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Capital Controls to Manage 
Volatility and Systemic Risks

BRIEFER

It is widely acknowledged that there are risks associated 
with cross-border capital flows, and that these risks 
grow with their volume, procyclicality, and vola�lity. In 
par�cular, short-term capital flows pose serious 
challenges for policymakers in Emerging Market and 
Developing Economies (EMDEs), as surges in capital 
inflows are frequently followed by large reversals 
(‘sudden stops’), resul�ng in systemic financial crises. 

Since the early 2000s, the magnitude and vola�lity of 
global capital flows have increased considerably, promp�ng 
EMDEs policymakers to recognize the important role of 
capital controls in mi�ga�ng systemic risks that cannot 
be resolved through macropruden�al measures or the 
accumula�on of large foreign exchange reserves, which 
are also costly to hold. 

Capital controls may be viewed as a less expensive 
policy tool for mi�ga�ng vola�lity in capital flows. As 
detailed in Box 1, capital controls come in several 
varie�es. Controls on capital inflows could poten�ally 
alter the composi�on of inflows towards longer 
maturi�es1, thereby reducing financial vulnerability. 
Conversely, restric�ons on ou�lows aim to prevent 
sudden capital ou�lows and currency deprecia�on, as 
witnessed in Malaysia (1998), Iceland (2008), China 
(2016), and Argen�na (2019). Addi�onally, controls 
on ou�lows are considered to be par�cularly 
significant for smaller and weaker economies, as they 
o�en lack substan�al foreign exchange reserves or 
access to currency swap lines and regional financing 
arrangements. 

1  In finance, maturity is the specific date when a financial instrument, such as a bond, loan, or cer�ficate of deposit, reaches 
the end of its term, requiring the issuer to repay the principal amount and final interest to the investor.

Box 1: What are Capital Controls?

Capital controls are regula�ons that restrict or prohibit the movement of capital across na�onal borders. 
The regulatory measures are designed to govern the capital account of a country’s balance of payments2

and, therefore, include restric�ons on the movement of capital into or out of a country. 

Capital controls can regulate a wide range of cross-border transac�ons carried out by both residents and 
non-residents in a country. These transac�ons may include money transfers, direct investments, por�olio 
investments, bank loans, etc. For example, a tax applicable only on non-residents’ investments in domes�c 
bonds or equi�es qualifies as a capital control. Similarly, caps on foreign equity investment in specific 
sectors (such as banking and defense) or limits on overseas investments by residents are also classified as 
capital controls, because these measures regulate the inflow and ou�low of capital in a country. 

Capital controls can be a combina�on of official, legal and quasi-legal instruments, and can take a wide 
variety of forms, including taxes on cross-border flows, unremunerated reserve requirements, investment 
caps, minimum stay requirements, mul�ple exchange rate systems, credit regula�ons, and outright 
prohibi�ons on certain types of capital movements.

2  All interna�onal transac�ons that alter the assets or liabili�es of a country’s ci�zens or its government over a given �me 
period are recorded in the capital account of the Balance of Payments (BoP). It covers financial flows such as interna�onal 
loans, banking capital, por�olio investments, and foreign direct investment (FDI). A surplus in capital account denotes net 
capital inflows, while a deficit indicates net ou�lows.
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Following the 2008 Global Financial Crisis (GFC), the 
topic of capital controls has garnered significant 
a�en�on and moved to the forefront of interna�onal 
policy discussions on economic governance. Capital 
controls are now widely acknowledged as a legi�mate 
instrument of the macroeconomic policy toolkit as 
several EMDEs used a variety of capital controls to 
manage capital movements during the post-crisis 
period. Available evidence4 suggests that countries 

that imposed �ght capital controls recovered more 
quickly from the 2008 crisis and subsequent 
economic crises than those with an open capital 
account, par�cularly among emerging market and 
developing economies (EMDEs) China and India, two 
major fast-growing Asian economies, consistently 
deploy capital controls on both inflows and ou�lows 
on a permanent basis.

4  See, for instance, Apoorv Bhargava et al. (2013), Capital Controls in Times of Crisis – Do They Work?, IMF Working Paper, 
WP/23/67, Interna�onal Monetary Fund, March.

Capital controls can be broadly classified into three categories: quan�ty-based, price-based and regulatory 
controls. Quan�ty-based controls involve explicit limits or prohibi�ons on capital account transac�ons. 
Such quan�ty-based measures on inflows may include: a ban on investment in money market instruments3; 
limits on short-term borrowing; and restric�ons on certain types of securi�es that can be owned. In India, 
for instance, there is a cap on the aggregate foreign ownership of rupee-denominated government debt. 
On ou�lows, quan�ty-based controls can take the form of an explicit moratorium. In September 1998, for 
instance, Malaysia imposed quan�ty-based controls on ou�lows to eliminate the offshore ringgit market.

Price-based controls seek to alter the volume of capital transac�ons by altering their costs, with the 
inten�on of discouraging a par�cular class of flows and encouraging another set of flows. Price-based 
controls on inflows can take the form of a tax on stock market purchases and certain foreign exchange 
transac�ons; or the imposi�on of unremunerated reserve requirements (URR) on certain types of capital 
inflows. The URR on foreign loans imposed in Chile during the 1990s (also referred to as encaje) is a well-
known example of price-based controls. Under Chile’s encaje, anyone borrowing money from abroad had 
to deposit a set por�on of the loan for one year in a non-interest-bearing account at the central bank. 
Price-based controls on ou�lows can typically take the form of an exit tax.

Regulatory controls can be both price-based and quan�ty-based, and such a policy package usually treats 
transac�ons with non-residents less favourably than with residents and directly influences the volume of 
financial transac�ons.

Closely related to capital controls are macropruden�al measures (such as limits on loan-to-value ra�os or 
capital buffers — the mandatory capital that banks are required to hold in addi�on to other minimum 
capital requirements) that do not discriminate on the basis of residency of par�es involved in a financial 
transac�on, but can indirectly influence inflows through restric�ons imposed on domes�c financial 
ins�tu�ons. 

Source: Based on Kavaljit Singh (2019), What Are Capital Controls?, Policy Brief # 1, Madhyam, January 2.

3  Short-term, high-liquidity, low-risk debt securi�es with maturi�es of up to a year are known as money market instruments. 
Some key examples of money market instruments include Treasury bills, commercial paper, cer�ficates of deposit, and short-
term loans (o�en overnight) between banks. These instruments facilitate quick, low-cost capital for banks, corpora�ons, and 
governments.
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A Brief History of Capital Controls 

Contrary to popular belief, most economies have 
extensively used a variety of capital controls to 
restrict and regulate cross-border capital movements. 
The significant decline in the use of capital controls 
corresponded with the ascent of neo-liberal ideology 
in the late 1970s.5

From the 1980s forward, the removal of capital 
controls became a key policy ini�a�ve under structural 
adjustment programmes supported by the Interna�onal 
Financial Ins�tu�ons (IFIs). In par�cular, the IMF became 
a strong votary of full capital account liberaliza�on, as 
part of its broader financial liberaliza�on agenda. 
However, it is important to point out that the IMF did 
not have, and con�nues not to have, jurisdic�on over 
members’ regula�on of interna�onal capital movements 
under its Ar�cles of Agreement. Despite this, since the 
1980s, the IMF has gradually but steadily assumed 
authority over capital movements as part of its 
con�nuing ‘surveillance’ func�ons and opera�ons under 

the pretext of furthering its goal of preserving the 
stability of the interna�onal monetary system.

The IMF is s�ll reluctant to endorse the use of capital 
controls for the accomplishment of a myriad policy 
objec�ves. A close reading of the IMF’s Ins�tu�onal 
View6 (IMF 2012) and its subsequent Review7 (IMF 
2022) reveals that there has been no marked 
departure from its longstanding bias against capital 
controls.8 The IMF con�nues to view capital controls 
as a measure of last resort, imposed selec�vely on 
capital inflows, and on a temporary basis. The 2022 
Review does not recommend using capital controls on 
ou�lows on a pre-emp�ve and las�ng basis. ‘The IV’s 
proposi�on that ou�low CFMs should be used only in 
crises or imminent crisis situa�ons remains 
appropriate’, says the Review. The IMF appears to be 
lagging behind current thinking and prac�ce on 
capital account liberaliza�on.

8  Kavaljit Singh (2022), Deciphering the Review of the IMF’s Ins�tu�onal View on Capital Flows, Briefing Paper # 52, 
Madhyam, April 5. Available at: h�ps://www.madhyam.org.in/deciphering-the-review-of-the-imfs-ins�tu�onal-view-on-
capital-flows/.

6  IMF (2012), The Liberaliza�on and Management of Capital Flows: An Ins�tu�onal View, Policy Paper, November 14. 
Available at: h�ps://www.imf.org/external/np/pp/eng/2012/111412.pdf.
7  IMF (2022), Review of The Ins�tu�onal View on The Liberaliza�on and Management of Capital Flows, Policy Paper No. 
2022/008, March 30. Available at: h�ps://www.imf.org/en/Publica�ons/Policy-Papers/Issues/2022/03/29/Review-of-The-
Ins�tu�onal-View-on-The-Liberaliza�on-and-Management-of-Capital-Flows-515883.

5  For a detailed analysis of capital controls, see Kavaljit Singh (2000), Taming Global Financial Flows: Challenges and 
Alterna�ves in the Era of Financial Globaliza�on, Zed Books and Madhyam Books. Available at: h�ps://www.madhyam.org.
in/books-six-2/. 

Capital Controls as the Cornerstone
of Monetary and Financial Sovereignty

Vested with a responsibility to maintain financial 
stability within their jurisdic�on, na�onal authori�es 
ought to proac�vely deploy capital controls and other 
macropruden�al measures. Indeed, their domes�c 
ac�ons should inform and accelerate interna�onal 
policy development on managing the capital account. 
Although the formula�on of an interna�onal policy 
agreement is highly desirable and may require 
considerable �me to develop, it is impera�ve that 
na�onal regulators act domes�cally. The freedom of 
countries to regulate interna�onal capital movements 
is also acknowledged in Ar�cle VI (Sec�on 3) of the 
Ar�cles of Agreement of the IMF, which has remained 
unchanged since its adop�on in 1945.

Interna�onal coopera�on is feasible if the source 
countries are willing to assist recipient na�ons in 
managing vola�le capital flows. This is because there 
have been several instances where EMDEs have 
experienced sudden stops in capital flows due to 
developments in the source countries, such as the 
�ghtening of interest rates and increased risk 
aversion among por�olio investors. Thus far, the two 
G20 working groups (Interna�onal Financial 
Architecture and Framework Working Groups) under 
the finance track have not proven to be effec�ve in 
enhancing interna�onal coopera�on on managing 
capital flows.

https://www.madhyam.org.in/deciphering-the-review-of-the-imfs-institutional-view-on-capital-flows/
https://www.madhyam.org.in/deciphering-the-review-of-the-imfs-institutional-view-on-capital-flows/
https://www.imf.org/external/np/pp/eng/2012/111412.pdf
https://www.imf.org/en/Publications/Policy-Papers/Issues/2022/03/29/Review-of-The-Institutional-View-on-The-Liberalization-and-Management-of-Capital-Flows-515883
https://www.imf.org/en/Publications/Policy-Papers/Issues/2022/03/29/Review-of-The-Institutional-View-on-The-Liberalization-and-Management-of-Capital-Flows-515883
https://www.madhyam.org.in/books-six-2/
https://www.madhyam.org.in/books-six-2/
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However, several countries limited their policy space 
on capital account management because of restric�ve 
clauses within bilateral and plurilateral trade and 
investment agreements. Going forward, it is 
recommended that countries revisit any agreements 
that prohibit the use of capital controls. Countries 
should strive to incorporate adequate balance of 
payment and pruden�al carve-outs that enable the 

use of these measures irrespec�ve of commitments 
on transfer of funds, market access, and na�onal 
treatment in the trea�es. Likewise, it is suggested that 
the list of excep�ons in the Treaty on the Func�oning 
of the European Union and the OECD Codes of 
Liberalisa�on of Capital Movements ought to be 
augmented for reasons of preserving macroeconomic 
and financial stability.

Which Multilateral Way Forward?

A new mul�lateral agreement on capital account 
management, to be discussed and nego�ated under 
the auspices of the United Na�ons, has also been 
advocated by civil society organiza�ons. Such an 
agreement could provide the poli�cal consensus to 

reaffirm na�onal sovereignty on capital accounts, 
encourage interna�onal coopera�on, facilitate the 
renego�a�on of trade and investment agreements, 
and clarify the mandates of interna�onal financial 
ins�tu�ons.

The Role of an International Financial Transaction Tax

An interna�onal financial transac�ons tax (IFTT) 
could also assist in taming short-term vola�le capital 
flows and genera�ng addi�onal revenue to support 
the financing of the SDGs and other global ini�a�ves.9

The successful implementa�on of various financial 

transac�on taxes in India (as detailed in Box 2) 
demonstrates that the primary obstacles of its 
implementa�on are poli�cal in nature, rather than 
technical or administra�ve.

9  Kavaljit Singh (2011), Why We Need a Financial Transac�on Tax: A Proposal for the G20, Briefing Paper # 5, Madhyam, 
October. Available at: h�ps://www.madhyam.org.in/wp-content/uploads/2014/07/Why-We-Need-a-Financial-Transac�on.
pdf.

Box 2: Financial Transac�on Taxes in India

(i) Securi�es Transac�on Tax 

In 2004, India introduced the Securi�es Transac�on Tax (STT) in domes�c equity markets. The STT is a kind 
of financial transac�on tax levied on every purchase and sale of securi�es listed on Indian stock exchanges. 
Securi�es covering the STT include equity, equity futures and op�ons (F&O), and units of equity-oriented 
mutual funds. In the case of F&O contracts, an STT is levied on all sell transac�ons. For the purpose of STT 
calcula�on, each future contract is valued at the actual traded price, whereas each op�on contract is 
valued at a premium.

The STT was introduced to raise tax revenue, curb tax evasion by market players, and reduce excessive 
specula�on in the Indian equity markets.10

Over the years, the government has modified tax rates depending on market condi�ons. For instance, the 
government substan�ally increased the STT on op�ons trading in 2023 in an effort to limit retail par�cipa�on 
in the deriva�ves markets a�er a study by the market regulator — Securi�es and Exchange Board of India — 
showed that nine out of ten individual traders in the equity F&O segment incurred losses in 2022. 

10  For a detailed discussion on the STT in India, see Kavaljit Singh (2001), Tax Financial Specula�on: The Case for a 
Securi�es Transac�on Tax in India, ASED-PIRC Briefing Paper, January. Available at: h�ps://www.madhyam.org.in/tax-
financial-specula�on-the-case-for-a-securi�es-transac�on-tax-in-india/; Kavaljit Singh (2004), Equitable Equity: India 
Introduces Securi�es Transac�on Tax, Commentary, Madhyam, July 16. Available at: h�ps://www.madhyam.org.in/
equitable-equity-india-introduces-securi�es-transac�on-tax/.

https://www.madhyam.org.in/wp-content/uploads/2014/07/Why-We-Need-a-Financial-Transaction.pdf
https://www.madhyam.org.in/wp-content/uploads/2014/07/Why-We-Need-a-Financial-Transaction.pdf
https://www.madhyam.org.in/tax-financial-speculation-the-case-for-a-securities-transaction-tax-in-india/
https://www.madhyam.org.in/tax-financial-speculation-the-case-for-a-securities-transaction-tax-in-india/
https://www.madhyam.org.in/equitable-equity-india-introduces-securities-transaction-tax/
https://www.madhyam.org.in/equitable-equity-india-introduces-securities-transaction-tax/


5

Table 1: STT rates for Different Types of Trades

The STT has produced significant tax revenues since it was introduced in India. In the fiscal years 2023-24 
and 2024-25, the Indian government collected INR337777 million (US$4.1 bn) and INR521968 mn ($6.1 
bn) respec�vely through this tax. The STT collec�ons for the current fiscal year (2026-27) are es�mated to 
reach INR73700 mn ($8.2 bn) by the Indian government due to con�nuing buoyancy in the Indian equity 
markets, driven by both domes�c and foreign investors, as well as an increase in the tax rates on F&O 
contracts. In the Indian context of resource mobiliza�on, these are not insignificant sums.

Unlike other direct taxes, the STT is a simple, direct tax to implement. The tax is collected by stock 
exchanges from the brokers and passed on to the exchequer, thereby enabling the government to raise tax 
revenue in a neat and efficient manner. The Indian experience with the STT clearly shows that the main 
obstacles to its implementa�on are poli�cal, not technical, in nature. Some of the apprehensions expressed 
by market players and stock exchanges at the �me of the introduc�on of STT have proven to be erroneous. 
The STT has not brought Indian markets to a stands�ll, nor has it dried up liquidity in equity markets.11

Nevertheless, there is an urgent need to tweak the tax rates to curb excessive specula�ve ac�vi�es carried 
out by day traders, arbitrageurs, and ‘noise traders’ in equity markets. For instance, the STT rate for intraday 
securi�es trading should be higher than that for delivery-based equity transac�ons. 

In addi�on, Indian equity markets are heavily �lted towards deriva�ves trading, especially high-risk op�ons 
trading. In 2023, nearly 85 billion equity op�ons contracts were traded in India, accoun�ng for 78% of the 
total op�ons contracts traded worldwide. In Indian equity markets, the ra�o of the no�onal value of 
deriva�ves to the underlying cash trading is 422 �mes, the highest in the world by a large margin. While 
this ra�o of Germany stands at 36, Brazil at 13, South Korea at 12, the U.S. at 9, and the Eurozone at 2. 

The boom in op�ons trading in India has been facilitated by a number of factors, including the widespread 
usage of trading apps and online trading, the lower �cket size of lots, and the introduc�on of weekly 
op�ons contracts. As a result of a light-touch approach towards stock market regula�on, op�ons trading 
in India has shi�ed from hedging to pure specula�ve purposes, with retail investors holding an op�ons 
contract for less than 30 minutes on average. Most of the retail investors are youngsters in their early 20s. 
They do not own much capital, but borrow money from friends and family to place specula�ve bets in the 
deriva�ves segment. Consequently, household savings are being diverted into these specula�ve bets, 
rather than going into produc�ve economic ac�vity. 

More than a higher STT rate, strong regulatory measures (such as scrapping the weekly expiry of stock and 
index op�ons) are needed to tame the specula�ve mania that has emerged in the op�ons trading segment.

11  Kavaljit Singh (2004), Securi�es Transac�on Tax Disproves All Fears, Commentary, Madhyam, November 3. Available at: 
h�ps://www.madhyam.org.in/securi�es-transac�on-tax-disproves-all-fears/

Order Type Tax Rate

Intraday 0.025% on the sell side.

Delivery 0.025% on the sell side.

Op�ons 0.125% of the intrinsic value on op�ons that are bought and exercised.
0.0625% of the premium for op�ons that are shorted.

Futures 0.0125% on the sell side.

https://www.madhyam.org.in/securities-transaction-tax-disproves-all-fears/
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(ii) Commodi�es Transac�on Tax

In 2013, India also introduced a Commodi�es Transac�on Tax (CTT) on the trading of commodity 
deriva�ves contracts.12 Primarily designed with the intent to curb specula�ve ac�vi�es in poorly regulated 
commodity deriva�ves markets, CTT is applicable only to sellers of commodity deriva�ves contracts. 
Buyers of contracts are not subject to CTT. CTT is only applicable to contracts related to non-agricultural 
commodi�es (such as gold, silver, crude oil, aluminum, and copper), while agricultural commodi�es are 
exempted from this tax. CTT is taxed at 0.01% for futures contracts, 0.05% for op�ons contracts, and 
0.0001% for agricultural commodi�es op�ons contracts when exercised.

(iii) Tax on Crypto Assets

In July 2022, India imposed a 1% tax on all crypto-asset transac�ons exceeding INR50000 (US$620). A 1% 
tax in the form of a tax deduc�on on source (TDS) is imposed whenever a crypto asset (such as 
cryptocurrency, NFT, and tokens) is transferred from one owner to another. 

In P2P transac�ons, the buyer will subtract the 1% tax amount when paying the seller for the transfer of 
crypto assets, and the TDS amount will be transferred by the buyer to the exchequer. If a transac�on is 
conducted on an exchange, the exchange deducts this tax from the seller and transfers the TDS amount to 
the exchequer. For crypto-crypto transac�ons, a TDS of 1% is applicable to both buyers and sellers. 

While the Reserve Bank of India is pushing for a blanket ban on trading crypto assets in the country, the 
government has opted to regulate crypto space with a heavy taxa�on regime to make cryptos less 
a�rac�ve asset classes. The 1% TDS, along with a 30% tax (plus 4% cess) on gains from investment in 
crypto assets, are key elements of this approach aimed simultaneously at tracking transac�ons and 
preven�ng tax evasion.

12  Kavaljit Singh (2013), Decoding the Commodity Transac�on Tax, Briefing Paper # 10, Madhyam, March. Available at: 
h�ps://www.madhyam.org.in/wp-content/uploads/2014/07/Decoding-the-Commodity-Transac�on-Tax.pdf.
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