whether they affect another Member and regardless of whether any other Member 

has submitted a complaint requesting the removal.
15

 

 

What about capital restrictions that affect WTO commitments on financial services?  

 

Under the General Agreement on Trade in Services (GATS) all scheduled commitments are 

made under mechanism of “positive lists”
 16

, therefore, WTO Members only undertake market 

access and national treatment commitments in the areas (and in the trade “modes”17) enumerated 

in their lists, which also frequently include limitations on each commitment.
18

   

 

Article XI.1 of the GATS provides that Members “shall not apply restrictions on international 

transfers and payments for current transactions relating to specific commitments”.
19

  

Furthermore, Article XI.2 of the GATS (echoing Art XV.9 (a) of GATT 1994) establishes that 

“provided that a Member (does not) impose restrictions on any capital transactions inconsistently 

with its specific commitments regarding such transactions” nothing in the GATS shall affect its 

rights and obligations under the IMF Articles of Agreement (AoA).   

Footnote 8 to Article XVI of the GATS goes a step further, clearly outlawing restrictions to 

certain capital transactions.  If a WTO Member undertakes a commitment to allow for a cross-

border service (Mode 1) then cross-border movement of capital (inflows and outflows) may be 

an essential part of the service itself and the Member cannot restrict it.
20

  In the same logic, if a 

WTO Member undertakes a commitment to allow for the commercial presence of the service 

provider (Mode 3) then the Member “is thereby committed to allow related transfers of capital 

into its territory” (emphasis added).
21

  This is just a matter of good faith.  
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However, the GATS also includes a provision that allows Members to derogate their 

liberalization commitments on capital flows.  This is the so-called “prudential carve-out”, which 

establishes that “notwithstanding any other provisions of the GATS” (emphasis added) a WTO 

Member is not prevented from “taking measures for prudential reasons” or “to ensure the 

integrity and stability of the financial system”.   

 

As we just noted, limitations to impose capital controls in the GATS are only derived from 

voluntary commitments on market access adopted by countries mostly in (some
22

) financial 

services where cross-border movement of capital is an essential part of the service itself in cross-

border services.  The same goes for commitments that require the commercial presence of the 

provider (Mode 3) in which case limitations could be imposed on outflows but not for inflows.  

And even then, notwithstanding any provision of the GATS (which includes the schedules of 

these specific commitments
23

), WTO Members preserve policy space to take measures for 

prudential reasons or to ensure the integrity and stability of the financial system.
24

  The only 

limitation to Members’ policy space is that, when measures adopted for these two purposes 

depart from the GATS provisions, they should not be used as a means of avoiding Members’ 

commitments or obligations under the Agreement.
25

  In other words, the purpose of the 

limitation should not be to avoid the commitment but to take prudential measures or to ensure the 

integrity and stability of the financial system.  This is also a matter of good faith.    

 

The flexibilities embodied in the WTO agreements are in sharp contrast with many PTAs with 

investment provisions (and bilateral investment agreements (BITs)) which normally do not 

contemplate “appropriate safeguards or proper sequencing of liberalization”26 and provide only 

very limited policy space to apply CFMs.27  It is important to underscore that despite its distaste 

for CFMs, the IMF has shown concern for the undercutting of policy space by PTAs (and BITs) 

that restrict the possibility of imposing capital controls during macroeconomic and financial 

distress.
28
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