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Abstract Capital controls—measures taken to regulate the outflow or
inflow of capital—are employed by governments to maintain financial
stability and prevent or mitigate the effects of economic crises. For many
decades capital controls were out of favour among economists and
policymakers. Of late, however, they have become acceptable, if
somewhat controversial, tools of financial policy, with the International
Monetary Fund stating that ‘in certain circumstances, [capital controls]
can be useful to support macroeconomic adjustment and safeguard
financial stability’. Yet, little is known about the legality of capital
controls under the various international treaties and rules of international
organisations. This article introduces capital controls, traces their
evolution over time, considers the success of short-term and long-term
controls implemented in Chile, Malaysia, Iceland and China, and
examines the consistency of selected controls with international rules
and obligations. We suggest treaty language will be the critical factor in
determining the legality of a particular capital control under a trade or
investment agreement.

Keywords: public international law, international economic law, capital controls, Chile,
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Capital controls have often been used to mitigate the impact of past financial
crises and will likely be called upon in response to any financial crises
precipitated by the COVID-19 global health pandemic. The consequential
economic fallout from COVID-19 will be larger than that of the Global
Financial Crisis (GFC) of 2008 and possibly approach that of the Great
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Depression of the 1930s.1 Life afterwards will not return to the pre-crisis
normal. There will be wide-ranging and historically significant global and
behavioural changes,2 and one of the more likely of these is a retreat from
globalisation.
Before the pandemic there was vigorous scholarly debate as to whether

globalisation was subject to the control of nation States or simply a
phenomenon to which nations had to adapt. This debate may have ended as
citizens around the world have turned to their States to protect them, and the
resurgent power of nations to act, powerfully and decisively, is manifest
everywhere.3

The most globalised sector in most national economies is finance. Interest
rate changes in the United States (US) or United Kingdom (UK) regularly
affect the rates paid by borrowers in countries throughout the world. Capital
moves more rapidly and extensively around the planet than almost anything
else.4 Any substantial retreat from financial globalisation will involve
controls on those capital movements and at least a partial return to the
economic orthodoxy of the 1950s and 1960s, when national economies were
separated by strong controls which rigorously regulated and curtailed the
flow of capital.
By the 1990s, the orthodoxy of the 1960s had become heresy. The interests of

the world’s major banks and financial institutions had prevailed in the contest of
ideas around the free, unfettered movement of capital. The International
Monetary Fund (IMF) was fundamentally opposed to capital controls and
international treaties, other agreements and rules were developed that sought
to limit or prohibit such controls. Although acceptance of such controls
began to increase from 2000 onwards, they remain a controversial policy
measure, even during periods of crisis.5 Concerns remain, for instance, that
such controls will worsen the global liquidity crunch, further interrupt
international investment, trade, and supply chains, and jeopardise post-crisis
recovery.6 Nevertheless, recent evidence suggests that capital controls are an
important part of the policy tool kit, especially during crises,7 and

1 J Ghosh, ‘COVID-19 is the IMF’s Chance for Redemption’ (Project Syndicate, 9 April 2020);
N Roubini, ‘A Greater Depression?’ (Project Syndicate, 24 March 2020).

2 H James, ‘APandemic of Deglobalization?’ (Project Syndicate, 28 February 2020); A Kapur,
‘Letter: 2020Will Go Down as the Year of Deglobalisation’ Financial Times (online, 6 April 2020).

3 SM Walt, ‘How the World Will Look After the Coronavirus Pandemic’ Foreign Policy
(online, 20 March 2020); James (n 2); S Tisdall, ‘Power, Equality, Nationalism: How the
Pandemic Will Reshape the World’ The Guardian (online, 29 March 2020).

4 By some accounts, outflows from bond and equity funds in emerging markets in March 2020
exceeded four per cent of net asset value—a more substantial withdrawal of funds than the same
stage of the 2008 GFC for capital flows to emerging markets. See D Lubin, ‘Does Coronavirus
Herald Capital Controls?’ Financial Times (online, 30 March 2020).

5 A Tooze, ‘The Coronavirus Is the Biggest Emerging Markets Crisis Ever’ Foreign Policy
(online, 28 March 2020).

6 R Hughes, ‘Safeguarding Governments’ Financial Health During Coronavirus: Learning
from Past Viral Outbreaks’ (VoxEU, 29 March 2020). 7 Tooze (n 5).
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particularly for developing and emerging economies which, during crises,
typically suffer from surges of capital outflows, and severe declines in
currency and asset prices.8

This article explores what will be involved for nations that wish to restore
capital controls to their suite of policy options and use them to insulate their
economies from financial globalisation. So extensive and wide-ranging have
the web of treaty obligations and rules of international organisations become,
this retreat from globalisation will not be a simple process, at least for nations
that wish to abide by their legal commitments and respect the rule of law.
Capital controls encompass a wide range of (often country-specific)

measures. Restrictions on capital flows have, in general, taken the form of
administrative or direct controls (including outright prohibitions and approval
procedures) and market-based or indirect controls that attempt to discourage
capital movements by making them more costly (like a Tobin Tax or
unremunerated reserve requirement). The controls may be sector-specific or
economy-wide and may be short-term or long-term measures.
The economic literature is replete with studies on the role of capital controls

and foreign exchange. In the early years of the BrettonWoods era, the 1950s and
1960s, such controls were routine and widespread, especially in advanced
economies. With fresh memories of the Great Depression of the 1930s, White
and Keynes (of the US and UK) and the other architects of Bretton Woods
envisaged nations as financial islands between which the movement of
capital would be controlled by national governments. What mattered in the
1940s was trade, much more than finance. This is reflected in the original
draft of the IMF Articles of Agreement which envisaged capital controls as a
permanent, structural element of international finance.9 Accordingly, in the
1950s and 1960s capital controls were economic orthodoxy. However, as
finance became increasingly prominent in the global economy, the interests
of the US, Europe and their banks were supported by the free movement of
capital globally. The situation was otherwise in emerging markets where
capital flow restrictions were adopted to promote inward-looking models of
industrialisation until the 1980s, when even these economies began to
liberalise their capital accounts.10

Over time, what had been developed world orthodoxy became progressively
more heterodox, as the IMF andUSTreasury began to advocate strongly against
capital controls. This advocacy began in the 1970s and proceeded apace in the
1980s and 1990s. Mainstream economics saw capital account liberalisation as
the best long run policy for all countries and regarded controls on capital flows
as inherently distorting.

8 UNCTAD ‘The Covid-19 Shock to Developing Countries’ (March 2020) UNCTAD/GDS/
INF/2020/2.

9 A Ghosh and M Qureshi, ‘What’s in a Name? That Which We Call Capital Controls’ (2016)
International Monetary Fund (IMF) Working Paper WP/16/25. 10 ibid.
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In the aftermath of the GFC of 2008, mainstream economics underwent a
significant shift in thinking. Capital controls began to be appreciated once
again for their ability to restrain significant surges and interruptions in cross-
border capital flows in times of financial crisis, and the regulation of capital
flows began to be seen as acceptable, and perhaps even necessary, to prevent
financial fragility and maintain monetary policy autonomy especially in
developing nations. For its part, in 2012, the IMF adopted an ‘institutional
view’ on capital account liberalisation and capital controls which explicitly
acknowledged that controls on inflows and outflows can be appropriately
utilised in certain circumstances to prevent and mitigate financial
instability.11 The IMF’s shifting stance on capital controls has received much
attention, and provided comfort to countries seeking to limit exposure to
global capital markets and unfettered capital flows and the volatility these
tend to bring.
This is not to say that the debate among economists on the usefulness and

effectiveness of capital controls is resolved, but only that as a practical matter
capital controls have ‘come in from the cold’, and are now seen as having some
legitimacy.
The view through the lens of international economic law, however, is far less

clear. In short, there is no simple legal answer on whether a country can impose
or maintain such controls. The answer depends on the legal frameworks each
country has entered into—these include the World Trade Organization’s
(WTO) General Agreement on Trade in Services (GATS), free trade
agreements (FTAs) and bilateral investment treaties (BITs).
This article analyses whether and to what extent capital controls can be

justified under the general principles and norms of international economic
law by evaluating measures imposed by four representative countries. Our
analysis will demonstrate the importance of treaty language in determining
the consistency of a capital control with a nation’s international legal
obligations.
This article is structured as follows: Section I uses a case study approach to

examine country level experiences with the use of capital controls. The section
explores the use of capital controls in regulating volatile short-term and long-
term capital flows. Section II focuses on the legality of controls. The use of
controls is not governed by a single international law regime. In fact, there is
no comprehensive legal edifice that defines when capital movements should
be restricted or controls removed. Instead, controls are regulated by an
intersecting web of monetary, trade and investment law. More specifically,
Section II details the fragmentation of international disciplines on capital
controls and offers select examples to evaluate whether a given control
measure is consistent with the language of international treaties. Section III

11 IMF, The Liberalization and Management of Capital Flows: An Institutional View (Policy
Papers, 14 November 2012).
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concludes that it is difficult to reach a definitive conclusion on whether specific
actions are consistent with the international legal framework given the
patchwork of varying agreements with differing treaty language and levels of
commitments. The actions of one country could be consistent with its
obligations under some of its treaties and inconsistent with others.

I. CAPITAL CONTROLS: COUNTRY EXPERIENCES

Before evaluating the consistency of capital controls with international
economic law it is necessary to trace their evolution over time. Short-term
controls have been fairly regularly used by several countries to address
financial instability—most prominently to counter the effects of an
overabundance of capital inflows that cannot be resolved by conventional
policies. Longer-term and more extensive controls are rarer, and most often
feature in countries that have historically been closed and heavily State-
controlled to limit the vulnerability of their financial systems.
In this section, we review short-term and long-term controls on both inflows

and outflows. We begin by considering Chile’s short-term inflow and outflow
controls, and Malaysia’s short-term outflow controls, imposed in the late 1980s
and 1990s. We then consider the longer-term outflow controls imposed by
Iceland in the wake of the GFC, and conclude with a case study of China’s
long-standing capital controls imposed ever since its opening up in the late
1970s.

A. The Case of Chile

The Latin American debt crisis of 1982,12 resulted in massive disruption and
near collapse of the Chilean economy—GDP fell by 15 per cent and the
country was plunged into severe economic turmoil in 1983.13 Chile
recovered fairly quickly and foreign capital started to flow in increasing
amounts by the late 1980s. While the rest of Latin America remained
enmired in the debt crisis, major policy and institutional reforms meant that
debt restructuring would not be required for Chile.14 In short, the Chilean
economy was stronger than that of its neighbours and thus became attractive
to foreign investors.
The damage caused by the sudden cessation of capital inflows in 1982

remained fresh in the mind when Chile’s capital account surplus reached ten
per cent of its GDP in 1990. To exacerbate the potential for instability, short-

12 MA O’Grady, ‘What We Can Learn From Chile’s Financial Crisis’ The Wall Street Journal
(online, 29 September 2008).

13 H Tapia and R French-Davis, ‘The Chilean-Style of Capital Controls: An Empirical
Assessment’ (Econometric Society Latin American Meeting, Santiago, July 2004).

14 M Margitich, ‘The 1982 Debt Crisis and Recovery in Chile’ (1999) 17 Perspectives on
Business and Economics 35.
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term flows represented one-third of this amount.15 Fearing a repeat of 1982,
Chile introduced capital inflow controls in 1991.
The capital controls Chile put into place had five elements:16

1. All foreign loans and bond issues were subject to the requirement that
an amount equal to a set proportion of the flow had to be put on
interest-free deposit with the Central Bank for one year irrespective
of the duration of the capital inflow. The proportion was initially set
at 20 per cent. In response to the large exogenous surges of capital
flows to Chile, the government frequently tightened controls on
capital inflows. The coverage of the unremunerated reserve
requirement (URR) was extended to other portfolio inflows and
some foreign direct investments (FDI) of a potential speculative
nature over time. In May 1992 it was increased to 30 per cent, and
then in June 1996 reduced to 10 per cent. In 1998, the measure was
suspended by reducing the rate to zero per cent.

2. Credit lines for trade finance were subject to the same reserve
requirements.

3. Bonds issued abroad by local companies had to have an average
minimum maturity of four years.

4. Shares issuance abroad by local companies was limited to companies
with relatively high credit ratings and to amounts of not less than US
$10 million.

5. Initial investment capital (but not profits) in FDI could not be
repatriated for one year.

The first four restrictions are inflow controls, while the last is an outflow
control. Most international attention has focused on the first restriction, the
URR, an indirect market-based control which increased the cost of capital
inflows. It was expected to discourage short-term inflows without affecting
long-term foreign investment. The introduction of the second restriction, on
trade finance credit, is on its face a barrier to Chile’s international trade but
necessary to close the loopholes for inflows through exempted windows, as
otherwise the first restriction on debt and portfolio flows would be too readily
circumvented, in the disguise of trade credits.
The general consensus is that Chile’s controls lengthened the average

maturity of capital it received.17 There is strong evidence that the ratio of

15 CM Reinhart and RT Smith, ‘Temporary Capital Controls’ (Draft Paper, National Bureau of
Economic Research, 1997) 7.

16 RS Rajan, ‘Restraints on Capital Flows: What Are They?’ (1998) The Institute of Policy
Studies Working Paper No 3, 3 (Table 3); F Nadal-De Simone and P Sorsa, ‘A Review of
Capital Account Restrictions in Chile in the 1990’s’ (1999) International Monetary Fund
Working Paper WP/99/52.

17 A Ariyoshi et al., ‘Country Experiences with the Use and Liberalization of Capital Controls’
(Occasional Paper, IMF, 17 May 2000); S Edwards, ‘How Effective Are Capital Controls?’ (1999)
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short-term debt to foreign currency reserves is a powerful predictor of financial
crises, and that higher short-term debt levels are associated with more severe
crises.18 Short-term financing is simply not suitable, in the main, for
developing countries. There is accordingly a strong argument for capital
controls along Chilean lines that fall most heavily on short-term inflows.19

Views are more divided over whether Chile’s controls reduced the volume of
capital inflows.20 Certainly there was a strong initial effect: the capital account
surplus fell from ten per cent of GDP in 1990 to 2.4 per cent in 1991 and short-
term debt inflows were virtually eliminated.21 When capital inflows surged
again in 1992, the proportion of the non-remunerated reserve requirement
was increased, again successfully.22 Eventually, the controls lifted altogether,
in 1998, when, in the aftermath of the Asian financial crisis global capital
flows to emerging markets nations declined precipitately and there was no
longer a need to discourage capital inflows and shift inflows towards longer
maturities.23

The controls increased the cost of credit within Chile considerably,
particularly for small and medium-sized businesses that found their evasion
most difficult.24 This was a substantial price to pay. Nonetheless, Chile’s
controls altered the mix of incoming foreign capital in favour of long-term
debt and away from instability-inducing short-term debt, and rapidly reduced
increasing levels of inflows in 1991 and again in 1992.25

In conclusion, for as long as a developing nation has a thin financial market,
unsophisticated private sector risk management techniques and an

National Bureau of Economic Research Working Paper No W7413, 11; B Eichengreen et al.,
‘Capital Account Liberalization: Theoretical and Practical Aspects’ (Occasional Paper No 172,
IMF, 30 September 1998) 49–52 (and the sources there cited); M Feldstein, ‘A Self-Help Guide
for Emerging Markets’ Foreign Affairs (online, March/April 1999); Reinhart and Smith (n 15);
Rajan (n 16); J Stiglitz, ‘Bleak Growth Prospects for the Developing World’ The New York
Times (online, 10 April 1999); NE Magud, CM Reinhart and KS Rogoff, ‘Capital Controls: Myth
and Reality’ (2018) 19 Annals of Economics and Finance 1 (Table 3).

18 D Rodrik and A Velasco, ‘Short-Term Capital Flows’ (1999) National Bureau of Economic
Research Working Paper No W7364; A Krishnamurthy and A Vissing-Jorgensen, ‘Short-Term
Debt and Financial Crises: What We Can Learn from U.S. Treasury Supply’ (Annual Meeting of
the Society for Economic Dynamics, Toronto, 2014) 29–33.

19 B Eichengreen, ‘Capital Controls: Capital Idea or Capital Folly?’ (1998) University of
California at Berkeley Working Paper.

20 Eichengreen et al. (n 17) 49–52; Reinhart and Smith (n 15); Rajan (n 16); Magud, Reinhart
and Rogoff (n 17) Table 6. 21 Reinhart and Smith (n 15) 8.

22 However, while in the short term the increase in unremunerated reserve requirements was
effective, by 1996 over 40 per cent of Chile’s debt to BIS reporting banks had an admittedly
residual maturity of less than one year: Edwards (n 17) 25.

23 F Gallego, L Hernandez and K Schmindt-Hebbel, ‘Capital Controls in Chile: Effective?
Efficient?’ (Latin American and Caribbean Economic Association Annual Meeting, Rio de
Janiero, October 2000) 4.

24 Edwards (n 17); L Alfaro, ‘The Effect of Capital Controls’ (World Economic Forum, 22
January 2015).

25 The conclusion of Ariyoshi et al. (n 17) is that inflow controlswere partly effective in reducing
the level and increasing the maturity of inflows in Malaysia and Thailand, and in affecting the
composition of the inflows in Colombia and possibly in Chile but were largely ineffective in Brazil.
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unsophisticated and under-resourced capital market regulator, there are good
arguments for controls, that are enforced strategically from time to time, on
capital inflows.26 This is particularly so in Asia, where high local savings
rates diminish significantly the need for completely open capital markets. As
an economy’s own capital markets deepen, and its regulatory systems
mature, it can safely liberalise its capital account. Many poorer developing
nations are years away from this position.
In the interim, of course, the admonition against ‘free lunches’ generally

holds. Capital controls have costs. Controls restrict access to foreign capital
for investment and increase real interest rates.27 Additionally, capital controls
require considerable administration, and just as with trade barriers, can
reduce the pressure for, and thus delay, needed policy adjustments and
domestic reform.28 To promote economic growth and stability, developing
nations must continue policy reform and the development of efficient
regulatory institutions even when controls are implemented.
As Chile’s experience suggests, inflow controls can play a real role in

stabilising an economy during periods of increasing capital inflows. Controls
are a policy option that developing nations should be ready to implement, but
only when needed.

B. Malaysia’s Experience in the Asian Economic Crisis

Malaysia is an open economy with a long-standing commitment to relatively
liberalised foreign trade. Malaysia removed restrictions on payments and
transfers for current international transactions, accepting the obligations of
the IMF’s Article VIII as early as the 1960s, and subsequently liberalised its
capital account. Malaysia’s policy regime concerning capital flows was much
more liberal throughout the post-war period compared to most other
developing countries.29 By the mid-1990s, Malaysia was a popular

26 P Bustelo, C Garcia and I Olivie, ‘Global and Domestic Factors of Financial Crises in
Emerging Economies: Lessons from the East Asian Episodes (1997-1999)’ (1999) Instituto
Complutense De Estudios Internacionales Working Paper No 16, 78. This was a recommendation
of the Council on Foreign Relations in the US: see PG Peterson and CA Hill, ‘The Future of the
International Financial Architecture; A Council on Foreign Relations Task Force’ Foreign Affairs
(online, November/December 1999).

27 ‘The Perils of Global Capital’ The Economist (Washington DC, 22 August 1998) 52. And, of
course, capital flows are not the only mechanism for the transmission of contagion. Even a
completely closed capital account will not insulate an economy from trade-related contagion
(‘Emerging-Market Measles’ The Economist (US, 20 August 1998) 52) as Taiwan experienced in
the wake of the Asian crisis. See also RWade and FVeneroso, ‘TheGatheringWorld Slump and the
Battle over Capital Controls’ (1998) 231NewLeft Review 13, 40; LAlfaro, AChari and FKanczuk,
‘The Real Effects of Capital Controls: Financial Constraints, Exporters, and Firm Investment’
(2015) National Bureau of Economic Research Working Paper 20726, 4–5.

28 Ariyoshi et al. (n 17).
29 P Athukorala, Crisis and Recovery in Malaysia: The Role of Capital Controls (Edward Elgar

Publishing 2001) 8.
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destination for volatile capital, its portfolio flows were generally free of
restrictions, and it was in the midst of booms in equity prices and credit.30

Following the 1997 crisis in Thailand, Malaysia at first implemented an
orthodox adjustment policy and raised interest rates to stem the decline of the
currency (the ringgit). Many referred to this initial response as an IMF package
without the IMF.31 At the time, and in consultation with the IMF,32 Finance
Minister Anwar Ibrahim tightened fiscal policy and made sharp spending
cuts.33 The resulting measures increased interest rates but also led to a
pessimistic outlook for the economy which resulted in decreased
consumption and investment demand.
This policy was subsequently altered on an ad hoc basis until July 1998 when

Prime Minister Mahathir introduced the National Economic Recovery
Program.34 This decisive departure from IMF orthodoxy involved increasing
government spending to stimulate the economy, capital controls to allow the
government more control over Malaysia’s economy and to prevent the
outflow of foreign capital, and a restructuring package for the financial sector.
Malaysia was the only severely affected crisis country not to adopt an IMF

program during the Asian financial crisis.35 Given its relatively low foreign
debt exposure, Malaysia took a heterodox path and departed from the IMF-
centred approach.36 Despite the intense debate on capital controls as a tool of
crisis solution, with the benefit of hindsight, Malaysia’s choice played a special
role in delivering a recovery outcome and achieved political autonomy from
international financial markets. Malaysia’s policies saw it recover at least as
fast as countries that implemented IMF policies and the poor in Malaysia
were left significantly better off than they would have been under IMF
policies. Malaysia also benefited in several other ways from charting its own
course.
Malaysia took a multipronged approach to economic recovery. For instance,

Malaysia reduced numbers of non-performing loans being carried by financial

30 P Athukorala, ‘The Malaysian Capital Controls: A Success Story?’ (2007) The Australian
National University, Arndt-Corden Department of Economics Working Paper No 2007/07.

31 S Mydans, ‘Malaysia is Ready to Inflict its Own Economic Medicine’ The New York Times
(online, 16 December 1997). 32 ibid.

33 K Meesook et al., ‘Malaysia: From Crisis to Recovery’ (Occasional Paper No 207, IMF, 27
August 2001). 34 Athukorala (n 29).

35 Thailand, Indonesia and Korea turned to the IMF for financial assistance. The Philippines did
not adopt an IMF program in response to the crisis, because it was not severely affected by it. SeeAM
Balisacan and H Hill, The Philippine Economy: Development, Policies and Challenges (Oxford
University Press 2003) 4–5.

36 In 1994, theMalaysian government temporarily imposed restrictions in response to a surge of
speculative inflows in the early 1990s. The controls included, among other things, a ceiling on non-
trade and non-investment external liabilities of banks and a prohibition on sales of short-term bonds
to non-residents and non-trade related swaps and forward transactions on the bid side with
foreigners. These restrictions resulted in a sharp reduction in short-term liabilities. By the end of
1994, most of the controls were lifted. See E Kaplan and D Rodrik, ‘Did the Malaysian Capital
Controls Work?’ in S Edwards and JA Frankel (eds), Preventing Currency Crises in Emerging
Markets (University of Chicago Press 2002) 393.
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institutions, recapitalised these institutions and strengthened the system by
closing and merging banks.37 Like other crisis countries it also implemented
‘a blanket deposit guarantee and liquidity support’.38

Malaysia’s two unique responses were the introduction of capital outflow
controls and the pegging of the ringgit to the US dollar.39 The main controls
on capital outflows were:

. Malaysia closed all channels for taking speculative positions against
the ringgit and blocked all avenues for the transfer of the ringgit
outside Malaysia. Residents were prohibited from granting or
receiving ringgit credit vis-à-vis non-residents; all imports and
exports were required to be settled in foreign exchange; all purchases
and sales of ringgit financial assets can only be transacted through
authorized depository institutions.

. Investors were required to repatriate all ringgit held offshore back to
Malaysia, licensed offshore banks were prohibited from trading in
ringgit assets, and approval requirement was imposed to transfer
funds between external accounts.

. The authorities stopped non-residents removing portfolio proceeds
from Malaysia for 12 months (excluding repatriation of interest,
dividends, fees, commissions from portfolio investment). After six
months passed, the 12-month restriction was replaced with a variable
exit levy applying to principal or profit from investments in Malaysian
securities. The exit levy excluded dividends, interests earned, and
proceeds related to current international transactions and FDI.40

. Additional measures were also imposed to eliminate the potential
loopholes, such as prohibiting the trading of ringgit assets offshore,
and limiting dividend payments to support the controls.41

. The ringgit was pegged to the US dollar to prevent speculation in the
ringgit.42

Whilst such controls can be circumvented in various ways (notably through
the settlement of commercial transactions, dividend payments, intra-firm
transfers and mis-invoicing) circumvention was limited by Malaysia’s design
and enforcement of the controls.43 The controls were designed to affect all
channels for the movement of the ringgit offshore, whilst allowing current
account transactions and FDI.44 This selectivity minimised circumvention by
leaving open certain options for investment in Malaysia through channels the
government did not consider problematic from the perspective of capital flows.

37 M Zainal Abidin, Malaysia’s Economy: Crisis and Recovery in M Zainal Abidin and Z Haji
Ahmad (eds), The Financial Crisis inMalaysia: The Economic and Political Consequences (Institute
of South East Asian Studies 2001) 74. 38 Meesook et al. (n 33). 39 ibid. 40 ibid.

41 ibid; RP Buckley, ‘The Role of Capital Controls in International Financial Crises’ (1999) 11
Bond Law Review 231. 42 Meesook et al. (n 33) 23. 43 ibid 54. 44 ibid.

68 International and Comparative Law Quarterly

https://doi.org/10.1017/S0020589320000433 Published online by Cambridge University Press

https://doi.org/10.1017/S0020589320000433


Malaysia’s performance during and after the crisis was better than most
affected countries. Malaysia’s rate of recovery was second only to the
Republic of Korea in 1999 and Malaysia’s negative rate of growth in 1998
was significantly less than Indonesia and Thailand, and not much more than
Korea.45 The most comparable crisis country, considering its level of
development and the maturity of its system, was Thailand,46 and Malaysia
recovered slightly more quickly.47 Merrill Lynch described Malaysia’s
recovery as ‘one of the most impressive ever’.48 Kaplan and Rodrik wrote
that ‘compared to IMF programs, we find that the Malaysian policies
provided faster economic recovery … smaller declines in employment and
real wages, and more rapid turn around in the stock market’.49 And in late
1999 the Economic Strategic Institute noted that ‘despite the bad press it gets
as a result of Prime Minister Mahathir’s critical comments about speculators,
Malaysia is the best story in the region’.50

Early reactions to Malaysia’s capital controls were more negative if not
hostile. The policies were condemned as ‘a step backwards’ by the IMF and
most academic economists.51 The recovery did not necessarily imply
causation and it was hard to attribute much success to capital controls
because other crisis-hit countries, such as Korea and Thailand, recovered
around the same time without using capital controls. The controls were
criticised for not only weakening investors’ confidence but also cutting off
much-needed foreign capital inflows, a pivotal element of Malaysia’s pre-
crisis economy.52

Nevertheless, preliminary evidence suggested the wide-ranging and strictly
enforced capital controls certainly played a role in eliminating the offshore
ringgit market and constraining capital outflows. Malaysia managed its
economy successfully without the IMF. The expansionary fiscal policy and
improved confidence then combined to stimulate domestic demand.53

Moreover, despite the setback to economic development, Malaysia continued
to attract FDI, encouraged outward direct investment and adhered to its very

45 HJ Zumkehr and E Andriesse, ‘Malaysia and South Korea: A Decade after the Asian
Financial Crisis’ (2008) 20(1) Chulalongkorn Journal of Economics 2.

46 Athukorala (n 29) 95.
47 Zainal Abidin (n 37) 1; C Reinhart and H Edison, ‘Capital Controls during Financial Crises:

The Case of Malaysia and Thailand’ (2001) University of Maryland, Department of Economics
MPRA Paper No 13903.

48 Quoted in M Viczany et al., ‘Australia’s Business Attitudes to Malaysia’ in C Nyland et al.
(eds), Malaysian Business in the New Era (Edward Elgar 2003) 29.

49 E Kaplan and DRodrik, ‘Did theMalaysian Capital ControlsWork?’ (2001) National Bureau
of Economic Research Working Paper No 8142. 50 Athukorala (n 29) 93.

51 Kaplan and Rodrik (n 36).
52 CY Lim, Southeast Asia: The Long Road Ahead (World Scientific Publishing Company,

2001) 321.
53 M Ariff and A Wan Abdul Kadir, ‘The Near-Term Outlook for the Malaysian Economy’

(Conference Paper, ISEAS Regional Conference, 6 January 2000) 2.

Capital Controls Legitimacy during Globalisation Retreat 69

https://doi.org/10.1017/S0020589320000433 Published online by Cambridge University Press

https://doi.org/10.1017/S0020589320000433


pro-investor policy over the following decade.54 By April 1999, Malaysia
began receiving net capital inflows, the stock market picked up, the
accumulation of reserve resumed and credit ratings were upgraded. The
turnaround was accompanied by a notable strengthening of the balance of
payments.55 The ‘errors and omissions’ in the balance of payments (an
indicator of unofficial capital flows) also shrank.56

One likely reason for this performance was that Malaysia’s policies during
the crisis were better suited to its specific circumstances than those in the
IMF program countries were suited to their circumstances. Such policies
allowed Malaysia to maintain control of its own economic destiny and act in
its own best interests. The policies had a far more benevolent impact on
Malaysian society than did the IMF’s policies in other crisis countries.57

Malaysia’s pre-crisis economic policy involved extensive affirmative action
to improve the position of the native Malays (Bumiputras).58 The Malaysian
government had experience using economic policy to support social policy
and consequently Malaysia’s policies did not affect the poor as harshly. As
one commentator stated, ‘the costs were not borne primarily by the poor and
dispossessed, as occurred in some neighbouring states with great consequent
social costs’.59 As Athukorala noted, ‘the new policy measures enabled
Malaysia to achieve recovery while minimizing social costs and economic
disruptions associated with a more market-oriented path to reform’.60

Support for capital controls began emerging after the Asian financial crisis.
The IMF acknowledged in some staff working papers that the ‘successful
experience of the 1998 controls so far is largely due to the appropriate
macroeconomic policy mix that prevailed at that time’61 and that the controls
were effective because they ‘were wide ranging, effectively implemented, and
generally supported by the business community’.62 The introduction of the
exchange controls and the currency peg was sound policy,63 and such
measures ‘led to substantial improvement in the sector’s performance’.64

In conclusion, Malaysia’s reluctant approach to IMF reforms was rooted
in its political history and pursuit of autonomy from international market

54 J Chaisse and LNottage, International Investment Treaties and Arbitration Across Asia (Brill
Nijhoff 2018) 218. 55 Ariyoshi et al. (n 17) 54. 56 Athukorala (n 29).

57 CNyland et al., ‘Economic and Social Adjustment inMalaysia in the “New”Business Era’ in
C Nyland et al. (eds), Malaysian Business in the New Era (Edward Elgar 2003) 2.

58 M bin Mohamad, The Way Forward (Weidenfeld & Nicolson 1998) 85.
59 Nyland et al. (n 57). 60 Athukorala (n 29). 61 IMF (n 11).
62 IMF, ‘Malaysia: Selected Issues’ (Country Report No 99/86, IMF, August 1999) 18.
63 RV Navaratnam, Malaysia’s Economic Sustainability: Confronting New Challenges Amidst

Global Realities (Pelanduk 2002). In the IMF’s review of Malaysia’s policies between 1997 and
2000 the changing public sentiment towards these policies is noted: ‘Market assessment turned
more positive, however, as it became clear that Malaysia’s macroeconomic policies were not out
of line, that the undervalued pegged exchange rate was contributing to the rapid recovery of
exports and output, and that financial sector reforms were being vigorously pursued.’ See
Meesook et al. (n 33) 3. 64 Meesook et al. (n 33) 71.
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forces.65 In reforming its system, Malaysia was implementing home-grown
policies. We would expect more rigorous implementation of home-grown
policies than policies developed abroad, which is precisely what occurred in
Malaysia relative to IMF-program countries.
The Malaysian economy recovered nicely following the introduction of the

capital control-based reform. The Malaysian policies produced economic
recovery with smaller declines in employment and real wages and rapid
turnaround in the stock market. Economists continue to debate whether the
Malaysian recovery under capital controls was superior to that of the IMF-
program countries but it is clear that Malaysia’s capital control based
program delivered results as good, if not better, than IMF programs, and with
far less damage to the poorer members of society.

C. Capital Controls in Europe: The Case of Iceland

The GFC triggered a transformation in thinking and practice around capital
controls. While many countries implemented capital controls in the wake of
the GFC (including Brazil, Indonesia, South Korea and Thailand),66 the
marked difference from previous crises was that controls on capital outflows
also emerged in richer countries such as Iceland, Greece, and Cyprus.67 In
this section we examine capital control measures implemented in Iceland, as
it was one of the worst-hit casualties of the crisis.
Before the GFC, Iceland’s economy was booming and its high interest rate

attracted short-term capital inflows of the order each year of Iceland’s annual
GDP.68 Much of this money was engaged in classic ‘carry trade’, in which
investors borrow in one currency at a lower interest rate so as to reinvest the
proceeds in another currency at a higher rate, but at the price of absorbing
massive exchange rate risk. Iceland’s gross external indebtedness reached
550 per cent of GDP by the end of 200769—leverage levels that rendered its
economy exquisitely vulnerable to external shocks.
When the banking crisis struck, the carry trade inflows quickly reversed,

and Iceland’s Krona rapidly fell in value. The Central Bank of Iceland
initially tried to support the currency by purchasing Krona, but their net

65 R Abdelal and L Alfaro, ‘Capital and Control: Lessons from Malaysia’ (2003) 46(4)
Challenge 36.

66 K Gallagher, ‘Regaining Control? Capital Controls and the Global Financial Crisis’ (2011)
Political Economy Research Institute, University of Massachusetts at Amherst, PERI Working
Paper No 250.

67 NE Magud, CM Reinhart and KS Rogoff, ‘Capital Controls: Myth and Reality – a Portfolio
Balance Approach’ (National Bureau of Economic Research 2011). Greece introduced capital
controls in 2015, including: limiting withdrawals to €60 per day and businesses transactions to
€5,000 per day; banning cashing of cheques; and severely limiting transfers abroad. These
measures were abolished in 2019.

68 FMBaldursson, R Portes and EE Thorlaksson, ‘Iceland’s Capital Controls and the Resolution
of Its Problematic Bank Legacy’ (2017) SSRN.

69 ‘Iceland Request for Stand-By Arrangement’ (IMF 2008) IMF Country Report No 08/362.
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reserves were quickly exhausted and the major banks collapsed within a week.
To prevent massive capital flight, and a complete collapse of the exchange rate,
Iceland imposed capital controls and halted all foreign exchange transactions by
October 2008.70

In a full-blown crisis, Iceland had to approach the IMF and request a stand-by
arrangement in order to prevent a complete currency collapse, restore
confidence and stabilise the economy. In addition to the traditional advice of
budgetary austerity and raising the interest rate, the stand-by arrangement
included the imposition of controls on capital outflows.71 Following approval
of the IMF programme in late October 2008, the current account was reopened,
with the Foreign Exchange Act being amended to allow only current account
transactions, and with capital controls installed on both outflows and
inflows.72 Restrictions on outflows remained in place until March 2017, far
longer than envisaged and well beyond what was necessary to stabilise the
economy and forestall the crisis.73 Throughout this period, Iceland tightened
the restrictions several times and closed loopholes which participants were
attempting to exploit.74 The main capital control measures included:

. Prohibitions on investment in financial instruments denominated in
foreign currency, financial cross-border transactions (except trade-
related transactions) and withdrawals from Krona-denominated bank
accounts.75

. Strict limits on amount and duration of loans between domestic and
foreign private parties to 10,000,000.76

. Prohibitions on capital movements larger than 10,000,000 Krona per
calendar year, with an obligation to submit foreign currency and a
prohibition on foreign exchange cash withdrawals unless with proof
of current transactions.77

. Prohibitions on acting as a guarantor in domestic–foreign parties’
lending (except trade-related transactions).78

. Prohibitions on trading in derivatives involving the Icelandic Krona
against a foreign currency.79

70 Baldursson, Portes and Thorlaksson (n 68).
71 ‘Iceland Request for Stand-By Arrangement’ (n 69).
72 The programme includes an appropriately tight monetary policy and continued restrictions on

capital flows in the near term. See ibid.
73 In 2011, the Iceland Parliament approved amendments to the Foreign Exchange Act, the

Customs Act and the Central Bank of Iceland Act and extended the authority to maintain capital
controls beyond 2011, when the enabling legislation was set to expire. Act No 127/2011
Amending the Foreign Exchange Act, the Customs Act and the Act on the Central Bank of Iceland.

74 FM Baldursson, ‘Iceland’s Capital Controls’ in RZ Aliber and G Zoega (eds), The 2008
Global Financial Crisis in Retrospect (Springer International Publishing 2019).

75 Rules on Foreign Exchange Iceland, No 1082 (28 November 2008), Central Bank of Iceland,
art 1. 76 ibid, art 3. 77 ibid, arts 6, 8, 9. 78 ibid, art 4. 79 ibid, art 5.
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Thus, and unlike in the other case studies, Iceland’s capital controls were
implemented as part of a standby arrangement with the IMF. While Iceland’s
controls were initially envisaged to last for only two years under the IMF
program,80 they remained in place until 2017. These restrictions represented
a crystallisation of the shift in thinking in the Fund on capital controls, and
the measures have been well received by economists who believe the
controls played a vital role in stopping capital flight, stabilising the foreign
exchange market and limiting further damage to the country’s economy.81 At
the same time, the controls remained in place long after the crisis abated and
far from being ‘temporary’ simply became a longer-term tax on the domestic
population, by unnecessarily increasing the cost of capital. The controls have
also been criticised for eroding the trust of both domestic and foreign
investors in the Icelandic economy. As will be addressed below, the controls
also triggered a claim against the government by international investors for
locking up their assets amidst the banking crisis.82 Although Iceland
prevailed in the dispute,83 the claim generated publicity and added to the
uncertainty about the country’s fiscal situation among investors. Instead of
being a calming force, the long-standing nature of the controls combined
with the resolute attitude of the government was blamed for fanning the
flames of nationalism.84

D. Long-Standing and Extensive Capital Controls—the Case of China

In some emerging markets—such as Chile andMalaysia—capital controls have
been occasionally used as a policy response to volatile short-term capital flows
during crises. However, China has imposed long-standing capital controls
throughout its modern history. Its restrictions on the movement of capital
have been consistent, broad-based and numerous. Since opening up its
economy over 40 years ago, China has transformed from a closed economy
into an economic powerhouse driven largely by the market (under State
guidance). Its opening up to international trade, especially since its accession
to the WTO in late-2001, has been accompanied by a further loosening of
restrictions on international transactions.
China’s liberalisation has been well-sequenced and slow. Domestic factors,

financial crises in Latin American and Asia, and lingering financial instability in
the regional and global economy, have all shaped China’s cautious approach to

80 IMF, ‘IMF Executive Board Approves US$2.1 Billion Stand-By Arrangement for Iceland’
(19 November 2008) Press Release No. 08/296.

81 Baldursson, Portes and Thorlaksson (n 68).
82 For instance, Pálmi Sigmarsson v Seðlabanki Íslands (Central Bank of Iceland) (Case E-3/11)

[2011] OJ C 208.
83 Judgment of the Court of 14 December 2011 in Case E-3/11 [2012] OJ C 291/15.
84 See F Lupo-Pasini, ‘The Rise of Nationalism in International Finance: The Perennial Lure of

Populism in International Financial Relations’ (2019) 30 Duke Journal of Comparative &
International Law 93.
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cross-border capital flows. China saw how the liberalisation of capital markets
without adequate regulatory oversight and strong institutions has often led to
crises in banking and balance of payments and sharp depreciations in
currencies.85 In particular, China noted how these factors cause social and
political instability. As a result, China implemented explicit regulations and
controls to restrict or restrain cross-border capital movements and protect its
underdeveloped financial sector from external volatility.86 This liberalisation
has involved Chinese-style gradualism and experimentalism. Chinese
scholars and policymakers have generally recognised that a loss of control of
its cross-border capital flows could lead to an avalanche of capital outflows
from China that could threaten the entire financial system.87

1. A snapshot of China’s capital control history

Before ‘opening up’, China had a highly centralised and controlled foreign
exchange management system. All foreign exchange receipts were sold to the
State and all foreign exchange payments were approved and allocated under
mandatory national plans. Capital flows were minimal. Since opening up,
China’s liberalisation has undergone several distinct phases.

a) Phase 1 (1979–1993)

In the 1980s and early 1990s, capital flow mobility was restricted due to
limited foreign exchange reserves and (coinciding with the Latin American
debt crisis) a compulsory surrender system which forced firms to repatriate
their foreign exchange earnings.88 As China became increasingly open,
various measures were undertaken to support exports and restrict imports.
Domestic enterprises were allowed to retain a certain proportion of foreign
exchange earnings. Moreover, the Bank of China began to operate foreign
exchange swap operations that allowed enterprises to sell their excess

85 SB Kamin, ‘The Current International Financial Crisis: How Much Is New?’ (1999) 18
Journal of International Money and Finance 201.

86 Y Yu, The Management of Cross-Border Capital Flows and Macroeconomic Stability in
China (TWN Global Economy Series 2009).

87 XWu吴晓求,Annual Research Report onChina’s CapitalMarket China’s CapitalMarkets:
Liberalization and Internationalisation 中国资本市场研究报告: 中国资本市场开放与国际化
(Renmin University Press 2015). L Yin 林森殷 and J Wu 君吴, Capital Account Liberalisation
and Financial Innovation of Shanghai Pilot Free Trade Zone 资本账户开放与上海自贸试验区
金融创新研究(China Financial and Economic Publishing House 2014).

88 The circulation, use andmortgage of foreign currency in Chinawere prohibited. Unauthorised
sales or purchases of, and unlawful possession of foreign exchange are prohibited. There were also
strict penalties for violation of foreign exchange control. See Provisional Regulations for Exchange
Control of the People’s Republic of China (中华人民共和国外汇管理条例 (失效) [1980] China
State Council; and The Detailed Rules for the Implementation of Penalties for Violation of Foreign
Exchange Control (违反外汇管理处罚施行细则) (1985) SAFE.

74 International and Comparative Law Quarterly

https://doi.org/10.1017/S0020589320000433 Published online by Cambridge University Press

https://doi.org/10.1017/S0020589320000433


retained foreign exchange to those who needed it.89 Such measures relaxed
exchange restrictions and thereby stimulated export-related capital flows.
Capital controls during this period adopted an ‘easy in and difficult out’

approach to avoid a balance of payments crisis.90 Restrictions on FDI were
gradually relaxed, and to attract investors more flexibility was given to
foreign-funded enterprises together with generous tax treatment and certain
‘super-national treatment’. For example, China’s Foreign Joint Venture Law
granted approved non-resident investors the right to invest in China with no
restrictions on the inward remittance of funds.91

However, controls on non-FDI inflows were strictly enforced. Transactions
were prohibited in most money markets and capital market instruments.
Allowable inflows were subject to prior approval by the PBOC or SAFE.
Additionally, China was very cautious about taking on external debt and this
was subject to maturity requirements.92

b) Phase 2 (1994–2000)

Phase 2 began in 1994 when China underwent major market-oriented
exchange reforms. This included abolishing the foreign exchange retention
system and allowing domestic enterprises to buy and sell foreign exchange
through designated foreign exchange banks. In 1996, China shifted closer to
market-norms by accepting the obligations of IMF Article VIII and
announcing RMB convertibility on the current account, removing restrictions
on making payments and transfers for international current transactions.93

China did, however, maintain tight controls on the capital account. The
differential treatment between the current and capital accounts resulted in
current account transactions being used to evade restrictions on capital
account-related payments. Various administrative measures were taken to
control illicit capital flows. For instance, China strengthened its export
verification system first adopted in 1991 and introduced a system to verify

89 Provisional Regulations for Exchange Control of the People’s Republic of China [expired]
(中华人民共和国外汇管理暂行条例) [1980] China State Council.

90 MDeng邓敏, L Gu顾磊 (ed)主编, Introduction to China’s Foreign Trade中国对外贸易概
论 (Southwestern University of Finance and Economics Press 2018).

91 For example, they can retain foreign exchange in cash and need not sell their foreign exchange
earnings from exports and providing services to the government. Business expenditure, after-tax
profit, and other lawful earnings can be drawn from their cash account and transferred abroad.
They can borrow loans from abroad without approval if it was necessary for their business
operation. See Rules for The Implementation of Foreign Exchange Control Regulations Relating
to Enterprises with Overseas Chinese Capital, Foreign-Capital Enterprises and Chinese-Foreign
Equity Joint Ventures [expired] (对侨资企业、外资企业、中外合资经营企业外汇管理施行
细则), No 141 [1983], SAFE. See also E Prasad and S-J Wei, ‘The Chinese Approach to Capital
Inflows: Patterns and Possible Explanations’ (2005) IMF Working Paper No 05/79.

92 Regulations on Borrowing Overseas Commercial Loans by Resident Institutions [expired]
(境内机构借用国际商业贷款管理办法) [1991], SAFE.

93 IMF, ‘People’s Republic of ChinaAccepts Article VIII Obligations’ (Press ReleaseNo 96/58,
4 December 1996).

Capital Controls Legitimacy during Globalisation Retreat 75

https://doi.org/10.1017/S0020589320000433 Published online by Cambridge University Press

https://doi.org/10.1017/S0020589320000433


import payments to detect suspicious and disguised capital transactions under
current account transactions.94

Although China escaped the worst of the 1997 Asian financial crisis, it
sustained indirect damage as rising expectations of an RMB devaluation,
increased transaction costs and perceived financial and systemic uncertainties
increased unauthorised capital outflows.95 China learned from Korea,
Thailand and Malaysia’s experiences during the crisis and dramatically
restructured its banking system afterwards and strengthened controls. In fact,
financial stability became such a priority it was framed as a national security
issue.96

c) Phase 3 (2001–2012)

China’s entry into the WTO marked a new stage of openness. With a
commitment to further liberalise its financial service sector and keep pace
with economic globalisation, China accelerated the opening of its capital
account. Application for, and the approval of, FDI were both greatly
simplified and the Qualified Foreign Institutional Investor (QFII) scheme
granted foreign investors direct access to China’s capital markets.97

Subsequently, in 2006, the Qualified Domestic Institutional Investors (QDII)
scheme was introduced to allow qualifying domestic banks to make portfolio
investments,98 though with a combination of multi-tier and multi-stage strict
approval procedures and a heavily regulated quota-based system. While such
moves greatly liberalised China’s market, we should not overestimate the
extent of the liberalisation: China maintained a more restrictive regime than

94 Exporters and importers were required to provide documentation to prove the amount of
foreign exchange received/paid was consistent with the value of the export and import contracts.
See Interim Provisions concerning the Administration on the Checking Off of Import Exchange
Payment [expired] (进口付汇核销管理暂行办法), [1994], SAFE; Detailed Rule for
Implementation of Regulation on Management over the Verification of Export Collection of
Foreign Exchange [Expired] (出口收汇核销管理办法实施细则, No 12 [1998], SAFE.

95 Official statistics and academic research both show significant capital flight during this period.
See FR Gunter, ‘Capital Flight from China: 1984–2001’ (2004) 15(1) China Economic Review 63;
GJ Lin and RM Schramm, ‘China’s Foreign Exchange Policies since 1979: A Review of
Developments and an Assessment’ (2003) 14(3) China Economic Review 246.

96 HY Wang, ‘The Asian Financial Crisis and Financial Reforms in China’ (1999) 12(4) The
Pacific Review 537.

97 The InterimMeasures on the Administration of Domestic Securities Investment by Qualified
Foreign Institutional Investors [expired] (合格境外机构投资者境内证券投资管理暂行办法),
Decree of the China Securities Regulatory Commission and the People’s Bank of China No 12
[2002], CSRC and PBOC Measures for the Administration of Securities Investment within the
Borders of China by Qualified Foreign Institutional Investors (合格境外机构投资者境内证券投
资管理办法), Order No 36 [2006], CSRC, PBOC, SAFE.

98 The Interim Administrative Measures for Commercial Banks to Provide Overseas Financial
Management Services (商业银行开办代客境外理财业务管理暂行办法) Notice No 121 [2006],
PBOC, CBRC, and SAFE; The Interim Measures for the Administration of Overseas Securities
Investment by Qualified Domestic Institutional Investors (合格境内机构投资者境外证券投资
管理试行办法) Order No.46 [2007], CSRC.
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most other countries in terms of qualification, supervision, investment and
administration of funds.99

Following WTO accession, China’s share of world exports and its trade
surplus surged. Speculative capital inflows also greatly increased, putting
upward pressure on the RMB.100 Accordingly, China’s primary focus was
controlling capital inflows. For example, measures such as the ‘Provisions on
the Merger or Acquisition of Domestic Enterprises by Foreign Investors’101

and the ‘Notice on Domestic Residents to Engage in Financing and in Return
Investment via Overseas Special Purpose Companies’102 sought to strengthen
the monitoring of capital inflows. Such measures were viewed as necessary but
may have breached IMFArticles VIII and XIV and GATS Article XI as barriers
to payments and transactions relating to specific commitments in financial
service sectors.103

Overseas investment by Chinese enterprises also became less restricted and
restrictions on the issuance of bonds abroad by domestic institutions were
loosened.104 The policy was characterised as ‘difficult in and easy out’.105

2. China’s current capital controls

It has been suggested that the appropriate control of cross-border capital flows
has been key to China’s stable growth and economic miracle. Despite long-
standing and tight controls, China’s controls have never been watertight.106

Since President Xi Jinping took office, China has made several attempts to
strengthen capital controls to increase their effectiveness. The capital flow
management framework has been upgraded and China has established a more
balanced approach to inflows and outflows within its capital control regime.107

99 See S Zhu, ‘Implementing China’s WTO Commitments in Chinese Financial Services Law’
(2006) 6(2) China Review 3. 100 Yu (n 86).

101 Decision of the Ministry of Commerce on the Provisions on the Merger or Acquisition of
Domestic Enterprises by Foreign Investors (关于境外投资者并购境内企业的规定), Order
No.10 [2006] Ministry of Commerce.

102 Notice of the State Administration of Foreign Exchange on Relevant Issues concerning
Foreign Exchange Administration for Domestic Residents to Engage in Financing and in Return
Investment via Overseas Special Purpose Companies (境内居民通过境外特殊目的公司融资及
返程投资外汇管理操作规程), Notice No.75 [2005] SAFE.

103 It should be noted that these specific measures have been revised or abolished in the recent
reforms. 104 Yu (n 86).

105 M Zhang, ‘China’s Capital Control: Stylized Facts and Referential Lessons’ in KPGallagher,
S Griffith-Jones and J Antonio Ocampo (eds), Regulating Global Capital Flows for Long-Run
Development (Boston University 2012) 85.

106 Y Yu, ‘Managing Capital Flows: The Case of the People’s Republic of China’ in M Kawai
and M Lamberte (eds), Managing Capital Flows (Edward Elgar 2010).

107 This trend is manifested in the revised Regulation on the Management of Foreign Exchanges
and its corresponding detailed rules. See Regulation of the People’s Republic of China on the
Management of Foreign Exchanges (中华人民共和国外汇管理条例), No 532 [2008], State
Council.
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a) Measures on outflow controls

The recent decade has witnessed a shift in the balance of payments from a
‘twin surplus’ to a shrinking current account surplus and a deficit in the
capital and financial account, coupled with a dramatic swing from net capital
inflows to large net outflows (Figure 1). This swing is driven by outbound
investment as Chinese companies increase overseas activities and RMB
depreciations and concerns about China’s economic outlook spark capital
flight.108

While China’s capital account is not fully open, the country is not immune
from surging capital flight. This trend is manifested in the high level of ‘errors
and omissions’ in the balance of payments, which is a proxy for capital flight.
While many restrictions on cross-border capital outflows have been loosened,
extensive controls are still applied through restrictions including on household
residual foreign exchange and on outward FDI and portfolio investment.109

The supervision of capital outflows has been extended from corporations to
individuals. A quota-based limit on overseas RMB withdrawals for individuals
was set at 10,000 yuan per day and 100,000 yuan per year. Individuals canmake
foreign transfers of up to US$50,000 per year and transferring money overseas
for the purpose of purchasing real estate and investment-type insurance
products is prohibited.110

In terms of capital account, China introduced rules to simplify approval
procedures for outward direct investment. In its 2018 reforms, China also
relaxed its outbound investment schemes for investing in securities overseas.
Moreover, by resuming the Renminbi Qualified Institutional Investors
(RQDII) program and expanding quotas for several other outbound
investment programs, Chinese regulators are perhaps moving to relax capital
controls after a period of tightening.111 Simultaneously, however, checks on
the authenticity and legality of outward investments and reporting
requirements on investment details have been strengthened.

108 S Chan, ‘Assessing China’s Recent Capital Outflows: Policy Challenges and Implications’
(2017) 5 China Finance and Economic Review 3.

109 Specific measures include: limitations on residual’s foreign exchange, quota limitations and
administrative approvals for outflowing portfolio investment, enhanced supervision and verification
of outward direct investment and outbound loans, quantitative restriction on overseas lending, and
macro-prudential measures that affect capital flows such as unremunerated reserve requirements.

110 The extent of real estate purchases in certain foreign countries, such as Australia and Canada,
by Chinese citizens shows the porosity of these measures. Q&A on Foreign Exchange of Insurance
Business (外汇保险业务常见问题答疑) (1 July 2019) SAFE.

111 RQDII that allows qualified domestic investors to buy yuan-denominated assets in overseas
capital markets was introduced in November 2014. It was suspended in late 2015 along with several
other outbound schemes due to fears of capital flight and worries of rapid yuan depreciation. See
Notice by the General Administration Department of the People’s Bank of China of Further
Clarifying Matters concerning the Administration of the Overseas Securities Investment by RMB
Qualified Domestic Institutional Investor (中国人民银行办公厅关于进一步明确人民币合格境
内机构投资者境外证券投资管理有关事项的通知) No 81 [2018], General Administration
Department of the PBOC.
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Outbound lending by Chinese domestic enterprises remains subject to
limitations on the size and term of the loan and requires an equity
relationship between the lender and borrower. Enforcement was further
tightened in 2016 with additional examinations on whether the overseas
borrower is suitable in terms of the size and reasonableness of use.112

Besides administrative controls, monetary and macro-prudential measures
were also introduced which have significantly impacted capital outflows—
examples include the one-year 20 per cent unremunerated risk reserve
requirement for financial institutions buying foreign currency forward
contracts and other derivative transactions,113 and the reserve requirement on
foreign financial institutions’ RMB deposits at Chinese domestic financial
institutions.114

b) Measures on inflow controls

As noted earlier, China has successfully restricted inflows to reduce the
volatility of cross-border capital. China has relaxed controls in this space in
recent years.

FIGURE 1: China’s net capital and financial account
Source: IMF, Balance of Payments Statistics Yearbook and data files.

112 Notice by the People’s Bank of China Concerning Further Clarification of Outbound Lending
by Domestic Enterprises (中国人民银行关于进一步明确境内企业人民币境外放款业务有关
事项的通知) No 306 [2016] PBOC.

113 The reserve requirement was initially imposed only on residents but was extended to non-
residents in 2016. It was reduced to zero per cent in September 2017 and was raised to 20 per
cent again in August 2018. See Notice of Adjustment of Foreign Exchange Risk Reserves Policy
(关于调整外汇风险准备金政策的通知) No 190 [2018], PBOC.

114 This reserve requirement was reduced to zero per cent in 2014 and in 2016 a standard reserve
requirement was imposed.
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In October 2019, China introduced several measures to loosen regulatory
controls over foreign exchange income payments in respect of both current
and capital account cross-border transactions.115 Portfolio flows that had been
restricted and subject to limits on amounts were encouraged. The new rules also
removed the three-month lock-up period and the 20 per cent repatriation limit;
thus allowing Qualified Foreign Institutional Investors (QFII) to repatriate the
principal and profits from their securities investments in China at any time.
However, SAFE retains its power to exercise macro-prudential supervision
over the repatriation of capital by QFIIs and may continue to impose
temporary restrictions on QFII repatriations when required.116

Due to strict controls over the past decade, China has not been inundated with
‘hot money’ at least in the portfolio investment sector. Short-term speculative
inflows can make a sudden exit that causes panic and threatens economic
stability. Therefore, inflow controls remain in place to monitor capital inflows
and control speculative inflows.117

3. Some features of China’s capital controls

China’s capital control regime is quite distinct from that of most emerging
markets. For instance, China’s controls are generally ‘direct administrative
restrictions’ such as authorisation requirements, time requirements,
quantitative limits and direct prohibitions. There are few market-based
measures that discourage capital flows by making them more costly.
Moreover, the management of cross-border capital flows has long-term and

short-term aspects. The long-term aspect is related to a gradual and cautious
liberalisation strategy and the short-term aspect to macro-economic
stability.118 The controls are imposed in both procyclical and countercyclical
ways, with close consideration paid to domestic and international
circumstances which threaten China’s stability. Short-term controls are
generally tightened in response to abrupt surges in illicit capital flows or
macroeconomic variables and do not represent a shift away from the policy
of continuing financial market reform.
China’s current controls are nuanced with more stringent measures over

short-term flows than long-term flows. China’s strict controls, especially over
the compositions of capital inflows, ensured it was largely unaffected by the
GFC. China’s preference for long-term inflows (dominated by FDI),119 and

115 Notice on Further Promoting the Convenience of Cross-border Trade and Investment (国家
外汇管理局关于进一步促进跨境贸易投资便利化的通知) No 28 [2019], SAFE.

116 SAFE, ‘Abolish Restrictions on the Investment Quota of Qualified Foreign Investors (QFII/
RQFII) and Further Expand the Opening up of Financial Markets Rules and Regulations
Interpretation’ (Release, 10 September 2019).

117 Notice of the State Administration of Foreign Exchange on Issues concerning Strengthening
the Administration of Foreign Exchange Capital Inflows (国家外汇管理局关于加强外汇资金流
入管理有关问题的通知) No 20 [2013], SAFE. 118 Yu (n 86).

119 Prasad and Wei (n 91).
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strict controls which reduced opportunities for speculative activities, limited
China’s vulnerability to external shocks and spared it from the direct impact
of the GFC.120

Finally, the regulatory regime has shifted from an asymmetrical one-way
focus on capital outflows to an equilibrium of more balanced, two-way cross-
border capital flows. This feature will likely continue in China’s capital control
regime.

4. Conclusions on China’s (continuing) experience

Cross-border capital flows are closely linked to China’s integration into the
global economy and domestic financial and economic stability. China has
significantly improved its controls on cross-border capital flows since its
accession to the WTO. The opening of China’s capital account has been
gradual, and based on a strategy of being ‘prudent and steady’.121 This
gradual approach has brought cross-border capital flows to equity and bond
markets and other financial instruments, transactions which were previously
prohibited.
China still has a long way to go before it fully liberalises capital flows and

makes the RMB fully convertible; and until then, a multitude of capital
controls will remain. The one constant though is change—China often
experiments and changes course based on its economic situation and
priorities. Some measures are long-standing, whereas others have been
loosened or strengthened depending on the economic climate. Another
constant is criticism of the effectiveness of China’s long-standing capital
controls. However, China’s history suggests that the maintenance of cross-
border capital controls will be a condition for stable and sustainable growth
in China in coming years.
The extensive and inconsistent use of capital controls causes concern about

China’s compliance with its international commitments. Section II will address
the consistency of capital controls with international economic law.

II. CAPITAL CONTROLS UNDER INTERNATIONAL ECONOMIC LAW

As mentioned above, there has been a rethink about the usefulness of capital
controls following the boom–bust cycles of the 1990s onwards, and the 2008
GFC. Even the IMF, which for decades saw controls as distortionary and
ineffective, has explicitly acknowledged their usefulness, albeit on a
temporary basis in crises, and included them in assistance packages.122

120 Ariyoshi et al. (n 17) 63. 121 Wu (n 87).
122 JD Ostry et al., ‘Capital Inflows: The Role of Controls’ (Staff Position Note SPN/10/04, IMF,

19 February 2010); JD Ostry et al., ‘Managing Capital Inflows; What Tools to Use?’ (Staff
Discussion Note SDN/11/06, IMF, 5 April 2011); JD Ostry et al., ‘Tools for Managing
Financial-Stability Risks from Capital Inflows’ (2012) 88(2) Journal of International Economics
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Somewhat strangely, while the economic literature has long been filled with
debates about the effectiveness of capital controls, the legal literature has been
mostly silent as to their legality. There is not even a simple answer to the
question of whether a specific control measure can be introduced or
maintained, as the answer depends on the language in a country’s
international treaties and commitments thereunder. From the multilateral
point of view, IMF rules provide a floor for investor protection and some
policy space for members to adopt restrictions on cross-border capital flows.
The GATS likewise can be viewed as a floor given that most WTO Members
have not committed to complete liberalisation of the financial services sector.
Bilateral investment treaties and regional and bilateral free trade agreements
tend to contain stronger treaty language and higher-level commitments. But,
far from being certain, the legal framework is a patchwork quilt of over 3,000
BITs and FTAs.123

This section does not seek to provide a comprehensive overview of all 3,000+
treaties. Instead, it describes the fragmentation of international disciplines when
it comes to capital controls and offers select examples to evaluate whether a
given control is consistent with the language of international treaties. In this
way, readers will get a flavour for the legal complexities and understand how
treaty language is the critical factor in determining the consistency of any
given capital control with a commitment undertaken in a trade or investment
agreement.

A. Capital Controls and the IMF

Although the IMF is best known for its financing and surveillance functions, it
has important regulatory powers.124 Several provisions in the IMF Articles of
Agreement (AA) regulate the use of capital controls. Article VI:3 of the AA
provides that, ‘Members may exercise such controls as are necessary to
regulate international capital movements ….’ This article is routinely cited as
support for a member’s right to impose capital controls. Yet the provision’s
history is enlightening, as in the original Articles it did not even mention
capital flows and controls. Regulation of capital flows remained a State
prerogative. In other words, on inception the IMF was a purely monetary
institution focussed on monetary stability.

407. The IMF also stated its view on capital controls in its Communiqué that ‘when dealing with
macroeconomic and financial stability risks arising from large and volatile capital flows, the
necessary macroeconomic policy adjustment could be supported by prudential measures and, as
appropriate, capital flow management measures’. See IMF, ‘Communiqué of the Thirtieth
Meeting of the International Monetary and Financial Committee, Chaired by Mr. Tharman
Shanmugaratnam, Deputy Prime Minister of Singapore and Minister for Finance’ (Press Release
No 14/466, 2014).

123 KP Gallagher, S Anderson and A Viterbo, ‘Capital Flow Management and the Trans-Pacific
Partnership Agreement’ (G-24 Policy Brief No 79, October 2013).

124 ‘The 2007 Decision on Bilateral Surveillance over Members’ Policies’ (IMF, 28 July 2017).
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Article VIII:2(a) of the AA, however, serves in some way to limit States’
ability to fully control capital flows as it gives the Fund a limited ability to
oversee cash flow issues related to ‘restrictions on the making of payments
and transfers for current international transactions’ and ‘unduly delayed
transfers’. Thus, Members are obliged not to impose restrictions on the
making of payments and transfers for current international transactions,125 or
unduly delay transfers of funds in settlement of commitments.126

On its face, Article VI:2(a) is unconcerned with capital transactions. The
legal definition of ‘payments for current transactions’ in Article XXX(d) sets
out the types of transactions this includes:127

(1) all payments due in connection with foreign trade, other current
business, including services, and normal short-term banking and
credit facilities;

(2) payments due as interest on loans and as net income from other
investments;

(3) payments of moderate amount for amortization of loans or for
depreciation of direct investments; and

(4) moderate remittances for family living expenses.

The reason for the limitation lies in the historical context of the post-World
War II landscape. International obligations were narrowly drafted, and the
Fund’s limited mandate over ‘current transactions’ considered as a matter of
payments and transfers to the exclusion of ‘capital movements’ because at
Bretton Woods the liberalisation of trade exchange and financial facilitation
was not considered relevant.128 With the Keynesian approach to economic
liberalism – which saw government interventionism as necessary to correct
and/or curb market failures – being the dominant mindset among
governments, unrestricted capital movements were discouraged as they could
serve as a means to encourage speculative trading, prevent exchange rate
stability and lead to volatility.129 Moreover, the Fund’s purpose was to
ensure that the competitive currency devaluations which destabilised the

125 Articles of Agreement of the International Monetary Fund, 2 UNTS 40 (signed and entered
into force 27 December 1945) (IMF Articles of Agreement) art VIII section 2(a).

126 IMF Articles of Agreement art VIX section 2. Some Chinese measures, such as the enhanced
dual verification process for import payments were imposed with an aim to detect suspicious and
disguised capital transactions under the current account, after China accepted the obligations of
Article VIII. See SAFE (n 91). As many legitimate current transactions on cross-border goods
and services have been adversely affected by this enhanced verification, these measures are
perhaps not in line with China’s commitment to the obligations of Article VIII. Wu (n 87).

127 ibid, art XXX(d).
128 A Martin and B Mercurio ‘The IMF and Its Shifting Mandate Towards Capital Movements

and Capital Controls: A Legal Perspective’ (2017) 44(3) Legal Issues in Economic Integration 211,
215.

129 ibid, citing International Monetary Fund, The Fund’s Role Regarding Cross-Border Capital
Flows, Prepared by the Strategy, Policy, and Review Department and the Legal Department, in
consultation with other Departments 25 (15 November 2010) 18.
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system (and governments) in the years leading toWorldWar II would not occur
again. For this reason, the Fund was created ‘to allow monitoring collective
efforts towards currency stability and was only granted sufficient authority to
ensure that cross-border current transactions—ie the financial transactions
allowing for the realisation of international trade exchanges—remained stable
and under control’.130 The institution, therefore, was established to stabilise and
serve as a quasi-lender of last resort to assist Member States in times of crisis.
While the distinction between ‘capital movements’ and ‘current international

transactions’ was fine in the 1940s, the evolution of modern banking and
international financing combined with the radically changing nature of
international trade practices has further narrowed the distinction. Contributing
to the shift was the ideological evolution which embraced financial flow
liberalisation as positively contributing to economic growth and development
(most notably in the 1990s) and the increasingly interconnected nature of
international trade liberalisation and cross-border transactions, which to a
large extent depend on free capital movements. This shift was not anticipated
during the Bretton Woods period, and neither was the development of trade-
related financing as a self-standing cross-border and frontierless financial
sector capable of creating wealth (and also instability).
As one of the authors has detailed elsewhere, the Fund has over time (1)

asserted oversight and responsibility in relation to its Members’ financial
policies; (2) taken steps to oversee capital controls matters; and (3)
implemented a skilled strategy to progressively expand its mandate from
monetary matters to financial systems.131 The Fund accomplished this shift
through a reinterpretation of principles and the evolving views of Members in
line with the changing nature of trade and finance. In so doing, the IMF has
essentially made the distinction between current transaction and capital
movements irrelevant since both account transactions and capital controls are
now viewed as within the scope of a ‘foreign exchange transaction’, which is
unquestionably included within the Fund’s mandate.132 The main tool for
creating a mandate to oversee capital movements occurred through the
‘Article VI Byroad’, in which staffers used the Fund’s exchange rates
attributions (under Article I) and the Members’ obligation to cooperate with
the IMF in relation to exchange arrangements (under Article IV) to indirectly
expand the institution’s ability to oversee capital movement policies as such
policies could possibly impact on the overall stability of the international
exchange system.133 Made possible through the 1977 Decision on

130 ibid 216. 131 See Martin and Mercurio (n 128)
132 That being said, the IMF Balance of PaymentsManual still distinguishes between current and

capital transfers. See IMF, Balance of Payments Manual (IMF 2008).
133 Fund documents confirm the strategy and shift. See eg International Monetary Fund, Article

IV of the Fund’s Articles of Agreement: An Overview of the Legal Framework, Prepared by the
Legal Department in consultation with the Policy Development and Review Department (28 June
2006). For detailed analysis, see APMartin andBMercurio, ‘The IMFMandate on Capital Controls:
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Surveillance over Exchange Rate Policies, which amended the AA and allowed
for a shift in the Fund’s mandate from competence merely over exchange rate
stability into a much larger role encompassing the stability of the exchange
system itself and entitling the Fund to monitor Members’ compliance with
IMF requirements. In so doing, the Fund could justify intervention as
necessary to safeguard Fund resources and prohibit a Member from using
capital controls in any manner which would lead to arrears in capital payments.
Thereafter, the Fund increased its role in assisting Members with currency

policy adjustments, including those aimed at responding to surges in capital
movements, as it seized and entrenched its authority on the regulation of
capital movements. For some time, the Fund’s orthodoxy was to prevent
capital controls. Its thinking has now shifted, as exemplified in its dealings
with Iceland, where it was obvious that in a time of severe balance of
payments (BOP) difficulties, financing alone was not a solution and that
exchange and capital restrictions were needed.134

To accommodate financial liberalisation, and against the backdrop of
financial crises over decades, the Fund has expanded to encompass an
evolving role in overseeing financial sector stability. Both capital account
transactions and capital controls are now commonly viewed as ‘foreign
exchange transactions’,135 as monetary stability can be impacted by
unpredictable capital flows. This surveillance role is grounded in the legal
authority of Article IV, and in Fund decisions taken in 1977, 2007 and
2012.136 For example, the 2012 Decision expressly extends the Fund’s
surveillance role in relation to capital flows:

the Fund will focus on issues that may affect the effective operation of the
international monetary system, including … spill overs arising from policies of
individual members that may significantly influence the effective operation of
the monetary system …. The policies of members that may be relevant for this
purpose including … policies respecting capital flows.137

In so doing, the IMF granted itself authority to discuss with its Members their
capital account policies and provide policy recommendations to the extent that
these policies may significantly affect economic and financial stability.138

Legal Analysis of the Article IV Byroad and the Institutional View of 2012’ (2017) 34 Arizona
Journal of International and Comparative Law 529–56.

134 D Siegel, ‘Capital Account Restrictions, Trade Agreements, and the IMF’ in KP Gallagher
(ed),Capital Account Regulations and the Trading System: A Compatibility Review (Report, Pardee
Centre, March 2013) 67.

135 IMF, Annual Report on Exchange Arrangements and Exchange Restrictions (Report,
October 2012).

136 ‘The 2007 Decision on Bilateral Surveillance over Members’ Policies’ (n 124); IMF, ‘IMF
Executive Board Adopts New Decision on Bilateral Surveillance Over Members’ Policies’ (Public
Information Notice No 07/69, 21 June 2007).

137 IMF, ‘Modernizing the Legal Framework for Surveillance –An Integrated Surveillance
Decision’ (Revised Proposed Decisions, 17 July 2012).

138 For extended commentary, see Martin and Mercurio (n 133); Martin and Mercurio (n 128).
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The IMF’s Institutional View (2012) on capital flows provided a
macroeconomic framework for consistent policy advice on managing capital
flows. It acknowledges that, while capital flows can have considerable
benefits, they also carry inherent risks. Therefore, the liberalisation of the
capital account needs to be well-planned, timed and sequenced.139 The
‘institutional view’ is often cited as a revolutionary departure from IMF’s
own orthodoxy, establishing a set of international principles in respect of
States’ capital account management. Yet the ‘Institutional View’ is
essentially a set of guidelines and thus not binding. It does not create
members’ rights and obligations under the Fund’s AA or under other
international agreements.140

A surprising aspect of the Fund’s mandate expansion is that its legality was
rarely challenged and attendant academic literature is virtually non-existent.
Again, one of the authors has recently concluded that the Fund’s expansion
in mandate through creative interpretation and the related ‘Article IV byroad’
is legally valid, and in fact necessary for the Fund to remain functional in
responding to financial developments impacting the international community.
This conclusion was reached after an analysis through the lens of
international legal personalities and by considering the ‘spirit’ of the AA, in
line with the international legal theory applicable to international
organisations.141 The expansion to include capital movements is by no means
the only time the Fund has widened its powers. Such expansions have also
occurred in relation to developing economies’ structural difficulties, debt
relief packages, provisions on corruption and conditions relating to human
rights. However, that Members allowed these expansions to occur—and in
some cases requested them—without addressing the ‘institutional constraints’
is remarkable. While increasing the Fund’s formal jurisdiction over the capital
account has been discussed, these have proven to be controversial and there
seems little appetite for increasing the Fund’s formal mandate.142

B. Capital Controls and Trade Agreements

Capital controls can affect trade through numerous channels, such as the price of
products, transaction costs and portfolio diversification. Capital controls raise
transaction and other trade-related costs and have a similar effect to
quantitative restrictions on goods and services. Controls can also potentially
limit business opportunities for financing trade, thus inhibiting it.143 Thus,
capital controls can be seen as inimical to the international trade regime

139 IMF (n 11).
140 See M Broos and S Grund, ‘The IMF’s Jurisdiction Over the Capital Account—Reviewing

the Role of Surveillance in Managing Cross-Border Capital Flows’ (2018) 21 Journal of
International Economic Law 489. 141 Martin and Mercurio (n 128) 223–34. 142 ibid.

143 NT Tamirisa, ‘Exchange and Capital Controls as Barriers to Trade’ (1999) 46(1) IMF Staff
Papers 69.
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which seeks to promote trade liberalisation and reduce trade barriers. While the
objective of the international trading system is not to liberalise the cross-border
movement of capital, trade liberalisation cannot be achieved if international
transfers and payments made in conjunction with services transactions are
restricted. The GATS is designed to provide WTO Members with some
policy space to deploy capital controls, so long as Members do not bind
themselves to complete liberalisation in their Schedule of Commitments.
Many FTAs are modelled on the GATS but contain deeper and wider
liberalisation commitments. Other FTAs have opted for a different
architecture in the form of a ‘negative list’ approach, whereby market
openings apply across-the-board except for scheduled reservations. The trend
is towards multi-issue trade agreements which provide for investment
(commercial presence in services terminology) through separate disciplines
on trade in services and investment, which facilitate a greater level of linkage
between trade and investment across signatory parties.144 These modern FTAs
which contain investment provisions or investment chapters which usually have
a broader effect than stand-alone BITs. Investment provisions in the FTAs will
be analysed together with BITs in the next section. This section will focus on
GATS and the trade context of FTAs and the relevant jurisprudence concerning
capital controls.

1. GATS discipline on capital controls

The GATS approach to capital controls differs from the IMF, and while the
GATS does not advocate for the liberalisation of financial services, the
starting point is that restrictions on capital movements are impermissible in
so far as they would impede upon a trade in services liberalisation
commitment. The GATS uses a ‘positive list’ approach to scheduling
commitments, meaning WTO Members are not obliged to liberalise or offer
market access or national treatment to any sector, unless otherwise specified
in its schedule of commitments. Article XI of GATS prohibits any
restrictions on international transfers and payments for transactions relating to
specific commitments.145 Therefore, capital account liberalisation is limited and
conditional, in that a Member is only obliged to liberalise current or capital
account movements in particular sectors where it has made commitments,
subject to the member’s rights and obligations under the IMF’s AA.146

144 J Bonnitcha, LN Skovgaard Poulsen andMWaibel, The Political Economy of the Investment
Treaty Regime (Oxford University Press 2017) 4.

145 Marrakesh Agreement Establishing the World Trade Organization (opened for signature 15
April 1994, entered into force 1 January 1995) 1867 UNTS 3 annex 1B (‘General Agreement on
Trade in Services’) (‘GATS’) art XI.

146 Article XI:2 provides that ‘nothing in this Agreement shall affect the rights and obligations of
the members of the IMF under the Articles of Agreement of the Fund, including the use of exchange
actions which are conformity with the Articles of the Agreement’.
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If a market access commitment is made in a specific sector, the liberalisation
of capital movements is required. Capital control measures used to restrict the
movement of capital in that particular sector would be inconsistent with the
market access commitment. Footnote 8 to GATS Article XVI guarantees
market access where the cross-border movement of capital is an ‘essential
part’ of the services under Mode 1 (cross-border supply) and Mode 3
(commercial presence) and the member must allow such movements of
capital.147 The scope of footnote 8 is untested, but under one interpretation, it
is limited to covering only the capital movements inherently linked with the
service itself, leaving payments and repatriation of capital outside the
purview of the footnote. Therefore, while the taking of deposits or a loan
made from a non-resident bank to a domestic customer would involve both a
services transaction and an essential capital movement (in the form of the
taking of the deposit or loan and movement of money, respectively) the
provision of financial advisory services requires no capital movement and
would not fall within the scope of footnote 8.148

If this interpretation is correct, measures that restrict repatriation of funds such
as those implemented by both Chile and Malaysia are not covered by footnote
8.149 On the other hand, Chile’s controls imposing minimum four-year maturity
requirements for bonds issued for non-residents were intended to increase the
cost of capital inflows and expected to discourage short-term inflows.150 The
measure is inconsistent with the market access commitment to the cross-
border supply (Mode 1) on the purchase of bonds (included in Chile’s
commitment on CPC 8132 purchase of public-offered securities),151 as it
prohibits the movement of capital for bonds with a tenor less than four years.
Where the service is supplied through the commercial presence of a provider,

Members are required to liberalise capital inflows in the establishment and post-
establishment phases of the investment.152 Take Chile’s capital controls of the
20 per cent URR on foreign loan and portfolio investment.153 If Chile undertook
a market access commitment on the supply of loan or equity services through
the commercial presence in its territory of a service provider from another
member (Mode 3) under the GATS, the Chilean measure would reduce the
capacity of foreign service providers to transfer money into Chile.
A comparative advantage of foreign service providers is their access to better
sources of funding. A market access commitment under Mode 3, without

147 GATS fn 8.
148 FL Pasini, ‘Movement of Capital and Trade in Services: Distinguishing Myth from Reality

Regarding the GATS and the Liberalization of the Capital Account’ (2012) 15(2) Journal of
International Economic Law 581, 594. It could be argued, however, that capital movement is not
an essential part of the service since the bank could raise capital in the host country. See Bert De
Meester, ‘Liberalization of Financial Flows and Trade in Financial Services under the GATS’
(2012) 46(3) JWT 733, 774. 149 See sections IA and IB above.

150 Rajan (n 16). See section I above.
151 Chile’s schedule of specific commitment (1994) GATS/SC/18.
152 See Pasini (n 148) 598–9. 153 ibid.
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allowing foreign service providers to bring capital into the host country to set up
business would be of little value.154 Fortunately, Chile abolished these capital
controls prior to the advent of the WTO as these controls would have been
inconsistent with their commitments.
Similarly, national treatment commitments prohibit aMember from according

foreign services providers less favourable treatment than their domestic
counterparts.155 Controls on capital flows, however, will significantly reduce
the capacity of foreign service providers to transfer capital into the host
country. Although the GATS provision on national treatment does not directly
refer to capital controls, the negative effect on foreign service providers could
amount to a de facto discrimination against the foreign service suppliers,
especially for those who rely heavily on external funding.
The GATS provides certain exceptions from these obligations and entitles

members to introduce capital controls under certain conditions, namely to
comply with a ‘request’ from the IMF,156 to protect against BOP difficulties
or external financial difficulties,157 and to take prudential measures to
maintain the integrity and stability of the financial services system.158 In each
case, safeguards ‘shall be consistent’with the IMF Articles, and each exception
is subject to substantive conditions that raise a host of issues.
First, restrictions ‘at the request’ of the IMF may be illusory in terms of

whether there may be circumstances foreseen by Article VI:1 of the IMF AA
where the Fund requests a member to adopt capital controls.159 In practice, a
borrower ‘voluntarily’ reaches an agreement with the IMF—the IMF could
recommend a member impose controls, however, it never ‘requests’ the
country to initiate capital controls. Moreover, the Appellate Body in
Argentina–Textiles held that, for a capital control measure to be consistent
with WTO obligations, the measure must arise from a ‘legally-binding
agreement’ stemming from the IMF Articles.160 Voluntary agreements,
policy pledges and recommendations do not create legally-binding
obligations and thus are not covered by Article XI:2.161

154 G Gari, ‘GATS Disciplines on Capital Transfers and Short-Term Capital Inflows: Time for
Change?’ (2014) 17 Journal of International Economic Law 399. 155 GATS art XVII:1.

156 GATS art XI:2 provides that a Member shall not impose restrictions on any capital
transactions inconsistent with its specific commitment … except … at the request of the Fund.
Article VI:1 of the IMF Articles of Agreement authorises the Fund to request a Member to
exercise controls on capital transfers to prevent the use of the Fund’s general resources to meet
large or sustained outflows of capital. The request from IMF shall prevail over the GATS
obligations.

157 GATS art XII allows Members to impose restrictions on capital flows inconsistent with their
specific commitments for balance of payments purposes.

158 GATS prudential carve-out under art 2(a) of the Annex on Financial Services (‘FSA’).
159 Gari (n 154).
160 WTOAppellate Body,Argentina–Measures Affecting Imports of Footwear, Textiles, Apparel

and Other Items (Report AB-1998-1, 27 March 1998) paras [69]–[74].
161 AViterbo, ‘How toMake the GATS a Code of Conduct for Capital Controls’ in KPGallagher

(ed),Capital Account Regulations and the Trading System: A Compatibility Review (Report, Pardee
Centre, March 2013) 13.
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Second, regarding the BOP exception, controls to restrict capital outflows
may be necessary to address capital flight and maintain currency reserves.
However, it remains unclear whether capital controls can be invoked on
inflows for BOP reasons.162 The BOP exception also limits control measures
by requiring them to be non-discriminatory, temporary and necessary.163

These requirements intend to limit the negative impact of the control
measures on Members’ commitments under the GATS, and terms such as
‘necessary’ carry significant interpretive meaning in this context. The
application of these limitations has not been tested in dispute settlement and
thus the depth and scope of the provision remains unclear.164

Finally, the extent to which capital controls can be excused by the prudential
carve-out clause contained in paragraph 2(a) of the GATS’ Annex on Financial
Services has for some time been subject to debate. For instance, some have
argued that the prudential clause only applies to Basel-type measures (ie
capital requirements and buffers) which do not discriminate by residency or
currency, while others took a broader approach by suggesting that micro and
macro-prudential regulations (including capital controls) must complement
each other to preserve the ‘integrity and stability of the financial system’.165

The WTO panel and Appellate Body reports in Argentina—Financial
Services have to a large extent clarified the picture by confirming that
governments have considerable leeway in introducing prudential measures.
The dispute involved eight financial, taxation, foreign exchange, and business
registration measures which, according to Argentina, constituted ‘anti-abuse
measures which [were] essential tools for enforcing national tax laws,
guaranteeing taxation and tax collection, preventing fraudulent practices, tax
evasion and tax avoidance, as well as the erosion of national tax bases’.166

To Panama, however, Argentina’s measures infringed upon its market access
commitment in the financial services sector.167

The Panel began its analysis by stating

Argentina must demonstrate that two requirements have been met in order to avail
itself of the exception, namely: (i) that the measure in question was taken for
prudential reasons and (ii) that the measure is not being used as a means of
avoiding its commitments or obligations under the GATS.168

162 IMF’s view on this was inconsistent over time. See WTO Secretariat, ‘Exceptions and
Balance-of-Payments Safeguards’ (Working Note WT/WGTI/W/137, 26 August 2002).

163 GATS art XII:2.
164 For instance, the IMF has stated that measures should not discriminate between residents and

non-residents, and the least discriminatory measure that is effective should be preferred. However,
failure to discriminate between residents and non-residents would render the policy ineffective. See
Meesook et al. (n 33). 165 Gallagher, Anderson and Viterbo (n 123).

166 Panel Report, Argentina–Measures Relating to Trade in Goods and Services, WT/DS453/R,
30 September 2015, Annex B-31 para. 2. 167 ibid paras 3.1–3.3. 168 ibid para 7.821.
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The Panel then clarified the limits of the provision, making several important
findings.169 For instance, the panel drew a distinction between ‘prudential
measures’ and ‘measures taken for prudential reasons’, finding that in order
to fall within the provision ‘it is the reason which must be “prudential” and
not the measure per se’.170 Stated more clearly, the prudential factor relates to
circumstances justifying the measure and not simply to a certain type of
measure.171 In addition, the Panel found the prudential clause to be
‘preventive or precautionary’ in nature172 and could include an ‘extremely
broad’ number of possible measures in quantitative terms.173 In this regard,
the prudential reasons listed in paragraph 2(a) are indicative rather than
exhaustive. Most importantly, the Panel found that paragraph 2 should be
read in a broad manner, expressing concerns as to the ‘serious systemic
implications of the narrow interpretation’ of such provisions.174 More
particularly, the Panel found that Members ‘are entitled to determine the level
of protection they consider appropriate’175 and that the ‘nature and scope of
financial regulation at different times reflect the knowledge, experience and
scales of values of governments at the moment in question’.176 In this regard,
the Panel stated that Members:

should have sufficient freedom to define the prudential reasons that underpin their
measures, in accordance with their own scales of values . . . such as ‘the protection
of investors, depositors, policy holders or persons to whom a fiduciary duty is
owed by a financial service supplier’ or ‘the integrity and stability of the
financial system’[.]177

The final point worth noting is that the Panel found that the temporal nature of a
particular prudential measure was to be read in light of the causes justifying the
measure and that a measure taken for prudential reasons ‘can remain in place…
for as long as the factual circumstances that justified their adoption continue to
exist’.178 In this regard, the Panel stated that

169 See ibid paras 7.864–7.945.
170 ibid para 7.861. See also the Appellate Body Report, at paras 6.244–6.255, 6.272.
171 ibid. ‘[T]he exception makes it possible to exempt or exonerate any measure affecting the

supply of financial services that has been taken “for prudential reasons”.’
172 ibid para 7.868. This position is at odds with that of investment tribunals. For discussion, see

A Martin and B Mercurio, ‘Towards Convergence of Trade and Investment Law? A Right to
Prudential Measures for the Preservation of Financial Stability’ (2018) 51(3) The International
Lawyer 553, 570–9. 173 ibid para 7.869. 174 ibid para 7.848.

175 ibid 7.870 (citing United States–Gambling para 6.461; European Communities–Asbestos
para 168; Korea–Frozen Beef para 176). 176 ibid para 7.871. 177 ibid para 7.871.

178 ibid para 7.890 (‘an “imminent” danger may give rise to long-lasting measures to avoid the
recurrence of similar situations in the future’. . . ‘they may be urgent measures to confront an
imminent risk, temporary or provisional measures, or even permanent (or long-lasting) measures,
which might be taken even in the absence of an imminent risk that would prevent fulfilment of
one of the motives or reasons mentioned in that paragraph’. It is therefore, ‘the nature of the
situation that threatens a particular prudential objective that will dictate the nature of the measure’).
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nothing in the ordinary meaning of the words ‘prudential reasons’ conveys the
idea of a time-limit … as a matter of principle [issues raising prudential
concerns] may give rise to long-lasting measures to avoid the recurrence of
similar situations in the future.179

By taking this position, the Panel avoided myopically focusing on trade specific
obligations and instead demonstrated its awareness of the trade regime as part of
a larger, integrated world.180

Thus, although the GATS does not aim to liberalise the cross-border
movement of capital per se, it contains obligations for Members who have
undertaken specific sectoral commitments. The prohibition on restrictions on
capital inflows and outflows applies in all sectors where a commitment has
been made. For sectors where no commitments have been made, Members
are entirely free to adopt control measures. The policy space to deploy capital
controls under the GATS, therefore, varies across different countries, depending
on their specific commitments in relevant sectors and modes of supply.

2. Capital controls and trade context of FTAs

Due in part to the slow pace of the WTO’s Doha Round of trade negotiations,
bilateral and regional FTAs have flourished of late. Like the GATS, FTAs
facilitate cross-border capital flows commitments which are contained in the
market access and national treatment liberalisation part of the schedule of
commitments. Again, the purpose is not to permit payments and transfers per
se, but to permit the cross-border establishment and development of services
providers. Thus, where a party to an FTA has made no commitment to
facilitating cross-border payments and transfers, the FTA does not prevent
the signatory from having recourse to capital controls.
However, all FTAs are not structured in the same way and some economies

have sought to ‘raise the bar’ in terms of the scope and level of commitments.
Although all FTAs are committed to trade liberalisation through the reduction of
barriers and thus parties make GATS+ commitments, not all are comparable in
terms of objectives, coverage, depth and sophistication. Moreover, FTA treaty
practice is constantly evolving and many countries agree to multiple forms of
FTAs.181 The depth and breadth of commitments respective economies make
for trade in services vary substantially across members and agreements. This
could give rise to inconsistent rights and obligations under different
agreements and the GATS.
China has actively embarked on many FTAs since its accession to the WTO.

However, due to different treaty languages and commitments under different

179 ibid. 180 See further, Martin and Mercurio (n 172) 570.
181 M-F Houde, A Kolse-Patil and SMiroudot, The Interaction Between Investment and Services

Chapters in Selected Regional Trade Agreements (OECD Trade Policy Papers No 55, 19 June
2007).
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FTAs, some Chinese capital control measures may be maintained under some
FTAs and infringe commitments in others. A careful review of China’s capital
control regime confirms the country’s cautious liberalisation of its capital
account usually comes with safeguards to preserve its ability to intervene if
market outcomes prove problematic. Yet there are major inconsistencies in
China’s regime. For instance, China’s insurance sector is not yet fully
liberalised,182 and it prohibits transferring money overseas for the purpose of
purchasing investment-type insurance including investment-linked life
insurance;183 yet rather surprisingly, China has made market access and
national treatment commitments on the cross-border supply of all insurance
and insurance-related services in FTAs with Singapore and Korea. While
China has carved out exceptions for the cross-border supply (Mode 1) of
reinsurance, insurance for certain international transport sectors and
brokerage for large-scale commercial risks,184 China’s prohibition on
residents purchasing investment-type insurance from non-residents would be
inconsistent with its market access and national treatment commitments to
allow the cross-border supply of such insurance services. A market access
commitment is meaningless if transactions cannot be made across borders,
and this limit accords foreign insurance service providers less favourable
treatment than Chinese domestic insurance providers.
China did not include insurance and insurance-related services in its financial

services commitments in the ASEAN–China FTA in 2007.185 Therefore,
controls on the investment-type insurance can be maintained under China’s
initial commitment. The agreement, however, was recently upgraded with all
parties offering improved trade in services commitments. With acceleration of
China’s opening up in its financial sector, insurance and insurance-related
services including life, health and pension/annuity insurance were added in
the second package of Chinese commitments.186 The Chinese government is
therefore binding itself to market access and national treatment in the cross-
border supply of insurance services and is undertaking not to impose any

182 Financial Support Guideline for Greater Bay Area (2020) PBOC, CBIR, CSRC and SAFE.
183 SAFE (n 107).
184 Free Trade Agreement Between the People’s Republic of China and the Republic of

Singapore, (signed 23 October 2008, entered into force 1 January 2009) annex 5 Part A (China’s
Schedule of Specific Commitments on Services) (‘China–Singapore FTA’); Free Trade
Agreement Between the People’s Republic of China and the Government of the Republic of
South Korea, (signed 1 June 2015, entered into force 20 December 2015) annex 8-A-2 (China
Schedule of Specific Commitments) (‘China–Korea FTA’).

185 Agreement on Trade in Services of the Framework Agreement on Comprehensive Economic
Co-operation between the Association of Southeast Asian Nations and the People’s Republic of
China (signed and entered into force 14 January 2007).

186 Protocol to Implement the Second Package of Specific Commitments under the Agreement on
Trade in Services of the Framework Agreement on Comprehensive Economic Co-operation
Between the Association of Southeast Asian Nations and The People’s Republic of China
(signed and entered into force 16 November 2011) (‘ASEAN–China Agreement on Trade in
Services’).
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measures that restrict market entry or the operation of insurance services. The
control measure that restrict residents from purchasing investment-type
insurance from foreign service providers is therefore inconsistent with
China’s upgraded commitments in the ASEAN–China FTA.
Similarly, the Chinese QDII quota limit can be maintained under some of

China’s FTAs, even though this measure is inconsistent with obligations
contained in others. China introduced QDII programmes as part of its capital
account liberalisation. Although the quota imposed on QDII was expanded in
2018, total and individual quotas were implemented. In the China–Korea FTA,
China commits to providing market access for cross-border supply in the
securities sector, except where service suppliers in Korea provide the
following services to the Chinese QDII: trading for account of QDII;
providing securities trading advice or portfolio management; or providing
custody for overseas assets of QDII.187 Since QDII-related services are
removed from Chinese commitments in the securities sector, China’s quota
limit on QDII is consistent with the China–Korea FTA.
China undertakes slightly different commitments for the securities sector

under the China–Singapore FTA. The market access commitment for cross-
border supply is unbound with the exception that foreign securities
institutions may engage directly in B share business (without a Chinese
intermediary).188 QDII-related services are not included in the exception. In
other words, the inclusion of the QDII-related services in the market access
commitment under Mode 1 limits China’s ability to place controls on capital
movements in this sector in order to restrict the normal course of the
business. The imposition of a QDII quota is inconsistent with China’s
commitment under the China–Singapore FTA.
These examples of inconsistency with international commitments may stem

from the fact that China has numerous long-standing capital controls. While the
country’s capital control regime as prescribed in Section I changes as China
continues to liberalise its financial sector, controls are maintained in certain
areas. As illustrated, China has recently begun to deepen its level of
commitments in FTAs, however, issues have arisen. First, partial controls
may still remain in the financial services sector, such as the QDII quota.
Second, the scope of some modern services is also broadening, and emerging
insurance products (including those providing a range of investment options)
are expanding the range of the sector vis-à-vis the traditional insurance
sector. China is not the only country to struggle with the scheduling of
commitments, as it is difficult for a country to give full consideration to both
the controls which potentially remain in force and the new broadened scope
of the service sector that is subject to the ‘old’ controls.

187 China–Korea FTA (n 184) annex 8-A-2.
188 China–Singapore FTA (n 184) annex 5A.
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Most modern FTAs contain exceptions and safeguards based on the GATS
Articles XI and XII. For example, Annex 12 C of the China–Korea FTA
provides temporary safeguard measures for payments and capital movements
in the event of BOP or external financial difficulties, or serious difficulties in
the operation of monetary policy or exchange policy.189 A prudential carve-
out is also provided in the financial services chapter that applies to measures
affecting both financial services and investment.190 However, many FTAs
contain BOP safeguard provisions without reference to financial stability, and
the prudential exception is often not addressed. For example, both the ASEAN–
China Agreement on Trade in Services and the Trade in Services Chapter of the
China–Singapore FTA prohibit signatories from applying restrictions on
international transfers and payments for current transactions that relate to
specific commitments.191 Exceptions are allowed for BOP and IMF rights
and obligations, while there is no provision providing for financial stability-
related prudential exceptions in either the Trade in Services Chapter of the
China–Singapore FTA192 or in the ASEAN–China Agreement on Trade in
Services.193 Consequently, measures that could potentially be justified for
prudential reasons and be deemed consistent with the GATS, would
nevertheless be inconsistent with the FTAs.
The extent to which services and their associated transfers are covered in an

FTA is dependent on the outcome of negotiations and the legal text of the treaty.
Schedules negotiated individually establish the extent to which a signatory
party commits itself to liberalising a particular sector under a particular
agreement. The absence of appropriate provisions on exceptions could result
in capital controls being deemed inconsistent with specific FTA obligations.
This may raise conflicts of obligations under different trade agreements, and
between the FTA and the IMF. Consequently, a country could be subject to

189 China–Korea FTA (n 184) annex 12 C: ‘Nothing in this Chapter, Chapter 8 (Trade in Service)
or Chapter 9 (Financial Services) shall be construed to prevent a Party from adopting or maintaining
temporary safeguard measures with regard to payments and capital movements

(a) In the event of serious balance of payments or external financial difficulties or threat
thereof; or

(b) Where, in exceptional circumstances, payments and capital movements cause or
threaten to cause serious difficulties for the operation of monetary policy or exchange
rate policy in either party ….

Nothing in this Chapter, Chapter 8 or Chapter 9 shall be regarded to affect the rights enjoyed and
obligations undertaken by a Party as a party to the Articles of the Agreement of the IMF.’

190 China–Korea FTA (n 184) art 9.5 Prudential Carve-out: Notwithstanding any provisions of
this Chapter or Chapter 12 (Investment), a party shall not be prevented from adopting or maintaining
measures for prudential reasons ….

191 China–Singapore FTA (n 184) art 72; ASEAN–China Agreement on Trade in Services (n
186) art 10.

192 China–Singapore FTA (n 184) art 72 contains restrictions to safeguard BOP and at the request
of the IMF.

193 ASEAN–China Agreement on Trade in Services (n 186) art 10.2, 11 provide exceptions in
serious balance of payments and external financial difficulties or at the request of the IMF.
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differing treaty provisions if it imposes a restriction on capital flows even in
exceptional circumstances like economic crises.

C. Capital Controls and International Investment Agreements

Bilateral and regional investment agreements and FTAs with investment
chapters seek to promote and protect investment between the signatories with
strong disciplines on capital controls including by ensuring the free transfers of
funds relating to covered investment. Under investment treaties, host economies
assume broad obligations for protecting foreign investment. Investment
agreements and the investment provisions of the FTAs have been regarded
by many economies as an instrument for attracting foreign investors. To date,
some 2897 BITs and 389 treaties with investment provisions have been
established globally.194

Modern investment treaties contain provisions that oblige signatories to
permit the free transfer of capital, to facilitate cross-border capital
movements. The main BIT models include provisions providing that ‘all
payments relating to an investment in its territory be freely transferred into
and out of its territory without delay’.195 Such an obligation reflects not only
the main purpose of investment agreements, which is to promote and protect
long-term investment and trade between signatories, but also the changing
perception of the positive role of cross-border capital flows as an instrument
for long-term economic growth.196 Notably, the treatment of capital transfers
is an important indicator of the attractiveness of host economies for foreign
investment. The ability to transfer funds in and out of host economies ensures
that foreign investors can access benefits through profits, dividends and other
income.197 Capital controls on the repatriation of profits and dividends will
surely discourage FDI and foreign investment in certain sectors.
However, potential conflict exists between investment treaties and other

international law regimes which deal with capital mobility. First, unlike the
IMF and the GATS that treat current and capital transactions differently, most
investment treaties make no distinction. Instead, they oblige contracting parties
to permit all transfers relating to covered investment. Similarly, the negative list

194 UNCTAD, ‘International Investment Agreements Navigator’ (Investment Policy Hub 2020).
195 This is the language of the US Model BIT. Typical example of similar treaty language

includes, for instance, The Agreement Between China and Korea on the Promotion and
Protection of Investment, (signed 7 September 2007, entered into force 1 December 2007) art 6
provides that ‘each Contracting Party shall ensure that all payments relating to an investment in
its territory of an investor of the other Contracting Party may be freely transferred into and out of
its territory without delay …’.

196 A Kolo, ‘Transfer of Funds: The Interaction Between the IMF Articles of Agreement and
Modern Investment Treaties: A Comparative Perspective’ in SW Schill (ed), International
Investment Law and Comparative Public Law (Oxford University Press 2010).

197 P Juillard, ‘Freedom of Establishment, Freedom of Capital Movements, and Freedom of
Investment’ (2000) 15(2) ICSID Review 322.
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architecture of some investment treaties, where all sectors are liberalised unless
reserved, is problematic. Second, while some investment treaties contain
exceptions or safeguards using similar language to the GATS exceptions for
BOP difficulties and the prudential carve-out many others contain largely
blanket prohibitions on capital controls. According to Mercurio and Martin’s
calculations, 63 per cent of investment agreements contain some form of
exception to free capital flow clauses and only 29.5 per cent contain at least
one monetary policy exception and one financial distress exception.198

As discussed in Section I.B, Malaysia imposed a series of controls on capital
outflows during the Asian financial crisis. One control measure stopped non-
residents removing portfolio proceeds from Malaysia for 12 months. The
1987 ASEAN Agreement for Promotion and Protection of Investment was
the effective regional investment agreement.199 This agreement is typical and
contains blanket prohibitions on capital controls. More specifically, the 1987
ASEAN Investment Agreement required all contracting parties to allow the
free transfer, in any freely usable currency, of the following:

a) The capital, net profits, dividends, royalties, technical assistance and
technical fees, interests and other income, accruing from any
investments of the nationals or companies of the other Contracting
Parties;

b) The proceeds from the total or partial liquidation of any investment
made by nationals or companies of the other Contracting Parties;

c) Funds in repayment of loans given by national or companies of
another Contracting Party which both Contracting Parties
recognized as investments;

d) The earnings of nationals of the other Contracting Parties who are
employed and allowed to work in connection with an investment in
its territory.200

The 1987 ASEAN Investment Agreement contained no safeguards or
exceptions, posing grave challenges for Malaysia’s control measures. The
short-term control that stopped non-residents removing portfolio proceeds
from Malaysia therefore appeared prima facie to breach the guarantee of free
transfer of capital under this regional investment agreement.201

198 Unpublished, on file with author. Monetary policy exceptions calculated as in line with IMF
policy and financial distress exceptions including BOP, financial stability or prudential carve-outs.

199 The 1987 ASEAN Agreement for the Promotion and Protection of Investments (signed 15
December 1987, entered into force 2 August 1988) (‘the 1987 ASEAN Investment Agreement’).

200 ibid art VII (Repatriation of Capital and Earnings).
201 Similar free transfer clauses appeared in the BIT between the Belgo-Luxemburg Economic

Union andMalaysia signed in 1979.Malaysia was sued by the Belgian investor for losses caused by
control measures contrary to the commitment in the BIT. The case was dismissed on jurisdictional
grounds, that the investment was not an approved investment and thus outside the scope of the BIT.
Under art 1(3), a covered investment made inMalaysia had to be invested in a project classified as an
‘approved project’ by the appropriate ministry in Malaysia. See Philippe Gruslin v Malaysia ICSID
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Affirming the contracting parties’ commitment to the 1987 ASEAN
Investment Agreement, the ASEAN member states signed the Framework
Agreement on ASEAN Investment Area (AIA) in the same year as Malaysia
imposed capital outflow controls. The AIA covers all direct investment other
than portfolio investments and matters relating to investments in other
ASEAN agreements.202 However, emergency safeguards and safeguards in
the event of serious BOP and external financial difficulties were added to the
AIA. The Malaysian controls on portfolio proceeds are therefore consistent
with the AIA Agreement. The exclusion of portfolio and highly speculative
investment has now been incorporated in other agreements to allow States to
adopt measures which protect them from volatile short-term capital flows.
Such exclusions are not, however, the norm and do not represent prevailing
practice of investment agreements—most agreements remain subject to a
broad definition of investment which covers both FDI-like long-term
investment and portfolio investment.203

In 2009, the ASEAN Comprehensive Investment Agreement (ACIA)
replaced and expanded the principles of its precursors by enhancing the
attractiveness of ASEAN as a single investment destination and promoting an
integrated regional economy with the free flow of investments and services.204

The ACIA is a bold initiative, obliging host countries to protect and secure all
investments unless specified in the reserve list. The definition of ‘investment’ is
very broad, including ‘hot money’ such as short-term debt that is typically
rapidly withdrawn in times of crisis.205 Notwithstanding the commitment to
capital account liberalisation and investment facilitation, there are
circumstances where a temporary reliance on restrictions may be necessary.
As noted earlier, where a crisis has undermined market confidence, financing,
normally led by the IMF, may be insufficient. The adjustment capacity of the
economy concerned is also of critical importance. With these considerations,
the ACIA provides further safeguards to ensure that certain imposed
restrictions on capital flows are regarded as legitimate (a) when suggested by
the IMF; (b) under serious BOP and external financial difficulties; and (c)
where, in exceptional circumstances, movements of capital cause, or threaten

(2000), Case No AB/99/3. The 1987 ASEAN Investment Agreement covers a broader scope of
investment than the Belgo–Luxemburg and Malaysia BIT. It covers investment approved in
writing and registered by the host country. Therefore, if investors had challenged Malaysia for
breaching its obligation under the ASEAN Investment Agreement, they would likely have
succeeded.

202 The Framework Agreement on the ASEAN Investment Area (signed 8 October 1998) art 2,
annotation 1 (‘AIA Agreement’).

203 A Viterbo, International Economic Law and Monetary Measures: Limitations to States’
Sovereignty and Dispute Settlement (Edward Elgar 2012) 243.

204 S Ulvund Solstad, ‘Introduction to the ASEAN Comprehensive Investment Agreement’
(ASEAN Business News, 12 April 2013).

205 The ASEAN Comprehensive Investment Agreement (signed 26 February 2009, entered into
force 24 February 2012) art 13.

98 International and Comparative Law Quarterly

https://doi.org/10.1017/S0020589320000433 Published online by Cambridge University Press

https://doi.org/10.1017/S0020589320000433


to cause, a serious economic or financial disturbance in the member states
concerned.206

A small minority of agreements go even further and offer almost a blanket
exception in times of crisis. Such is the case with the European Economic
Area (EEA) Agreement, with Article 43 of the EEA Agreement stating:

[w]here an EC Member State or an EFTA State is in difficulties, or is seriously
threatened with difficulties, as regards its balance of payments either as a result
of an overall disequilibrium in its balance of payments, or as a result of the
type of currency at its disposal, and where such difficulties are liable in
particular to jeopardise the functioning of this Agreement, the Contracting
Party concerned may take protective measures.207

Thus, despite the EEA containing a provision on the free flow of capital, the
EFTA Court ruled that given the conditions Iceland faced its measures
restricting capital movements were not inconsistent with the Agreement.208

On the other end of the spectrum, some agreements contain few if any
safeguards. This is the case under the China–Korea Investment Treaty and
the ASEAN–China Investment Agreement, both of which contain no
prudential carve-out. As China retains some long-term capital control
measures on its path to gradually opening the capital account, justifiable
actions under the GATS prudential exception could nevertheless be deemed
inconsistent with those investment treaties.

III. CONCLUSION

Despite becoming increasingly popular since the GFC, the usefulness and
appropriateness of capital controls continue to be widely debated. Views
continue to evolve based on different economic methodologies and emerging
situations. Nevertheless, Chile, Malaysia, Iceland and China are leading
examples of where such controls have been found, to some extent, to be
effective. A comparative analysis from the international economic law
perspective demonstrates that the treatment of cross-border capital flows
under the WTO, FTAs and investment treaties is highly treaty dependent.
The commitments and carve-outs with regard to capital flows can vary in
different treaties. China’s evolving commitments in the insurance sector in
various FTAs reflects its acceleration of financial opening-up, however, such
commitments conflict with its existing capital control policy that, to some
extent remains in this sector, creating legal risks of being inconsistent with its
treaty obligations. Likewise, many countries that implemented capital controls
as a result of financial difficulties, either in the Asian financial crisis or in the

206 ibid arts 13.4, 16. 207 EEA Agreement, art 43, para 2.
208 Request for an Advisory Opinion from the EFTA Court by Héraðsdómur Reykjavíkur

received 14 February 2011 in the case of Pálmi Sigmarsson v Seðlabanki Íslands, E-3/11.
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recent GFC (such as Malaysia and Iceland respectively) have faced legal
challenges from foreign investors. Whether they are held liable for imposing
capital controls depends on the scope of the controls and whether the
conditions are met to justify the carve-outs prescribed in each treaty. The
absence of explicit stipulations on exceptions and safeguards complicates the
management of cross-border capital flows.
It is particularly important during crises that national governments have

recourse to the full panoply of macro-economic policy measures. This
recourse could be undermined when imposing capital controls would breach
these broad obligations and render governments liable for monetary damages
to aggrieved investors.209 Simply stated, whether a country can impose
capital controls depends on the wording of the treaty commitments it has
undertaken.
The COVID-19 pandemic has severely damaged public health and the global

economy. Fiscal, monetary and exchange rate policies have been introduced by
numerous economies in order to mitigate the effects of the economic fallout.
While capital controls have not yet featured in most policy responses,210

uncertainties over the depth of the ongoing economic decline and
uncertainties about when the COVID-19 pandemic will subside will likely
result in policymakers in some emerging markets (and perhaps in more
developed economies) seeking to restrict capital movement, especially if and
when global capital markets show signs of panic.
The potential liability associated with prohibiting capital flows, whether

temporary in the context of a crisis, or long-term with the goal of maintaining
financial stability, is substantial. A potentially larger issue is regime conflict in
the multilateral governance of capital flows, with the IMF recommending the
imposition of restrictions on the capital account notwithstanding such
measures being inconsistent with a member’s specific commitments under
the GATS and/or FTAs and BITs. The uncertainty in the interpretation of the
various exception clauses and safeguards in many trade and investment
agreements only heightens this tension. To the extent that certain FTAs and
investment provisions serve as models for future agreements, the concern is
more pronounced.
Going forward, governments clearly need to understand the potential risks of

locking in commitments which prevent prudent fiscal and monetary measures
being implemented (particularly in times of financial crisis) and negotiate
treaties with appropriate language, exceptions and safeguards to ensure
capital controls are consistent with those treaty obligations. A nation that
does otherwise is unwisely restricting the range of measures available to it in
future scenarios that today are essentially unpredictable and unknowable. In
the meantime, countries that wish to use some form of capital control to

209 OECD,Definition of Investor and Investment in International Investment Agreements (OECD
2008) 7. 210 IMF, ‘Policy Tracker’ (Policy Responses to COVID-19, 17 April 2020).
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retreat from full engagement in the global financial system need to review the
language of their existing treaty and other commitments very carefully with a
view to add a sufficient level of protection which would ensure that the full suite
of policy options is available to forestall or alleviate crisis andmaintain financial
stability.
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