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Capital flows can bring substantial benefits, but their size and volatility can also pose 
macroeconomic and systemic financial risks. In response to a request from the IMFC, a 
forthcoming IMF paper scheduled for Board discussion in June 2017 will flesh out the 
relationship between large and volatile capital flows and systemic risk, and highlight how 
sound macroprudential policy (MPP) frameworks and use of macroprudential measures 
(MPMs) can help policymakers maintain systemic stability while harnessing the benefits of 
freer capital flows. The paper will be supported by case studies and discuss the role of 
macroprudential policies in handling inflow surges and outflow pressures, as well as in the 
process of capital flow liberalization. It will help clarify the consistency and complementarities 
of the Fund’s Institutional View (IV) on the liberalization and management of capital flows with 
the MPP framework, thereby helping the Fund provide consistent and well-targeted advice. It 
thus also aims to contribute to the broader goal of promoting consistency in approaches on 
these issues. 
 

I.   Context 

Capital flows can bring significant benefits. Greater efficiency, strengthened financial 
sector competitiveness, and enhanced investment and consumption smoothing are the key 
benefits, which tend to be greater for countries whose financial and institutional 
development enables them to intermediate capital flows safely.   
 
Large and volatile capital inflows can also raise systemic financial risks2 through 
multiple, complex channels. Both net flows (associated with current account imbalances) 
and gross flows can contribute to systemic risk through different channels. The channels can 
include direct and indirect effects on credit growth, effects through asset prices (and 

                                                 
1 This background note, prepared by IMF staff, does not necessarily reflect the views of the IMF Executive Board. 

2 This note uses systemic financial risk and systemic risk interchangeably to refer to the risk of large sections of 
the financial sector becoming impaired and therefore unable to provide financial services—an eventuality that 
would have severe macroeconomic consequences. 
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perception of risk) and exchange rates, the funding structure of banks (wholesale and FX 
funding), and interconnectedness.  
 
Country authorities have therefore put in place a range of policies to help them take 
advantage of the benefits of capital flows while containing systemic risk, thereby also 
helping ultimately to ensure macroeconomic stability. Post-crisis regulatory reforms 
including revisions to the Basel framework have contributed to these efforts by making 
financial systems more transparent and less complex, with institutions better able to absorb 
losses and manage liquidity risks, including those arising from cross-border flows. Alongside 
these reforms, the development and mainstreaming of macroprudential policies (MPPs) has 
been a key element of the reforms to maintain systemic stability.  
 
The Fund has developed two policy frameworks to help ensure that its advice in this 
area is consistent and well adapted to country circumstances: 
 The Fund’s framework for macroprudential policies was established in 2013 and 

elaborated in 2014 (IMF 2013 and IMF 2014). The framework lays out the institution’s 
position on the use of primarily prudential tools—MPMs—to limit systemic risk. The 
policies are designed to limit systemic financial risks by pursuing three intermediate 
objectives, with relevance for countries exposed to capital flows: first, increasing 
resilience by building buffers; second, containing the procyclical build-up of risks 
over time; and third, controlling structural vulnerabilities within the financial system.   

 The Fund has also developed an Institutional View on capital flows to help countries 
harness the benefits of capital flows, while containing the possible macroeconomic 
and financial stability risks (IMF 2012 and IMF 2015). According to the IV, capital 
flows should be handled primarily with macroeconomic policies, including exchange 
rate flexibility, FX intervention, and monetary and fiscal policy adjustment, supported 
by strong institutions and sound financial supervision and regulation. In some 
circumstances, the use of capital flow management measures (CFMs), which are 
designed to limit capital flows, can be appropriate but should not substitute for 
warranted macroeconomic adjustment. 

Against this backdrop, IMF staff are working on a paper to examine the channels of 
transmission between capital flows and systemic risk, and the complementarities 
between the MPP framework and policy framework under the IV. It will examine the 
channels through which capital flows can impact systemic financial stability, and the role of 
MPMs in limiting systemic financial risk that can arise from capital flows, taking into account 
countries’ financial and institutional development. It will also provide greater explanation of 
the Fund’s two frameworks, focusing on areas of overlap, to support Fund policy advice that 
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is consistent and well-targeted. The paper will include country case studies, focusing on the 
challenges faced by a diverse range of member countries. 
 

II.   The Role of Macroprudential Policies  

Capital inflows 
 
Macroprudential tools which do not target capital flows per se can nevertheless 
increase resilience and help contain the build-up of systemic financial risks during 
capital inflow surges. First, MPMs can increase the resilience of the financial system to 
aggregate shocks, including shocks associated with a reversal of flows. Second, MPMs can 
help contain procyclical dynamics triggered by capital inflows that can result in 
unsustainable increases in credit and leverage. The paper will also discuss how a variety of 
leakages may limit the effectiveness of MPMs, and potential strategies to address these 
leakages. It will discuss the trade-offs between benefits against the costs in macroprudential 
policymaking, and how country circumstances can also affect their ability to implement 
MPMs. 
 
Capital outflows 
 
Consistent with the aim of MPMs to increase resilience to shocks, the paper will 
explore the scope to relax MPMs in response to financial stress associated with capital 
outflows. It will discuss key issues for consideration including whether outflows pressures 
are generating financial stress, the availability of buffers, and whether the release of these 
buffers would help to relieve stress. Decisions to release these buffers will nonetheless pose 
tough judgements on how best to secure systemic stability, as in some cases maintaining 
buffers will better preserve market confidence. The paper will also acknowledge that capital 
outflows should be handled primarily with macroeconomic, structural, and financial sector 
policies, and that the relaxation of MPMs may provide an additional tool that can be used 
before a crisis has materialized. 
 
Capital flow liberalization 
 
In implementing policies that support the liberalization of capital flows, the 
authorities will need to ensure that financial stability is maintained throughout the 
liberalization. A broad policy package is needed to support appropriately paced and 
sequenced capital account liberalization, taking into account countries’ financial and 
institutional development. In addition to sound microprudential regulation and supervision, 
and risk management, the capacity to introduce and deploy macroprudential tools is 
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important to counter potential systemic risks that can arise, for instance in the context of the 
liberalization of banking flows.  
 

III.   Complementarities of the IV and MPP Frameworks: Providing Integrated 
Advice   

The IMF’s two frameworks, although developed separately, are fundamentally 
consistent. Both the IV and the MPP frameworks recommend that instruments (respectively 
CFMs and MPMs) do not substitute for warranted macroeconomic adjustment; the use of 
policy instruments that are the least distortive; and to seek to treat residents and 
nonresidents evenhandedly.  
 
Measures that overlap need to be assessed in a consistent and transparent manner. 
When capital flows are the source of systemic financial risks, a measure to address those 
risks that is also designed to limit capital flows could be both an MPM and a CFM 
(CFM/MPM), and would be guided by both frameworks. Under the Fund’s frameworks, in 
certain circumstances CFMs (including CFM/MPMs) can be useful to manage inflow surges, 
but should be removed when capital flow pressures abate to minimize their distortions (IMF 
2012). Although there may be scope to maintain certain CFM/MPMs to manage systemic 
financial risks even after capital flow pressures have abated, the measure will need to be 
reviewed on an ongoing basis and consideration given to other measures that achieve the 
financial stability objective without limiting capital flows. Moreover, MPMs that are not 
designed to limit capital flows could be taken pre-emptively and maintained as long as they 
help to achieve the objectives of the MPP framework. The paper will lay out a framework to 
help assess measures in such cases, including foreign-currency differentiated MPMs.  
 
Next steps: The IMF Staff report is expected to be circulated to the IMF Executive Board in 
late May 2017 for a discussion scheduled on June 23, prior to the G20 Leaders Summit in 
early July. 
 


